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Carryback checklist

This is a guide of the disclosure aspects to be considered by agents, buyers and sellersin a
carryback sale transaction.

Buyer credit checks — Accurate credit information on the buyer helps in the analysis of the risk of
default on the carryback note and failure to maintain the property set by the trust deed. [See Chapter

4]

Carryback tax advantages — The seller automatically reports their profit on the carryback note
over several years instead of entirely in the year of sale. However, tax knowledge of imputed interest
rates, debtrelief, assignments, all-inclusive trust deed (AITD) collection agents, alternative minimum
tax (AMT), unrecaptured gains rate, tax reporting elections, etc., is required. [See Chapter 26]

Collateral assignment — Instead of selling the carryback note, the carryback seller may borrow
against it, hypothecating the note and trust deed and triggering the payment of taxes on carryback
profits. [See Chapter 8]

Co-owners, co-signers and guarantors — When the seller negotiates for third-party promises to
pay or acquire the carryback note on a default, a guarantee agreement needs to be considered. [See
Chapter 9]

Due-on sale restrictions —The carryback seller is advised to negotiate a waiver of the mortgage
holder's due-on rights contained in the underlying trust deed. [See Chapter 11 and 12]

Foreclosure: 3 months, 21 days — The carryback seller’s trust deed allows their to foreclose on
the property by a trustees sale, a quick and efficient method, consuming at least 111 days once the
process is started by recording a Notice of Default (NOD). [See Chapter 5]

Foreclosure and resale costs — If the buyer default on the carryback note, in addition to recovery
of the cost to foreclose and resell the property, the seller may be unable to recover the total amount
of the note due to waste. [See Chapter 21]

Imputed interest rates — If the interest rate charged on the carryback note is less than the
note’s Applicable Federal Rate (AFR), the seller reports interest income as though they charged the
minimum rate and the mortgage balance as offset by the imputed interest. [See Chapter 25]

Land sales contracts and purchase-lease-options — The seller is advised to use a note and trust
deed as the security device for the carryback sale. Other security devices such as land sales contracts
and lease-options create misunderstandings, blurring the buyer’'s and seller’s rights in title to the

property.

Late charge enforcement — Late charges on carryback notes are governed by different rules for
different types of property, some permit percentage formulas and others allow only out-of-pocket
dollar losses.

Lock-in clauses — A mortgage lock-in clause is an unenforceable restraint on an owner’s right to
refinance their property, exceptin special circumstances. Enforceable prepayment penalties typically
meet the same objective as sought by the use of a lock-in clause. [See Chapter 25]

No downpayment carryback sales —The seller who accepts a carryback note without a cash
downpayment needs to be adequately secured by additional security and guarantees, or they
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assume a high risk of loss. [See Chapter 19]

Notices of Default and Delinquency — The seller needs to record and serve a Request for Notice
of Default (NOD) and Notice of Delinquency (NODq) on all senior mortgage-holders. [See Chapter 5]

Partial release of security — A partial release addendum allows a buyer of two or more lots to
resell individual lots either free of a blanket carryback trust deed or subject to it. The partial release
terms need to be fair to the seller and complete in their terms to be enforceable by the buyer. [See
Chapter 13]

Prepayment penalties — Sellers carryback paper to avoid profit taxes until the year the principal
on the note is reduced. A prepayment penalty, not a lock-in clause in the carryback note and trust
deed, meets sellers’ tax reporting objectives by shifting the amount of taxes due on early pay off to
the buyer.

Profit on repossession — Unlike a money lender, if the carryback seller has to foreclose and
take back the property, no profit is reported except for any net proceeds from the downpayment or
installments of principal not previously taxed. [See Chapter 21]

Sale of the carryback note — A carryback seller, intending to later dispose of the paper for cash or
in an exchange, need to consider the most marketable mortgage documentation and payment terms
negotiable for the note and trust deed. On the sale of the paper, a carryback seller needs to consider
which method of assignment imposes the greatest liability on them if the borrower defaults. [See
Chapter 6]

Shared appreciation mortgage — A seller may structure their carryback note as a shared
appreciation mortgage (SAM) with both a low, fixed-rate interest and an additional contingent
interest consisting of a percentage of either the property’s future net appreciated value or the note
balance. [See Chapter 7]

Subordination agreements — The seller may agree to subordinate their carryback trust deed to a
mortgage to finance either the purchase price or a construction project. The subordination agreement
needs to provide adequate safeguards regarding the terms of the mortgage to which the carryback
seller will subordinate their carryback trust deed. [See Chapter 17]

Tax service — For an annual fee, a tax service can advise the seller whether the real estate taxes on
the secured property have been paid.

The all-inclusive trust deed — When the seller wraps a senior trust deed with an all-inclusive
trust deed (AITD), the seller retains responsibility for the underlying mortgage, the remaining
balance of which isincluded in the amount of the AITD note. Responsibility for due-on acceleration,
prepayment penalties, late charges and future advances are passed on to the buyer. An AITD can
provide the seller with an interest rate override and, taxwise, avoids mortgage-over-basis debt relief
and year-of-sale taxes. [See Chapter 13, 14 and 15]

The secured assumption agreement — A buyer's assumption of existing mortgages on the
property sold may be entered into with the seller, not just the mortgage holder, and needs to be
secured by a trust deed carried back on the property if the seller’s equity is cashed out. [See RPI Form

432]

Underlying ARM loans — When the seller wraps an adjustable rate mortgage (ARM) with an all-
inclusive trust deed (AITD), the interest rate on the AITD needs to conform to the variable rate on the
wrapped morgage. This allows the seller to pass on to the buyer any increases in the interest rate on
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the underlying ARM.

Usury on modification — A carryback note is never subject to usury law limits on the rate of
interest charged.

Waste and non-recourse notes — If the buyer neglects to maintain the property, resulting in a
decreaseinits value, the seller may foreclose and acquire the property by their underbid, then recover
their losses due to waste, even though a deficiency is barred on the carryback note. [See Chapter 10]
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Chapter

1

Carryback financing in
lieu of cash

After reading this chapter, you will be able to: Learning

« comprehend the financial benefits afforded sellers and buyers
who enter into seller carryback finance arrangements;

+ identify theseller'sfinancial risksinvolved in carryback financing;

+ advise on the various forms of documentation used to structure
seller financing; and

+ explain the tax advantages available to a seller for carrying back a
portion of the sales price.

Objectives

all-inclusive trust deed (AITD) private mortgage insurance Key Terms
note (PMI)

nonrecourse mortgage seller financing

portfolio category income

When mortgage money is plentiful and readily accessible, lenders are eager Se"er
to make loans to nearly every buyer. This is the case no matter the type of ] .
property sought, its location or the buyer’s creditworthiness. flnancmg

However, when the availability of mortgages tightens, loan approvals SllppOI‘tS the
become more elusive. Further, the definition of a “qualified buyer” becomes price

more restrictive. A seller hoping to locate a buyer amenable to the seller’s

asking price during a tight mortgage market needs to consider seller

financing.
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seller financing

A note and trust deed
executed by a buyer
of real estate in favor
of the seller for the
unpaid portion of

the sales price on
closing. Also known
as an installment sale,
credit sale or carryback
financing.

Rights and
obligations

Marketing
property: the
seller will
carry

Seller financing is also known as:

+ aninstallment sale;
* acreditsale;
+ carryback financing; or

+ an owner-will-carry (OWC) sale.

Seller financing occurs when a seller carries back a note and trust deed
executed by the buyer to evidence a debt owed for purchase of the seller’s
property. The amount of the debt is the remainder of the price due to the
seller after deducting:

+ the down payment; and

+ the amount of any existing or new mortgage used by the buyer to pay
part of the price.

On closing, the rights and obligations of real estate ownership held by the
seller are shifted to the buyer. Concurrently, the seller carries back a mortgage,
taking on the rights and obligations akin to that of a mortgage holder.

Editor's note— Before making, offering or negotiating consumer mortgages
for compensation, California brokers and agents need to first obtain a
mortgage loan originator (MLO) license endorsement on their California
Bureau of Real Estate (CalBRE) license. A consumer mortgage is a consumer-
purpose loan secured by a one-to-four unit residential property.

A broker offering or negotiating a carryback consumer mortgage as part of
a home sale transaction triggers the MLO license endorsement only if the
broker or agent receives separate additional compensation for arranging
the carryback, a fee beyond the fee collected for their role as seller’s agent or
buyer’s agent in the real estate transaction.*

The seller who offers a convenient and flexible financing package to
prospective buyers makes their property more marketable and defers the
tax bite on their profits.

Qualified buyers are willing to pay a higher price for real estate when
attractive financing is available. This holds true regardless of whether
financing is provided by the seller or a lender. For most buyers, the primary
factors when considering their purchase of a property is:

+ the amount of the down payment; and

+ the monthly mortgage payments.

Seller’s agents use these circumstances to inform their sellers about pricing
arrangements in hyper-competitive buyer’s markets.

1 Calif. Business and Professions Code §10166.01(b)(1)
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Buyer willingness is especially apparent when the interest rate on the
carryback mortgage is equal to or below the rates competitive lenders are
charging on their purchase-assist loans. The lower the interest rate, the
higher the price may be.

Seller financing also provides tangible benefits for buyers. For buyers, seller Flexible sales
carryback financing generally offers:

terms for the
+ amoderate down payment; b
+ competitive interest rates; uyer
+ lessstringent terms for qualification and documentation than imposed
by traditional lenders; and
« no origination costs or lender processing hassle.
Lenders automatically require a minimum down payment of 20% if the
buyer is to avoid private mortgage insurance (PMI), which adds over private mortgage
one percent to annual mortgage costs and reduces the maximum amount g‘;}::i‘;‘igg’;?
a homebuyer can borrow. Further, Federal Housing Administration insurance coverage
(FHA)-insured mortgages include a mortgage insurance premium (MIP) provided by .
private insurers for
regardless of the loan-to-value (LTV). conventional loans
. . with loan-to-value
In a carryback sale, the amount of the down payment is negotiable between ratios higher than 80%.

the buyer and seller without the outside influences a traditional mortgage
broker and buyer have to contend with.

Additionally, a price-to-interest rate tradeoff often takes place in the
carryback environment. The buyer is usually able to negotiate a lower-than-
market interest rate in exchange for agreeing to the seller’s higher-than-
market asking price.

Taxwise, it is preferable for a seller to carry back a portion of the sales price, -
rather than be cashed out when taking a significant taxable profit. [See Tax beneflts

Chapter 26] and earnings

The seller, with a reportable profit on a sale, is able to defer payment of a for the seller
substantial portion of their profit taxes until the years in which principal

is received from the buyer. When the seller avoids the entire profit tax bite

in the year of the sale, the seller earns interest on the portion of the note

principal that represents the tax not yet due and payable.

If the seller does not carry a note payable in future years, they will be cashed
out and pay significant profit taxes in the year of the sale (unless the profit
is exempt or excluded from taxation, such as occurs in a §1031 transaction).

What funds the seller hasleft after taxes are reinvested in some manner. These
after-tax sales proceeds will be smaller in amount than the principal on
the carryback note. Thus, the seller earns interest on the net proceeds of the
carryback sale before they pay taxes on the profit allocated to that principal.
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Proper
documentation
for carryback
financing
portfolio category
income
Unearned income
from interest on
investments in bonds,
savings, income

property, stocks and
trust deed notes.

Regular and
all-inclusive

notes and
trust deeds

The tax impact the seller receives on their carryback mortgage is classified
as portfolio category income. This is the case regardless of the fact the
property sold was in another income category (passive/business/personal).

On closing the sale, the seller financing may be documented in a variety of
ways. Common mortgage arrangements include:

+ land sales contracts;

+ lease-option sales;

+ sale-leasebacks; and

+ trust deed notes, standard and all-inclusive. [See Chapter 2]

Legally, the note and trust deed provide the most certainty. Further, they
are the most universally understood of the various documents used to
structure seller financing. In this arrangement, carryback documentation
consists of:

+ a note executed by the buyer in favor of the seller as evidence of the
portion of the price remaining to be paid for the real estate before the
seller is cashed out [See RPI Form 421]; and

+ a trust deed lien on the property sold to secure the debt owed by the
buyer as evidenced by the note. [See RPI Form 450]

The note and trust deed are legally coupled. They are inseparable and
function in tandem. The note provides evidence of the existence of the debt
owed but is not filed with the County Recorder. The trust deed creates a lien
on property as the source for repayment of the debt in the event of a default
by the buyer. Together, they are referred to as a mortgage.

In addition, when the seller carries back a note executed by the buyer as
part of the sales price for property containing one-to-four residential units,
a financial disclosure statement needs to be prepared and handed to the
buyer and seller. This statement is prepared by the broker who represents
the person who first offers or counteroffers on terms calling for carryback
financing.? [See RPI Form 300]

The carrybacknoteand trustdeed may be structured in reqgularorall-inclusive
terms to meet the financial needs of the buyer and seller. [See Chapter 13]

For instance, if the real estate is encumbered by a mortgage which a qualified
buyer may assume with the mortgage holder, the seller may carry back a
regular note secured by a second trust deed. The note will be for the balance
of the seller’s equity which remains unpaid after deducting the buyer’'s down
payment.

2 Calif. Civil Code §2956
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However, if the mortgage holder for the existing mortgage will not allow
the mortgage to be assumed, the buyer may arrange a new mortgage to pay
off the existing mortgage. Here, the lender of the new mortgage will need to
approve of the seller carrying back a second mortgage.

Often, the seller's borrowing power is greater than the buyer's. Here, the seller
may choose to refinance the existing mortgage on the property themselves
and withdraw a portion of their equity by taking out a new mortgage on the

property.

With the property properly financed, the buyer assumes the new mortgage
and the seller carries back a regular note and second trust deed for the
remainder of their unpaid equity in the property.

An alternative mortgage is available to reduce the seller’s risk of loss and
defer more profit taxes than a regular second mortgage. This alternative is
referred toasan all-inclusivetrustdeed (AITD), also called a wraparound
mortgage or overriding note. [See Chapter 14]

In an AITD carryback arrangement, the amount owed to the seller on the
carryback note is always secured by a junior trust deed (AITD) lien on the

property.

However, the note secured by the AITD is for a dollar amount equal to
the balance of the entire purchase price remaining unpaid after the down
payment. A regular note islimited to the amount of equity remaining unpaid
after the down payment.

Thus, the AITD “wraps” the senior mortgage by including the dollar amount
of the first mortgage in the principal amount of the all-inclusive note. The
buyer makes payments to the seller on the all-inclusive note.

In turn, the seller continues to remain responsible for making payments on
the senior mortgage from payments received on the AITD.

A carryback seller assumes the role of a lender at the close of the sales
escrow. This includes all the risks and obligations of a lender holding a
secured position in real estate — a mortgage. [See Figure 1; see Chapter 4]

Being a mortgage holder is a fundamental real estate concept the seller’s
agent needs to understand when advising their seller on the nature and
consequences of carrying a mortgage. Most sellers of homes are wage
earners and are aware of debt obligations. However, few are aware of the
management responsibilities of a person whose income is derived from the
ownership of assets (the note), a rentier rather than one gainfully employed.

The wraparound
security device
and debt relief

all-inclusive trust
deed (AITD) note

A note entered into by
the buyer in favor of
the seller to evidence
the amount remaining
due on the purchase
price after deducting
the down payment, an
amount inclusive of
any specified mortgage
debts remaining

of record with the
seller retaining
responsibility for their
payment. Also referred
to as a wraparound
mortgage or overriding
mortgage. [See RPI
Form 421]

Carryback
risks and
responsibilities
of the seller
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Figure 1

Federal and
state Reg Z
carryback

exemptions

Risks of loss

When a mortgage on a one-to-four unit residential property funds a consumer purpose,
such as the acquisition of a buyer’s family home or vacation home, it is classified as
a consumer mortgage and comes within the purview of federal Truth-in-Lending Act
(TILA) and Regulation Z (Reg Z) rules. [12 Code of Federal Regulations §§1026 et seq.]

Carryback sellers (and lenders) are not controlled by the federal Reg Z disclosure and
ability-to-repay rules when:

« they make five or less carryback consumer mortgages per calendar year;
e the terms of the carryback financing do not include a prepayment penalty; and

» the seller is not paid a fee for providing the carryback mortgage. [12 CFR §1026.43(c)
(1); 12 CFR §1026.2(a)(17)(v)]

Thus, until the seller’s quantity (more than five) and terms (inclusion of a prepayment
penalty) of carryback consumer mortgages subjects them to Reg Z, they may carryback a
consumer mortgage without regard to federal requirements.

Further, a critical licensing and endorsement distinction exists between carryback sellers
and mortgage loan originators (MLOs).

An MLO is any person who charges a fee to make or arrange a consumer mortgage. For
example, this includes a lender or broker who receives a fee, separate from a transaction
agent’s (TA’s) fee on a sale, for arranging a purchase-assist mortgage (a loan or a
carryback) for a buyer-occupant of a one-to-four unit residential property. These fee-
based consumer mortgage arranging activities are controlled by state law regarding the
need to be licensed by the California Bureau of Real Estate (CalBRE) and MLO-endorsed.
[Official Staff Commentary to 12 CFR §1026.36(f)-3]

However, California rules only compel persons who arrange loans for a fee to hold a
CalBRE license, and if the loan arranged is a consumer mortgage, to also hold an MLO
endorsement.

Seller carryback consumer mortgages are not loans. Thus, carryback sellers are exempt
from California’s Secure and Fair Enforcement for Mortgage Licensing Act (SAFE Act)
licensing and MLO endorsement requirements for consumer mortgages — even when the
quantity and terms of a seller’s carryback activity are considered a consumer mortgage
under federal law. [Calif. Business and Professions Code §10166.01(d)]

Above all, the seller's agent needs to confirm the seller appreciates why they
arereceiving a trust deed as a lien on the property sold. The secured property
described in the trust deed serves as collateral. It is the seller’s sole source of
recovery to mitigate the risk of loss on a default by the buyer. [See Chapter 4]

Another implicit risk of loss for mortgage holders arises when the property’s
value declines due to deflationary future market conditions or the buyer
committing waste. The risk of waste, also called impairment of the
security, is generally overlooked during boom times due to rising property
values.

However, a decline in property value during recessionary periods due to the
buyer’s lack of funds — the vicious part of the business cycle — poses serious
consequences for the seller when the buyer defaults on the payment of taxes,
assessments, insurance premiums or maintenance of the property.



Chapter 1: Carryback financing in lieuofcash 7

Thus, costs incurred to foreclose and resell property may quickly turn a sale
from a low-down payment, high-interest-rate note into a cash drain for the
seller. This is a potential condition any seller's agent needs to advise their
seller on, prior to the seller agreeing to carry back a mortgage.

On a default by the buyer, the carryback seller may find themselves returned
to their original position — owning property they do not want. Financially,
they will own it subject to a senior mortgage. In the end, the seller will incur
out-of-pocket costs for:

» foreclosure;

+ carrying the property (taxes, insurance, maintenance and senior
mortgage payments);

+ any reduction in property value;
+ reassessmentto current valuetriggered by both the sale and foreclosure;

+ a modified (higher) interest rate on the senior mortgage (foreclosure
also triggers the due-on clause); and

+ profit taxes on any previously untaxed principal received from the
down payment and in amortized monthly payments. [See RPI Form

303]

Also, the seller needs to understand a carryback note secured solely by a
trust deed lien on the property sold is a nonrecourse mortgage. Thus, the
seller will be barred from obtaining a money judgment against the buyer for
any part of the carryback mortgage not satisfied by the value of the property
at the time of foreclosure — the unpaid and uncollectible deficiency.3 [See
Chapter 4]

However, as with any lender, if the risk premium built into the price, down
payment, interest rate and due date on the carryback note is sufficient, the
benefits of carryback financing equal or outweigh the risks of loss.

3 Calif. Code of Civil Procedure §580b

Seller financing, also known as carryback financing, occurs when the
seller carries back a note for the unpaid portion of the price remaining
after deducting the down payment and the amount of the mortgage
the buyer is obtaining or assuming.

The seller who offers a convenient and flexible financing package to
prospective buyers makes their property more marketable and defers
the tax bite on their profits.

Qualified buyers are willing to pay a higher price for real estate when
attractive financing is available.

Concerns
about the
buyer’s
default

nonrecourse
mortgage

A mortgage subject to
anti-deficiency laws
which do not permit
the mortgage holder
(lender or carryback
seller) to pursue a
borrower to collect any
loss due to a deficiency
in the value of the
secured property on
foreclosure or a short
payoff.

Chapter 1
Summary
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Chapter 1
Key Terms

For buyers, seller carryback financing generally offers:

+ amoderate down payment;
* competitive interest rates;

+ less stringent terms for qualification than those imposed by
lenders; and

* no origination costs.
Seller financing is documented in a variety of ways, including:

» land sales contracts;
+ lease-option sales;

+ sale-leasebacks; and
+ trust deed notes.

Legally, the note and trust deed provide the most certainty. Further,
they are the most universally understood of the various documents
used to structure seller financing. The note and trust deed, referred to as
a mortgage, are legally coupled.

A carryback seller assumes the role of a lender at the close of the sales
escrow. This includes all the risks and obligations of a lender holding a
secured position in real estate.

The secured property described in the trust deed serves as collateral.
It is the seller’s sole source of recovery to mitigate the risk of loss on a
default by the buyer.

Another implicit risk of loss for mortgage holders arises when the
property’s value declines due to deflationary future market conditions
or the buyer committing waste.

As with any lender, if the risk premium built into the price, down
payment, interest rate and due date on the carryback note is sufficient,
the benefits of carryback financing equal or outweigh the risks of loss.

all-inclusive trust deed (AITD) Pg.-5
nonrecourse mortgage Pg.7
portfolio category income P9-4
private mortgage insurance (PMI) Pg.3

seller financing Pg. 2
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The carryback
purchase agreement

After reading this chapter, you will be able to:

+ understand how to use installment sale provisions in a purchase
agreement to negotiate the financing of a sale supported by the
seller carrying back a mortgage;

+ calculate and document the savings a buyer will realize on the
proposed carryback transaction;

+ determine when to use the statutory Carryback Disclosure
Statement on an installment sale; and

+ prepare a conventional purchase agreement to submit a buyer'’s
written offer to purchase one-to-four unit residential property
using conventional financing, an assumption of existing
mortgages and a carryback mortgage.

listing agreement subordination agreement

property profile

Consider a buyer who contacts a real estate agent to assist them to locate and
purchase an income-producing four-unit residential property.

The agent obtains information about the buyer’s financial status and general
description of the real estate desired and the terms of its purchase — price
and financing — preferred by the buyer.

The buyer is able to make a down payment of $100,000 and is prequalified to
originate or assume a mortgage up to $1,100,000.

Chapter

2

Learning
Objectives

Key Terms

Negotiating
the terms
for seller
financing
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listing agreement

A written employment
agreement used by
brokers and agents
when an owner,
buyer, tenant or lender
retains a broker to
render real estate
transactional services
as the agent of the
client. [See RPI Form
102 and 103]

Suitable

property
located

Installment
sale
provisions

Before the agent begins to locate suitable property, the agent presents the
buyer with a fully prepared Buyer’'s Listing Agreement, also called
a written retainer agreement, for review and signatures. [See Form 103
accompanying this chapter]

The agent explains the written retainer agreement is a requisite to their
receiving full recognition from other brokers and agents of the existence
of their agency relationship with the buyer. When authorized by a listing
agreement to act on their buyer’s behalf, sellers’ brokers and agents readily
provide the buyer's agent with information (disclosures) on their listed
properties for review and analysis by the buyer and their agent. [See Form
103]

The buyer enters into the Buyer’s Listing Agreement. Under the listing,
the buyer's agent and their broker are obligated to work diligently to locate
property on behalf of the buyer. In exchange, the buyer’s agent will receive
a fee, documented under the enforceable fee arrangement in the listing. [See
Form 103 §4]

Continuing our previous example, the agent locates a property that meets
the financial objectives and preferences of the buyer.

The listed sales price for the property is $1,100,000. After the agent’s cursory
review of the property’s features with the buyer, the buyer requests more
information about the condition of the property. The agent gathers all the
basic property disclosures from the seller’'s agent. The buyer then reviews the
disclosures with their agent to decide whether to make an offer and on what
terms. [See RPI Form 304]

After receiving and reviewing the property disclosures, but before discussing
the condition of the property and the purchase terms with their buyer,
the agent prepares a purchase agreement. The proposed offer takes into
consideration the buyer’s financial condition and expectations known to the
agent as a result of their prior counseling with the buyer. Over the course of
their consultation, the agent learns the buyer is not risk averse.

The agent is ready to discuss the merits and reasons for entering into the
proposed offer with the buyer. Together, the buyer and agent will mold the
final purchase offer which will be signed and submitted to the seller. [See
Figure 1, excerpt from RPI Form 150]

The agent, on investigation, learns the seller received one other offer to
purchase from a different buyer since they listed the property. It was a
cash-out offer for $850,000, but called for the seller to pay all of the buyer’s
nonrecurring financing charges and closing costs. The seller countered at
$900,000, calling for the buyer to pay their own costs and charges. The buyer
rejected the counter offer and withdrew from further negotiations with the
seller.

1 Phillippe v. Shapell Industries, Inc. (1987) 43 C3d 1247
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The property is encumbered with an existing mortgage of $450,000, at a fixed
rate of 5.5% interest, fully amortized with 25 years remaining. The seller’s
agent failed to include the financing in the multiple listing service (MLS)
data on the property, but supplied it on request by the buyer’s agent.

Interest charged on a new mortgage the buyer qualifies for is currently at
an interest rate of 7.25%, whether fixed or variable. Thus, the difference in
payments between the existing mortgage and a new mortgage is nearly
$6,000 in annual savings, comprised entirely of interest.

The buyer's agent recommends the buyer offer the seller $900,000 — the
amount of the seller’s counter offer to the previous buyer. However, in lieu
of obtaining a new mortgage, the buyer’s agent suggests the offer include an
assumption of the existing mortgage and seller carryback financing.

Based on a review of recent comparable sales in the area, the buyer's agent
informs the buyer the cash value of the property is probably less than
$900,000. However, the agent notes that sellers typically resist trends in
weakening prices, causing prices to be “sticky” in deteriorating markets in
spite of fewer prospective buyers.

The terms suggested by the agent include savings to offset the higher price.
These savings are due to:

+ lower monthly payments and interest rate charges than those for a
new mortgage;

+ greater mortgage reduction (amortization);

« avoidance of new financing charges; and

+ a reduction of the seller’'s closing costs by avoiding a prepayment
penalty on the payoff of their mortgage.

Thebuyer'ssavingsoverthefirstfiveyearsofownershipwillbeapproximately
$36,000, which effectively places the present worth of the property below
$900,000.

The terms proposed by the buyer’s agent for payment of the $900,000 price
include:
+ acash down payment of $100,000;
+ atakeover of the $450,000 existing mortgage on the property; and
+ a carryback note for $350,000 executed by the buyer in favor of the
seller, secured by a trust deed on the property.
The terms for payment of the $350,000 carryback note include:

* a4.5% interest rate;

+ a monthly payment (a 17-year and nine-month amortization
schedule based on retaining the monthly payment equal to a 30-year
amortization schedule at 7.25%); and

Terms of the
offer

Terms for
payment of
price
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Form 103
BUYER'S LISTING AGREEMENT
Buyer’s Listing ﬁ Exclusive Right to Buy, Exchange or Option
Prepared by: Agent Phone
Agreement Agent Fhom

NOTE: This form is uwsed by a buyer's agent when employed by a prospective buyer as their sole agent, 1o prepare an
offer 10 render services on behall of the buyer bo locabe and acquire property for a fied pericd of time.

DATE: il it . Califamia,
Nevmus feft blank or unchecked are nol applicabe,

1. RETAINER PERIOD:

11 ggml'uu rmar-dmmﬂmkurmuudm i o locabe real of the described below
w&mu‘n nd condions Tor its purchase, lease or oplion, e 1o r, for the period
beginning on 20 and lerminating on 20

2. BROKER'S OBLIGATIONS:
21  Broker 1o use dikgance in the performance of this employment.
3. GENERAL PROVISIONS:
31 Buyerack recaipt of th Agency Law Disclosure. [See RPI Form 305]
32 Buyer suthorizes Broker o cobparate with other brokers and divide with them any compensation due.
33 Barme pam-bo is agreement files an action on @ dispute ari oul of this agreement which remains
':g msdﬂmmmmmmnamﬁmﬁ urla:'ql nio_non-minding  mediation
Mrl'llnﬂﬂtl'bdl:%a neutril dispule resolution organization and u ke @ good faith effon during mediation to

A li i any waill it &l and . n
3 mmm anw:imwadupular b&amadﬁ Whﬂ casts, unkess they file an action
35 This agreement will be govemad by Califomia law.
4. BROKERAGE FEE:
HOTICE: The amount or rate of real estate fees is not fixed by law. They are set by sach Broker individually and
may be negotiable betwean Client and Broker.
4.1 Buwwmpayamlm % of the purchass prica, o L IF:
Buyer, or any person acting on Buyer's behalf, purchases, leases, ax 5 for or obtains a purchase
mmmlm;mmumrmwrmﬁdmmammpﬁ
Buyer terminates this employment of Broker during the listing pesiod,
Within one year after lermination of this agreement, B enbers into negoliations which resull in Buyer's
acquisition of an inbérest in any propénty Broker has solicited information on or negotiated with its owner,
directly o indirecty, on bahall of Buyer prior o this agreement's tarmination. Broker 1o identify prospective
properties by wrillen notice to Buyer wilthin 21 days afler lemmination, [See RPI Form 123]
432 MMM gg&m?&?mhmmm%mﬂrﬂ“mﬂmdahhn%u
4.3 ln'&lemr'rlm&witmamdmmmmrmn:!nlﬂunﬂrﬁd 1rx§42 Buryer 1o pay Broker the
[} — I

pE @

time accounted for by

TYPE OF PROPERTY SOUGHT:
GEMERAL DESCRIPTION
LOCATION SIZE
RENTAL AMOUNT/TERM
| agres to render services on the terms stated above. I agres to employ Broker on the terms stated abowve.
Daile: .20 Sew aitnched Signature Page Addendum. |RP1 Fom 251]
Baryer's Broker: Data: 20
Broker's CalBRE #: Buyer's Mame:
Barper's Agent:
Agent's CalBRE & Signature:
Buyer's Mamae:
Signature: Signature:
Addrass: Address:
Phone: Coll: Phone: Colt
Emaid: Email;
FORM 103 1215 L2015 RPM — Realty Publications, Inc., P.O. BOX 5707, RIWERSIDE, CA 82517

+ afinal/balloon payment, due ten years after the close of escrow.

The agent prepares a worksheet to document the savings of $103,757.36 the
buyer will realize over the first five years of ownership under the proposed
carryback transaction.

The savings include:

« $39,162.11 on the takeover of the existing $450,000 mortgage at 5.5%
versus the current market rate of 7.25% on that amount (both amortized
over 25 years). This amount includes a savings in monthly payments
over five years of $29,354.40 due to the differences in the dollar amount
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of payments ($2,763.39 versus $3,252.63, a $489.24 monthly saving), and
additional principal reduction over five years of $9,807.71 (5401,721.86
at 5.5% versus $411,529.57 at 7.25%);

+ $52,595.25 as the additional principal reduction over five years on the
amortization of the $350,000 carryback at 4.5% ($277,730.47) versus
current market rates of 7.25% ($330,325.72). This calculation is based
on retaining the amount of the monthly payment set by a 30-year
amortization at current 7.25% market rates ($2,387.62) as the monthly
payment on the 4.5% carryback (amortizing the carryback over 17 years
and nine months); and

+ $12,000 (approximate) savings by avoiding the costs of originating an
$800,000 purchase-assist mortgage with a lender with its associated
costs, charges, discounts, fees, points, lender’s title policy, etc.

The existing mortgage contains a due-on clause as disclosed by the trust
deed accompanying the property profile the buyer’s agent obtained from
a title company. Under the terms of the due-on clause, on any takeover of
an existing mortgage, the mortgage holder has the right to call or demand a
recast of the terms for payment of the note.

As a result of the discussion with the buyer, a provision is added to the
purchase agreement calling for the seller to enter into a subordination
agreement. The buyer will need this arrangement if the mortgage holder
calls the mortgage, or demands a modification of the note terms or an early
payoff. If a payoff is required, the property will need to be refinanced to
borrow sufficient funds to pay off the demand on the existing mortgage and
cover the refinancing charges. [See Chapter 17]

Ifthemortgage holder callsthemortgage ordemandsamodification, the seller
will need to cooperate by entering into a specific subordination agreement
at the time of the note modification or recording of the refinancing. To be
assured the seller will cooperate, they need to sign an agreement consenting
to the future subordination of the carryback mortgage on a modification or
refinance of the first mortgage. [See Form 281 in Chapter 17]

Adjustments on closing for any difference between the balance on the
existing mortgage at closing and as stated in the purchase agreement will be
made into the principal amount of the carryback note. No adjustments will
be made in the price or down payment amounts. [See Figure 1 §5.1]

A buyer's or seller's agent negotiating a carryback offer needs to disclose to
both the buyer and seller the various financial and legal features which
influence prudent sellers and buyers in a carryback transaction. For offers
involving one-to-four unit residential properties, the minimum carryback
financing disclosures are mandated by statute, while disclosures for other
types of property are imposed by case law. [See Form 300 in Chapter 3]

13

Subordination
agreement

property profile

A report from a title
company providing
information about a
property’s ownership,
encumbrances, use
restrictions and
comparable sales data.

subordination
agreement

An agreement entered
into by a mortgage
holder to permit their
security interest in
title to the mortgaged
property to take an
inferior position to
another encumbrance.
[See RPI Form 281]

Required
financing
disclosures
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Analyzing
the purchase
agreement

Preparing

the purchase
agreement’s
terms for paying
the price

A statutory Carryback Disclosure Statement on a carryback sale of a one-
to-four unit residential property is prepared and attached to the purchase
agreementasanaddendum. Ifitisnotincluded with the purchase agreement,
a statutory contingency is triggered giving the buyer the right to cancel the
transaction until the disclosure form is signed by the buyer and the seller.
[See Chapter 3]

Prior to submitting and negotiating an offer on a carryback sale of a one-
to-four unit residential property, the buyer also needs to fill out a Loan
Purpose Statement. The Loan Purpose Statement is used by a broker when
arranging a mortgage secured by one-to-four unit residential property to
determine the use of mortgage funds either as a consumer purpose or a
business, investment or agricultural purpose. [See RPI Form 202-2]

The conventional purchase agreement, RPI (Realty Publications, Inc.)
Form 150, is used to prepare and submit the buyer’'s written offer to purchase
one-to-four unit residential property. Terms for payment of the price in this
purchase agreement are limited to:

+ conventional financing;
+ an assumption of existing mortgages; and

+ acarryback mortgage.

Form 150 is also properly used by sellers in a counteroffer situation to submit
their fresh offer — as a counteroffer — to sell the real estate.

The purchase agreement offer, if accepted, becomes the binding written
contractbetween the buyer and seller. Its terms need to be complete and clear
to prevent misunderstandings so the agreement can be judicially enforced.
Thus, Form 150 is a comprehensive “boilerplate” purchase agreement. The
purchase agreement serves as a checklist for the buyer’s agent and the
buyer, presenting the various conventional financing arrangements and
conditions a prudent buyer considers when making an offer to purchase.

The following instructions are for the preparation of the terms for payment
of the purchase price in the Purchase Agreement - One-to-Four Residential
Units, RPI Form 150. Form 150 is designed for use by a broker or their buyer’s
agentasa checklist of practical provisionstobe considered when preparingan
offer for a prospective buyer who seeks to purchase conventionally financed,
one-to-four unit residential property located in California. [See Figure 1]

The numbers on the instructions correspond to the numbers given provisions
in the form.

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.
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TERMS: Buyer to pay the purchase price as follows:
3.

N

payable $ manthly, incheding interest nol ecoeding
ARM, type dua .
Assume an improvement bond lien with an unpaid principal BAIANCE of _........c..c.ccccvcee e
. Mode lor the balance of the purchase prica in the amount of ... - 1
to be executed by Buyer in favor of Seller and secured by @ trust deed on the property
junior to any above referenced financing, payable § monbhly, or mare,
beginning one month after closing, including interest at S par annum from closing, dua
yaars after closing.

. Total Purchase Price is ]

Cash paymant through escrow, including deposits, in the amount of ... $
31 Other conskderation io be paid through escrow 5
Buyer to obisin a | st or | second, tust dead loan in e amomnl of ... $
payable approximalely § monthly for a period of yaars,
Inderest on closing notloexosed %, 1 ARM, type: .
Loan points not b excead
4.1 Unless Buyer, within _ gays after acceptance, hands Seller satistaciory written
confirmation Buyer has been pre-approved for the financing of the  purchase  price,
Saller may terminate the agreement. [See RPI Form 183]
Take fie subject o, or Azsume, an edsting first wust deed nole held by
willh 8n unpaid principal balance of.......... 5
payabla § monthly, incuding inlerest nol exceeding U,
ARM, typea . 7 plus a monthly taxfinsurance mpownd
payment of 5

51 Al closing, Ioan balance differences per Denefciary stabement(s) 1o De adjusied o,
cash, | carryback note, of | sales price,
52 The impound Bccount io be transfemed: © charged, or 0 without charge, to Buyer.
Take Ble subject o, or  Assuma, Bn existing second rust desd note held by
with an unpaid prncipal balance g._........s

B1 This note and inst deed 1o contain provisions o be provided by Seller for
due-on-sale, [ prepayment penalty,  late charges,
8.2 Loan Purpose Statemant is attached. [See RP1 Form 202-2)
B3 Fnancial Disclosune Stabarment is attached as an addendum. [See RPI Form 300]
B4 Buyer lo provide a Request for Notice of Defaull and MNolice of Delinquency 1o senior
encumbrancers, [See RP] Form 412)

BE mmmmawumammmwmm [See RPI Form 302]

BE days of receipt of Buyer's credit application, Seller may terminate e
agrearrum based on @ reasonable disapproval of Buyer's creditwonhingss.,

8.7  Saller may lanminate B agreamant on failure of the agreed terms for priority financing.
[See RPI Form 183)

B8  As addtional security, Buyer io execube 8 sacurity agreament and file a LCIC-1 financing
stalament on any property ransfemed by Bill of Sale. [See RP Form 436]

Cash down payment: Enter the dollar amount of the buyer’s cash
down payment toward the purchase price.

3.1 Additional down payment: Enter the description of any other
consideration to be paid as part of the price, such as trust deed
notes, personal property or real estate equities (an exchange).
Enter the dollar amount of its value.

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

4.1 Buyer’s qualification: Check the box to indicate the seller is
authorized to cancel the agreement if the buyer is to obtain a
new mortgage and fails to deliver documentation from a lender
indicating they have been qualified for a mortgage. Enter the
number of days the buyer has after acceptance to deliver written
confirmation of their qualification for the mortgage.

First trust deed note: Check the appropriate box to indicate whether
the transfer of title is to be “subject to” an existing first trust deed
note or by an “assumption” of the first trust deed note if the buyer is
to take over an existing first mortgage. Enter the mortgage holder's

Figure 1

Excerpt from
Form 150

Purchase
Agreement

Terms for
payment of
the purchase
price:

Subject to
or assume a
first
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Subject to
or assume a
second

Seller
carryback
provisions

name. Enter the remaining balance, the monthly PI payment and
the interest rate on the mortgage. Check the box to indicate whether
the interest is adjustable, 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 mortgage.

5.1 Loan balance adjustments: Check the appropriate box to indicate
the financial adjustment desired for loan balance differences at
the close of escrow.

5.2 Impoundaccount: Checkthe appropriate boxtoindicate whether
the impound account transferred to the buyer will be with or
without a charge to the buyer.

6. Second trust deed note: Check the appropriate box to indicate
whether the transfer of title is to be “subject to” an existing second
trust deed note or by an “assumption” of the second trust deed note
if the buyer is to take over an existing second mortgage. Enter the
mortgage holder's name. Enter the remaining balance, the monthly
PI payment and the interest rate on the mortgage. Check the box to
indicate whether the interest is adjustable, and if so, enter the index
name. Enter the due date for payment of a final/balloon payment.

7. Bond or assessment assumed: Enter the amount of the principal
balance remaining unpaid on bonds and special assessment liens
(such as Mello-Roos, 1915 Improvement Bonds or solar bonds) which
will remain unpaid and become the responsibility of the buyer on
closing.

Editor’s note— Improvementbonds are obligations of the seller which may
be assumed by the buyer in lieu of their payoff by the seller. If assumed by
the buyer, 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 properly charge the unpaid amount to the seller.

8. Seller carryback note: Enter the amount of the carryback note to
be executed by the buyer in favor of the seller 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.

8.1 Special carryback provisions: Check the appropriate box to
indicate any special provisions to be included in the carryback
noteortrustdeed. Enterthe name of any other special provision to
beincluded in the carryback note or trust deed, such as impounds,
discount options, extension provisions, guarantee arrangements
or right of first refusal on the sale or hypothecation of the note.

8.2 Loan purpose: Fill out and attach a Loan Purpose Statement as
an addendum. [See Form 202-2]
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8.3 Carryback disclosure: Fill out and attach a Seller Carryback
Disclosure Statement as an addendum. [See Form 300 in Chapter

3]

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

property.

8.4 Notice of Delinquency: Requires the buyer to execute a Request
for Notice of Default and Notice of Delinquency and pay the costs
of recording and serving it on senior lenders or mortgage holders
since they will have priority on title to the trust deed securing the
carryback note. [See RPI Form 412]

8.5 Buyer creditworthiness: Requires the buyer to provide the seller
with a completed credit application on acceptance. [See Form 302
in Chapter 4]

8.6 Approval of creditworthiness: Enter the number of days within
which the seller may cancel the transaction for reasonable
disapproval of the buyer’s credit application and report.

8.7 Subordination: Provides for the seller to terminate this
transaction if the parameters agreed to for financing by an
assumption or origination of a mortgage with priority on title to
the carryback mortgage are exceeded. [See RPI Form 183]

8.8 Personal property as security: Requires the buyer on the transfer
of any personal property in this transaction to execute a security
agreement and UCC-1 Financing Statement to provide additional
security for any carryback note. [See RPI Form 436]

9. Purchase price: Enter the total amount of the purchase price as the
sum of lines 3, 3.1, 4, 5,6, 7 and 8.

Further
seller finance
provisions
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Chapter 2
Summary

Chapter 2
Key Terms

A buyer enters into the Buyer's Listing Agreement, also called a written
retainer agreement, authorizing their agent to act on their behalf and
confirming the existence of their agency relationship to other brokers
and agents. Under the listing, the agent and their broker are obligated
to work diligently to locate property on behalf of the buyer in exchange
for receiving an enforceable fee arrangement.

Together, a buyer and their agent prepare a purchase agreement which
is signed and submitted to the seller. Due to a deteriorating market,
the buyer's agent may recommend the offer include a takeover of the
existing mortgage and seller carryback financing. However, on any
takeover of an existing mortgage, the mortgage holder has the right to
call or demand a recast of the terms for payment of the note.

When a seller'sexistingmortgage containsadue-on clause, the mortgage
holder has the right to call or demand a recast of the terms for payment
of the note on any takeover of mortgage. Thus, a provision is added to
the purchase agreement calling for a subordination agreement which
is required if the mortgage holder calls the mortgage, or demands a
modification of the note terms or an early payoff. If a payoff is required,
the property will need to be refinanced to pay off the demand on the
existing mortgage.

A statutory Carryback Disclosure Statement on a carryback sale of a
one-to-four unit residential property is mandated by statute, and is
prepared and attached to the purchase agreement as an addendum. If it
is not included with the purchase agreement, a statutory contingency
is triggered giving the buyer the right to cancel the transaction until the
disclosure form is signed by the buyer and the seller.

The conventional purchase agreement is used to prepare and submit
the buyer's written offer to purchase one-to-four unit residential
property. Terms for payment of the price in this purchase agreement
are limited to:

+ conventional financing

+ an assumption of existing mortgages; and

+ acarryback mortgage.

listing agreement Pg. 10
property profile Pg. 13
subordination agreement Pg- 13
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Disclosure on seller
carrybacks

After reading this chapter, you will be able to:

+ understand the different disclosure requirements for carryback
mortgages on the sale of one-to-four unit residential property and
other types of property;

+ identify who is responsible for preparing and delivering the
disclosures; and

+ recognize the need for disclosures to both the buyer and the
seller of the financial, legal and risk-of-loss mitigation aspects of
a carryback mortgage.

affirmative duty masked security device
further-approval contingency straight note
installment sale

Consider a seller who is willing to partially finance the sale of their one-to-
four unit residential property by carrying back a mortgage.

The seller'sagentlocates a qualified prospective buyer whois not represented
by a buyer’s agent. The agent prepares an offer on a purchase agreement form
and presents it to the buyer for their approval and signature. [See RPI Form
150]

Chapter

3

Learning
Objectives

Key Terms

Advice by
agents

for risk
assessment



20 Creating Carryback Financing, Fifth Edition

Form 300
FINANCIAL DISCLOSURE STATEMENT
Financial ﬁ For Entaning inlo @ Seber Carryback Hala
i Prepared by: Agent Fhe
Disclosure Agent. Phone

Statement

MOTE: This form is used by an agent when preparning an offer or counbarofer to buy, sell, exchange of oplon & one-io-

four unil residential property with seller camyback financing on a grant deed conveyance, |0 prepare an addendum 1o
disclose the tevms and conditions of the camyback note and tnust deed,

Page 1 of 2

DATE: . 20, .| . Califcmia,
hems felt blank or inchecked ane nol appvcabde.
1. This is an sddendum to the llowing agreement:

Purchasa Agreament Oplion 1o Purchase (with or withoul laase)
Couniaroffer Exchange Agreamem
1.1 dated . 20, L at . California,
1.2 entered inbo by a8 the Buyer,
1.3 and as the Seller,
2. This addencum wis prapared by .
DISCLOSURES:
3. GENERAL INFORMATION CONCERNING THE TERMS OF PAYMENT:
31 The Note to be execubed by Buyer is in the onginal amount of § . payable in constant montily
instaliments of 5 o include % per annuminterest, with a finaltalloon
payment due on ] . In the approximate amount of § .

3.2  Thenole will be secuned by 8 st dead on the propedty refermed 1o as

33 i the Nobe contains a FINAL/BALLOON PAYMENT, the debt is not fully amorized. When the remaining balance:
of the Mobe is due and payable, thene can now be no assurance that refinancing, modification or sxtension of the
balloon payment will then be available io Buyer,

34 Unless staled and explained in an attached ARM addendum, e Nobe contans a fwad rate of inlenast with no
variable of adustable inferes! rales which would increase paymeanis or resull in the negalive amonization of the
debl, [See RPI Form 155-1)

35 Unless othersise agreed, the onginal amount of the Note will be adjusted by endorsement at the dose of escrow
to reflect diflerences in the then remaning balance of any underlying rust deed obligation(s) being assumed or
obltaingd

38 The Hote and trust dead 1o be carried back by Seller is of the all-inclusive variety, and will conlain provisions
passing theough 1o Buyer amy prepayment penalties, late charges, due-gn sals or further encumbrance
accaleration and fulure advances dus on the undertying wrapped lcans.

4. SPECIAL PROVISIONS AND DISCLOSURES CONCERNING THE CARRYBACK NOTE AND TRUST DEED:

4.1 The all-nclusie Mote and st dead io be camied back by Seller contains provisions caling for Seller o
place the MNote on contract collection with any institutional lender or real estale broker, other than Seller,
and the collection agent will be instructed o firs? disburse funds on payments due on Senicr  encumbrances,
HOTE: Inclusion of this provision may cause adverse income tax conseguences for Seller.

4.2 A joind probection policy of tithe insurance will be dalivered to Buyer and Saber irsuring theair interests in titte on
the dose of esorow.

4.3  The rust deads and grant deeds bo be executed will b recorded with the county reconder at the diase of escrow,

44 Saller will be named, through escrow, 8s a loss payes under the hazard and fire iInsurance policy oblained by
Baryer,

4.5 A tax reporting sendca  wil, or O will not, be obtained by Buyer for SeBer. Hf not obtained, Selar will assure
themsahwas that real esiale 18xes have Dean pakl while they hold the Naole.

4B Requests for Notica of Default and Notice of Delinquancy under Califcrmia Givil Code Sections 2a24b and
2924e will be recorded and served on behalf of Sellér on encumbrances Senion 1o the carmyback, [See RPI Form
412]

4.7  Salleris awane thal in the evenl of a dafaull under the camyback MNole and tnust dead, thair ol sourca of recoveny
is lim#ted to the nel procesds from a Toreclosune saka o thair subsaquent resale of the real astate, and thay ane
ot entithed to rental valee for Buyer's cocupancy of 8 deficlency money judgment under the Noe. [Calil, Code
of Civil Procedure §580b]

PAGE 1 OF 3 = FORN 300

The terms offered for payment of the purchase price include a carryback
mortgage, to be executed by the buyer in favor of the seller, for the amount of
the price remaining to be paid after the down payment and an assumption
of the existing mortgage on the property.

The seller's agent also prepares a Financial Disclosure Statement
addressing the carryback mortgage, also known as a carryback disclosure
statement, and attaches it to the purchase agreement as an addendum. The
addendum contains numerous statements about the financial, legal and
related risk-of-loss aspects of the carryback mortgage. If the statement is not
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Form 300

4.8 Baryer [ wall, or © will nod, recaive niel proceseds or cash back upon the dosa of escrow, Amount 0 be recaived is
. ’ : . .
’ source of funds - Financial

resson for resipl .

48  The Mol is o incude the following provision: “This nole is subject to Saction 2968 of the Cidil Code, which
provides that the holder of this note |s to ghve written notice o tha trustor, or thelr successor in Interest, of
prescribed information at least $0 and nat mane than 150 days before any finalballson payment is due.,” Statement

8. ENCUMBRAMNCES SEMIOR AND PRIOR TO SELLER'S CARRYBACK TRUST DEED AND NOTE:

81  Condions of encumbrances, with priority ower Seller's carmyback Note and trust deed, which will remain or be

Disclosure

placed of record at time of dosing ane as follows: Page 20of2

First Trust Deed Second Trust deed

Criginal balanos 5. 5

Current balance 5 5

Intarast rala % T ARM % ARM
Type Type:

Maonthily payments 5 — ]

Dusa date m__ o

Finalballoon payrent s — 5

Current defaulis 5 ]

52 i any of the senior encumbrances contain a due date, it may be difficult or impossible 1o refinance, modify or
extend the finalbalioon payment in the conventional mortgage miarked.

& BUYER CREDIT INFORMATION (SUPPLIED BY BUYER):
B1  Buyer to hand Seller a completed credit application on acosptance. [See RP Form 302)

8.2 Seller may lesminale the agreemeant within days of receipl of the eredit application by delivering to Buyer,
Bi.l:.l’El"S- Broker of Escrow writlen Molice of Cancellalion basad on Saller's. ﬂ:sapnrou-si of Buyar's creds. [See RPI
Foam 183]

7. BROKER DISCLOSURES:

7.1 Crodit data s supplied by Buyer, Broker knows of no falsity or omission conceming Buyer's credit information,

7.2  This stabament and ils contents are stabuborily required disclicsures and do ned imil Broker's duties o disclose
cihar malarial facts aboul Seller 1o Buyer or Seller about the camyback financing amangemsants and which ang
kg 10 Broker or their agent

7.3  Bayer and Seller are nod 1o sign this statameant until they have read and undersiood all of the information in it Al
parts of the form need to be completed before Signing belew,

T4 Sew attached addendum for additional disclosures which are pan of this disciosure, [See RPI Form 250

8. OTHER:
Date: 0 Dhale: S
Buryer's Broker; Seller's Broker:
CalBRE # CalBRE &
By By
| have and received a copy of this statement. 1 hawe and recelved a copy of this statemant.
Deata: . 20 Dt 20
Buryer: Seller
Buryer; Seller:
FORM 300 031 2016 RP1 — Realty Publications, inc.. P.O. BOX 5707, RIWVERSIDE, CABS251T
further-approval
. contingenc
included as an addendum to the purchase agreement, a statutory further- Apmvifion inl an
approval contingency allows for later cancellation of the transaction. [See agreement calling for
: : the further approval
Form 300 accompanying this chapter] of an event or activity
. . . . . by the seller, buyer
The information entered in the carryback disclosure statement is based on or third party as a
the terms of the: condition for further
performance or the
. cancellation of the
« purchase offer; .
transaction by a person
e title conditions; benefitting from the
provision. [See RPI
+ activities to be undertaken by the buyer and seller in escrow; and Form 185 §9 and 279

§2]
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« information obtained from the buyer.

Further, the carryback disclosure statement contains only the legislatively
mandated minimum disclosures.

Besides confirming delivery of the carryback disclosure statement to the
buyer and the seller, the seller's agent, and any buyer’'s agent involved,
need to also confirm that their respective clients understand the risks and
consequences which rise out of the financial and legal aspects of the
carryback transaction.

In addition to preparing a carryback disclosure statement, the seller's agent
makes separate disclosures regarding conditions of the property which might
also affect decisions of the buyer or the seller in the sales transaction. Also,
both agents have a duty to disclose their knowledge about the tax aspects
of the carryback transaction to their client based on:

« the type of property being sold; and
+ theagent’s willingness to express an opinion on the subject.

One-to- All brokers in transactions for the purchase of one-to-four unit residential
f it property involving seller carryback financing are mandated by statute to:
runi
ouru + prepare a carryback disclosure statement; and
carryback + present it to both the buyer and seller for their review and signatures.?
transactions

masked security
device

Alternative
documentation

for a carryback

sale, substituted

for a note and trust
deed in a deceptive
attempt to avoid
due-on enforcement,
Regulation Z,
reassessment for
property taxes,
profit reporting and
the buyer's right of
reinstatement or

redemption on default.

[See RPI Form 300-1
and 300-2]

installment sale
Financing provided by
a seller who extends
credit to the buyer

for future periodic
payments of a portion
of the price paid for
real estate, also known
as carryback financing.

On the sale of other types of property, disclosures regarding aspects of
carryback financing concerning material facts unknown to the client are
imposed by case law.

Even the use of a masked security device requires a written carryback
disclosure statement before the buyer takes possession of the property.
Examples of a masked security device requiring carryback disclosure include:

+ aland sales contract;
+ alease-option; or

+ an unexecuted purchase agreement with interim occupancy. [See
Chapter 24]

When structuring a carryback sale using alternative documentation, the
written disclosure statement informs the buyer and the seller about the
extent of the risks presented by failing to use grant deeds, notes and trust
deeds to evidence the installment sale. [See Figure 1 and Figure 2]

On the sale of a one-to-four unit residential property, any installment sale
arrangements created to accommodate the buyer's deferred payment of
the purchase price requires a written carryback disclosure statement if the
carryback arrangements include:

+ interest or other finance charges;

1 Calif. Civil Code §2956
2 CC 882956 et seq.
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Figure 1

Form 300-2

Financial
Disclosure
Statement —

For a full-size, fillable copy of this or any Lease Option
other form in this book that may be legally Sale

used in your professional practice, go to
realtypublications.com/forms

+ five or more installments running beyond one year;
+ aninstallment land sales contract;
+ apurchase lease-option or a lease-option sale;

+ atrust deed note given to adjust equities in an exchange of properties;
or straight note

. . A note calling for the
« an all-inclusive trust deed (AITD) note.3 entire amount of its

. . . . principal to be paid
Carryback disclosure statements are optional in carryback transactions together with accrued
creating straight notes which do not: interest in a single
lump sum when the
. Dbear interest: or principal is due. [See

RPI Form 423]
+ include finance charges.

3 CC82957
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Who
prepares the
disclosure?

However, carryback disclosures for straight notes need to be prepared and
reviewed with the client as a matter of good brokerage practice. The risks and
issues for the buyer and seller under a straight note are similar and the duty
owed the client is the same.

Consider a real estate agent who is acting as a property manager or leasing
agent for the landlord of a single family residence (SFR) the landlord wants
to sell.

A prospective tenant makes an offer to lease the property. The offer contains
an option to purchase the property on expiration of the lease. The terms for
payment of the price under the proposed option include:

+ a carryback note, entered into by the tenant on exercise of the
purchase option for the balance of the seller’s equity in the property
after the down payment; and

+ acredit toward the price and down payment on the property equal to
part or all of the rent paid by the tenant.

Here, the prospective tenant’s offer to lease is coupled with a purchase option
which includes a monthly credit toward the price. As applied, the credit
builds up equity in the property for the buyer. As with a sales transaction
involving a carryback mortgage, the agent prepares the mandated carryback
financing disclosures on a written form as an addendum to the lease-option.
[See Figure 1]

A carryback disclosure statement is prepared and submitted to all buyers and
sellers in a carryback transaction on one-to-four unit residential property by:

+ the real estate broker or their agent who negotiated the carryback
sales transaction and prepared the buyer’s purchase offer; or

+ thebuyerorseller whoisareal estatelicensee or attorney when neither
the buyer nor the seller is represented by a broker.4

When both the buyer and seller are represented by different brokers,
the carryback disclosure statement is prepared by the broker or agent who
prepared the buyer's offer.

Many participants in a carryback transaction are not required to make
carryback disclosures, including:
+ escrow officerss;

+ an attorney representing a buyer or seller who is not also acting as a
real estate licensee in the transaction and

+ buyers and sellers acting without the assistance of a broker, unless they
are real estate licensees or licensed attorneys.’

CC8§2957(a)(2)
CC8§2957(a)(3)
CC82957(a)(1)
CC §2957(a)(1)

N o v
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Figure 2

FiaieTull SebCUOTURE STATIMEST

g wy, g
B

Form 300-1

Financial
Disclosure
Statement

— Land Sales

For a full-size, fillable copy of this or any Contract

other form in this book that may be legally
used in your professional practice, go to
realtypublications.com/forms

b o e A 5 Pk 1, s o Y

A further-approval contingency, established by statute, is avoided entirely Offer includes
when the carryback disclosure statement is prepared and attached to the
buyer’s offer as an addendum to the purchase agreement. If the disclosure up-front

statement is not attached to the purchase agreement, the seller’s agent carryback
needs to include it as an addendum to a counteroffer to eliminate the )
contingency.® disclosures

Occasionally, neither the buyer's or seller's agent prepares and includes the
disclosure statement as an addendum to the offers or counteroffers.

Here, as a minimum requirement, the buyer’s agent is responsible for
preparing the disclosure statement and submitting it to both the buyer

8 (CC82956
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Contingency
exercised by
cancellation

and seller for their review and approval prior to closing. Otherwise, the
statutory contingency with the right to cancel due to the failure of an up-
front disclosure is not eliminated.? [See Form 300]

After closing, the remedy available to the buyer or seller for inadequate or
nonexistent financial disclosures is to pursue the brokers for any money
losses actually incurred as a result of the nondisclosure of material facts
not known to the buyer or seller at the time they entered into the purchase
agreement. If a broker or their agent fails to provide the mandated carryback
disclosures, they are liable to the buyer for the buyer’s losses resulting from
the nondisclosure.*

Consider a buyer and seller of an SFR who enter into a purchase agreement.
The terms call for carryback financing in the principal amount of $250,000
with an interest rate of 6%, payable in monthly installments amortized over
30 years with a final/balloon payment due in five years.

The purchase agreement does not state the dollar amount of the final/balloon
payment due on the carryback note at the end of five years. The risks and
consequences of the buyer’s failure to meet the five-year due date payment
are not brought to the buyer'’s attention prior to entering into the purchase
agreement.

Further, a carryback financial disclosure statement is not presented to the
buyer or seller for their signatures as part of the purchase agreement and
counteroffer negotiations. Thus, closing is automatically contingent on the
further approval by both the buyer and seller of the financial and legal
aspects of the carryback note and trust deed as presented in the carryback
disclosure statement.

Prior to closing, the buyer receives the carryback disclosure statement. They
discover the final/balloon payment due at the end of five years will be
$234,100. The buyer is now concerned about the financial risks of ownership
since they have no assurance they will be able to refinance, modify or extend
the note, much less have the ability to accumulate funds in the interim for
payoff of the final/balloon payment.

Unable to negotiate an agreement with the seller for an extension of the due
date, the buyer cancels the purchase agreement and escrow. The buyer claims
they did not previously realize the extent of the financial risk created by the
final/balloon payment due after five years under the terms of the carryback
financing. They are now aware the due date forces them to either sell the
property or lose it to foreclosure if they are unable to arrange new financing
or an extension of the carryback note. [See RPI Form 418-3 §2.2]

Canthebuyercancel the transaction due to the contents of a delayed financial
disclosure by the agents?

9 CC82959
10 CC §2965
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Yes!Thebuyer did not sign the carryback disclosure statementat the time they
agreed to buy the property. This failure triggers the statutory further-approval
contingency allowing the buyer to cancel the transaction. The risks of loss
imposed by the amount of the final/balloon payoff - classified as a material
fact - were significantly greater than the buyer realized when entering into
the purchase agreement. Thus, the buyer has justification for exercising their
right to cancel. The terms of the purchase agreement regarding the carryback
financing did not meet their reasonable expectations.”

Consider a purchase agreement entered into by a different buyer and seller.
The terms for payment of the price include:

* a10% down payment;
« anew mortgage of no less than 60% of the purchase price; and

+ aseller carryback mortgage for the balance of the purchase price at 6%
interest, amortized monthly over 30 years with a ten-year due date.

Here, the precise amount of the carryback mortgage provided for in the
purchase agreement may be any amount up to 30% of the purchase price,
depending on the mortgage amount available from a lender.

When the agent prepares the carryback disclosure statement, the amount
of the carryback mortgage and new mortgage may be disclosed as dollar
figures the agent reasonably believes will exist at the time of closing. The
carryback figures may be an approximation of the unknown amounts.

The approximation needs to be clearly identified as “approximate,” or
“approx.,” in the carryback disclosure statement, and be based on the best
information available to the agent. The approximation may not be used as
an excuse to evade compliance with disclosure laws.*?

Further, as amounts approximated in the original carryback disclosure
statement become certain and are available to the buyer’s agent, the agent
is to promptly disclose the new, accurate figures in a written amendment
signed by both the buyer and seller.’s [See RPI Form 250]

However, if figures and facts presented in the carryback disclosure statement
changeduetoactionstakenbythebuyerorselleraftermaking the disclosures,
the agent is not obligated to amend the carryback disclosure statement.
Nevertheless, a prudent agent conforms all the paperwork to the transaction
to contain the correct dollar amounts prior to closing.*

Now consider a carryback business mortgage situation. A seller's agent
locates an investor willing to purchase the seller’s property on terms which
include a carryback mortgage and assumption of the existing mortgage on

11 CC 82961
12 CC §82960; 2961
13 CC 82962
14 CC§2960

Approximations,
when unsure

Carryback
financing
extended to
an investor
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affirmative duty

An agent’s obligation
to voluntarily
undertake an advisory
activity whenin a
fiduciary relationship.

The seller’s
increased
risks on
carrybacks

the property. The agent advises the seller that the investor is financially
qualified to handle the cash down payment and monthly payments on the
carryback financing.

Relying on their agent’s representations regarding the investor’s financial
qualifications, the seller agrees to extend carryback financing to the investor.

Before escrow closes, the investor tells the seller's agent they do not have the
cashdown paymentneeded to close and will need to obtain aloan.The seller’s
agent does not disclose the investor’s lack of capital to the seller. Further, the
agent makes a loan to the investor to help fund the down payment for the
property acquisition.

Escrow closes and the investor takes title to the property. The investor
defaults on the carryback mortgage held by the seller and the first mortgage
they assumed. The seller suffers a total loss on their carryback note due to a
foreclosure sale by the senior mortgage holder.

The seller then discovers their agent loaned the investor the money they
needed for the down payment. The seller also discovers their agent knew the
investor was financially unstable prior to closing the transaction.

Here, the seller'sagent had a primary agency duty to advise the seller of the
investor's financial inability to repay the carryback mortgage - a significant
adverse fact brought to the attention of the seller's agent prior to closing
which the seller’s agent failed to disclose. Thus, the seller's agent and their
broker are liable to the seller for the seller's money losses on the carryback
mortgage.*

As carryback financing becomes more prevalent during cyclical periods
of declining real estate prices and tight mortgage money conditions, more
unqualified buyers appear with whom agents need to contend.

Even when the carryback financing is classified as a business mortgage
excluded from adherence to ability-to-repay (ATR) rules, their agent has an
affirmative duty to obtain written financial statements from the buyer
and review them with the seller to confirm the buyer’s financial ability
to support the seller’s decision to extend carryback financing. It is in the
review of financial statements the seller and their agent are able to filter
out unqualified buyers as part of the carryback documentation process. [See
Form 300 §4]

One purpose of a carryback disclosure statement is to inform a seller that:

« owners and lenders have differing rights and obligations; and

+ each face different risks arising out of their respective possessory and
security interests in the real estate.

For example, a buyer is primarily concerned with paying no more than the
fair market value (FMYV) for a property. However, a seller, intending to

15 Ziswasser v.Cole & Cowan, Inc. (1985) 164 CA3d 417
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carryback a mortgage, needs to be primarily concerned with their loan-to-
value (LTV) ratio and the buyer’s ability to pay. Whatever the price may be,
the carryback seller becomes a “financier” on the close of escrow, a lender
once removed.

Typically, a seller seeks the highest sales price negotiable for their real estate.
However, a seller who carries back a mortgage needs to make sure the buyer’s
down payment is a large enough percentage of the purchase price to ensure
the buyer has adequate equity in the real estate. An adequate LTV ratio
allows the seller to fully recover their entire carryback mortgage debt from
the value of the property in the event the buyer goes into default and the
seller needs to foreclose. Any lesser amount of down payment exposes the
carryback seller to additional risk of loss.

A carryback disclosure statement is attached to the purchase agreement
as an addendum in the carryback sale of a one-to-four unit residential
property. The addendum contains numerous statements on the
financial, legal and risk-of-loss aspects of the carryback mortgage. If the
statement is not included as an addendum to the purchase agreement,
a statutory further-approval contingency allows for a later cancellation
of the transaction.

In addition to preparing a carryback disclosure statement, the agent
makes separate disclosures regarding conditions of the property
which might also affect decisions of the buyer or the seller in the sales
transaction. Also, both agents have a duty to disclose their knowledge
about the tax aspects of the carryback transaction to their client.

The use of a masked security device, such as a land sales contract, lease-
option or unexecuted purchase agreement with interim occupancy,
also requires a written carryback disclosure statement before the buyer
takes possession of the property.

When both the buyer and seller are represented by different brokers,
the carryback disclosure statement is prepared by the broker or agent
who prepared the buyer's offer.

If a broker or their agent fails to provide the mandated carryback
disclosures, they are liable to the buyer for the buyer’s losses resulting
from the nondisclosure.

A buyer's ability to meet the terms and conditions of a carryback
mortgage is of financial importance to a seller who is carrying back
a note on a sale. The seller's agent has an affirmative duty to obtain
written financial statements from the buyer and review them with the
seller.

Chapter 3
Summary

29
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Chapter 3
Key Terms

affirmative duty

further-approval contingency
installment sale

masked security device
straight note
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- Chapter

4

Buyer’s
creditworthiness:

seller’s further-approval
A

4 J

After reading this chapter, you will be able to: Learning

+ understand the seller's agent’s role in determining a buyer's
creditworthiness in a carryback transaction;

+ identify the disclosures and documentation required in carryback
transactions;

+ analyze the buyer’s financial statements and credit report to
determine their net worth and ability to repay the debt; and

+ recognize the attributes which make a buyer a good credit risk.

Objectives

debt service implicit rent Key Terms
further-approval contingency recourse

impairment unsecured note

Consider a buyer who submits an offer to purchase income-producing A seller carries
real estate to the seller’s agent. The offer calls for the seller to carry back an

unsecured note for a portion of the sales price. The balance of the price back based on
will be paid with a cash down payment and the assumption of an existing .
mortgage on the property. The seller is given ten days after acceptance of the documentation
offer to further approve of the buyer's creditworthiness and net worth, or

cancel the transaction. [See Figure 1; see Chapter 2]

The buyer wants to acquire the property clear of any carryback encumbrance
so the equity in the property can be used to finance the acquisition of other
income-producing investment property.
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unsecured note

A document
evidencing a debt
owed by one person
to another where the
debt is not secured
by collateral, also
called an unsecured
promissory note. [See
RPI Form 424]

Cash back
disclosure

further-approval
contingency

A provision in an
agreement calling for
the further approval
of an event or activity
by the seller, buyer

or third party as a
condition for further
performance or the
cancellation of the
transaction by a person
benefitting from the
provision. [See RPI
Form 185 §9 and 279
§2]

No personal

funds
contributed
by the buyer

recourse
On a debt secured

by real estate and

not subject to anti-
deficiency defenses,
the creditor may
pursue a borrower on
default for a loss due
to a deficiency in the
value of the secured
property if the lender
forecloses judicially.

On presentation of the offertotheseller, theseller'sagentadvisesthe sellerthat
the buyer’s financial statements indicate the buyer’s net worth, as itemized
on the balance sheet, includes the ownership of numerous properties. [See
RPI Form 209-3]

Relying on their agent’s representations of the buyer’s net worth, the seller
accepts the offer and approves the buyer's credit. Thus, the seller waives their
further-approval contingency. [See RPI Form 182]

Prior to the close of escrow, the buyer informs the seller’'s agent they have
insufficient funds for the down payment — the source of funds for the seller’s
payment of the brokerage fee. To compensate for the lack of funds, the buyer
asks the seller’'s agent to accept a promissory note from the buyer in payment
of the brokerage fee which will replace the cash fee the seller has agreed to

pay.

To close the transaction without bringing the buyer’s lack of funds to the
seller’s attention by reducing the down payment and shifting payment of
the fee to the buyer, the seller's agent enters into a “cash back” arrangement
with the buyer leaving the buyer’s acquisition cost for the property the same.
This arrangement will help fund the buyer's down payment, which in turn
will fund the seller’s payment of the brokerage fee through escrow.

Under the arrangement, a check from the seller’s agent payable to the buyer
is exchanged for a note from the buyer payable to the seller's agent, both for
the amount of the brokerage fee. On closing, the seller's agent will deposit
the fee paid by the seller into the seller's agent’s account to replace the funds
the agent handed to the buyer. Thus, the brokerage fee paid by the seller on
closing will cover the check issued by the seller’'s agent to the buyer.

Continuing our previous example, the buyer finances the remaining portion
of the down payment through a new mortgage arranged by the seller’s agent
with a lender. Thus, the buyer has restructured funding of the entire down
payment to avoid the investment of any of their personal funds.

The seller is not informed of the purchase-assist financing or the cash-back
arrangement. Also, the seller’'s agent has become aware the representations
of equity in the properties and the financing listed on the buyer’s financial
statement approved by the seller significantly overstate the buyer's net
worth.

The transaction closes. Eventually, the buyer defaults on the unsecured
carryback note — a recourse debt collectible by a money judgment.

Due to the buyer's insolvency, the seller is only able to recover a portion of
the outstanding balance on the carryback note from the buyer.
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8.5 Buyer to hand Seller a completed credit application on acceptance. [See RPI Form 302)
B6  Within days of receipt of Buyer's credit application, Seller may terminate the
agreemeant basad on a reasonable disapproval of Buyer's creditworthiness.,

The seller now seeks to recover their loss on the carryback note from the
seller's agent’s broker, claiming the broker and the seller’'s agent wrongfully
induced them to accept the unsecured carryback note.

Are the seller’s broker and their agent liable for the seller’s losses due to the
buyer’s default?

Yes! The seller’'s broker and their agent are both liable for the seller’s losses.
The seller’'s agent intentionally misrepresented the buyer’s ability to perform
on the carryback note to induce the seller to enter into the installment sale
with the buyer.

The duty owed a carryback seller by their agent to disclose the buyer’s credit
status includes:

+ correctly representing the buyer's ability to pay the obligations
undertaken by entering into a carryback note;

« disclosing relevant information about the prospective buyer's
identity, occupation, employment, income, and credit data as known
to the broker and their agent;

+ disclosing the buyer's existing and future loan obligations, including
payment history and any pending bankruptcy known to the broker
and their agent; and

+ affirmative advice on any need to conduct a credit investigation.

Also, written disclosures itemizing the buyer's credit information are
mandated on all salesinvolving one-to-four unit residential properties when
the seller carries back a portion of the sales price.? [See Chapter 3]

All disclosures need to be made in good faith by the buyers, brokers and
agents to meet the objective of the credit investigation.? [See Form 302
accompanying this chapter; see RPI Form 207 and 207-1]

To properly determine the buyer’s ability to repay the debt, the seller's agent
needs to obtain and provide the seller with documentation of the buyer'’s
income, credit and assets. This includes copies of the buyer’s:

» Internal Revenue Service (IRS) tax returns;
+ IRS Form W-2s;

1 Alhino v. Starr (1980) 112 CA3d 158
2 Calif. Civil Code §52956 et seq.
3 CC82961

Figure 1

Excerpt from

Form 150

Purchase
Agreement

Broker’s
agency duty
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The need for
credit checks

« federal, state, or local government agency benefits and entitlements;
and

+ relevant asset information, such as funds held in accounts with
financial institutions, equity ownership interests, or rental property.

With this information, the seller makes an informed decision to either
proceed with the carryback transaction or cancel it under a further-approval
contingency in the purchase agreement. [See RPI Form 158 §8.5]

Any real estate agent who misrepresents a buyer’s credit information or
makes false statements to the carryback seller about the buyer’s ability to
repay the carryback mortgage is not only liable for money damages, but faces
suspension or revocation of their license for committing fraud.+

The right to obtain credit information also applies to private parties such
as carryback sellers. A carryback seller reviews the creditworthiness of the
buyer for the same reason a landlord obtains reliable credit information on
prospective tenants — to determine if they are willing and able to pay as
agreed. Accurate credit information on the buyer is critical for the seller to
analyze the risk of default that exists when extending credit to the buyer.

In addition, the seller needs to assure themselves the buyer will maintain
the property unimpaired under the carryback trust deed and not commit
waste. Thus, if the buyer does not meet all these qualification standards, the
seller may justifiably cancel the transaction under the contingency.

The buyer needs to have the financial ability and credit history to pay both
the senior mortgage and the seller's carryback mortgage before the seller
approves and closes the sale. Any default by the buyer on the senior mortgage
jeopardizes the seller’s security interest in the property under their second
mortgage.

The seller’s agent checks the buyer’s creditworthiness and ability to perform
by:

+ analyzing the buyer’s application for credit, along with credit reports
and a criminal background check [See RPI Form 203 and 302];

+ reviewing the buyer's operating statement (profit and loss statement)
and a balance sheet (net worth statement), and confirming their bank
balances [See RPI Form 207 and 207-1];

+ contacting the buyer's creditors (landlords, mortgage holders) and
document their experiences with the buyer's payment history; and

+ inspecting properties owned by the buyer to determine the level of care
and maintenance the properties receive under the buyer’s ownership
and management.

All carryback sellers face the risk a buyer will default, no matter how wealthy,
conscientious and qualified the buyer appears to be.

4 Calif. Business and Professions Code §10176
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On any defaultin payments on a carryback mortgage, the seller’s sole source
of recovery is the mortgaged property, unless the mortgage is subordinated
to a construction loan or additionally secured by property other than the
property sold (as it then becomes recourse debt).

Evenan existingmortgage holder hasarightto obtain creditinformation from
the buyer on a change of ownership. The mortgage holder, like a carryback
seller, needs to make an informed decision as to whether the risk of default
in the payments or care and management of the property will increase under
the new ownership, called impairment.s

A seller’s agent has the duty to obtain credit information from a buyer and
disclose any material facts known or readily available to them about the
buyer which might affect the seller’s decision to carry back a mortgage on a
sale.

Also, for the seller’s agent to properly disclose the separate financial, tax and
risk-of-loss aspects to a seller, a carryback disclosure statement needs to
be attached to any purchase agreement which calls for a carryback mortgage.
The carryback disclosure statement is mandated on the sale of a one-to-four
unit residential property. However, a prudent seller’'s agent will also include
a disclosure statement in carryback transactions on all types of property.® [See
Form 300 in Chapter 3]

Both the carryback disclosure statement and the purchase agreement include
a credit approval provision known as a further-approval contingency. The
credit approval provision calls for the buyer to hand the seller a completed
credit application. [See Form 302]

A prudent buyer's agent preparing a purchase agreement calling for
seller financing will have their buyer fill out a credit application prior to
commencement of negotiations and attach it to the buyer's offer as an
addendum. Early disclosure helps the seller determine the buyer’s sincerity
and good-faith willingness to cooperate in the credit analysis process.

A review of the buyer’s financial statements and the verification of earnings
and funds by the seller’s agent are completed during the contingency period.
[See RPI Form 208 through 213]

The credit provision also allows the carryback seller to terminate the purchase
agreement by a written Notice of Cancellation if they disapprove of the
buyer'’s creditworthiness. [See RPI Form 150 §10.5]

However, the credit contingency does not give the carryback seller the
unrestricted right to withdraw from a binding and otherwise enforceable
purchase agreement without good cause.

5 Santa Clara Savings and Loan Association v. Pereira (1985) 164 CA3d 1089
6 CC 882956 et seq.

impairment

The act of injuring or
diminishing the value
of a fee interest.

The
creditworthiness
contingency

Cancellation
on
disapproval



36 Creating Carryback Financing, Fifth Edition

The consumer
credit report

Consider a carryback seller who enters into a purchase agreement containing
a credit approval contingency provision giving them the right to cancel the
transaction based on the buyer's lack of creditworthiness. [See Figure 1 §8.5]

During the contingency period and before the seller approves the buyer’s
credit, the seller changes their mind about selling the real estate. They decide
to cancel the transaction by using the credit contingency as a “back door
provision” in an attempt to escape enforcement of the purchase agreement.
The seller has no grounds for disapproving the buyer’s credit since they have
received no derogatory information about the buyer'’s creditworthiness or
ability to perform on the purchase agreement or the carryback note.

The seller has to have good reason to disapprove the buyer's credit and
cancel the transaction. Any reason to cancel the transaction needs to relate
to the unacceptable status of the buyer's creditworthiness under the credit
contingency provision. Without good reason, the seller who cancels has
breached the purchase agreement in bad faith.”

A review of a buyer’s creditworthiness requires credit history on the buyer
from a consumer credit report.

Aconsumercreditreportcontainsinformationaboutabuyer’screditstanding
supplied by consumer credit reporting agencies. The credit application form
may require the buyer to cover the cost of the credit report. [See RPI Form
202]

A credit report does not assure future performance by the buyer to repay the
mortgage, nor does the report demonstrate the buyer's ability to pay.

Properly reviewed, a credit report helps to establish the buyer's past
performance in repaying money obligations. Money obligations include
amounts owed on:

+ loans or financing agreements;

* judgments or tax liens; or

+ retail and bank credit accounts.
The credit report is used to establish an individual's eligibility for:

+ credit for personal, family or household purposes;
+ employment; or
« rental of a dwelling unit.?
When the sales transaction involves a mortgage of $150,000 or more, whether

originated by a lender or carryback seller, a consumer credit report will also
contain information not otherwise available in a credit report, regarding:

+ bankruptcies predating the report by more than ten years;

7 Lyon v.Giannoni (1959) 168 CA2d 336
8 (CC81785.3(c)
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+ civil suits and judgments, and records of arrest predating the report by
more than seven years;

+ paid tax liens predating the report by more than seven years;

« accounts placed for collection or charged to profit and loss predating
the report by more than seven years; and

+ records of criminal activity predating the report by more than seven
years.’

If a credit report is used by the seller to cancel the transaction under the
credit approval provision, the buyer may request a written copy of the
credit report from the carryback seller.

Credit reporting agencies are prohibited from attempting to circumvent this
rule by blocking or dissuading a carryback seller (or a lender or landlord)
from providing copies of credit reports to consumers.°

+ Persons seeking credit information need to: identify themselves to the
reporting agency;

+ state their purpose for seeking the information; and

« certify the information will be used for no other purpose than what is
stated.”

An agent seeking credit report information on a buyer receives authorization
through an information release form signed by the buyer to be investigated.
A provision referencing the release of information is typically included in
credit application forms. However, the release requirement is waived if the
broker is a member of a credit reporting agency’s credit association.

Credit reports are provided at a preset cost-per-request by the agency to the
broker or agent member for a one-time membership fee and a minimum
monthly billing.

Membership in a credit association requires applicants (brokers or agents) to
have their own creditworthiness reviewed by the agency.

The credit reporting agency will provide the necessary notice of the
investigation to the buyer.

Although necessary for completing a credit clearance, a credit report does not
contain information on the buyer's:

* networth; or

* propensity tocommita crime.

9 15 United States Code §1681c (a-b)
10 CC8§1785.10.1
11 CC81785.14

Request for a
copy

Getting a
copy



38 Creating Carryback Financing, Fifth Edition

Form 302

Credit

Application

Page 1 of 2

Financial
statements for
income and
net worth

implicit rent

The dollar value of the

use of a property by
the owner.

CREDIT APPLICATION
@
Prepared by: Agent Pheons
Broker Email

NOTE: This form is used by a loan broker of carryback seller and their agent when amanging a morgage loan of
camyback nole on & sale and neading 8 determination of the bonmwer's/tauyer's creditworthingss, o Buthorize & credit
rEporling agency 1o complele a consumer report on the bomowenbuyer.

DATE: 20 at . Califomia.
THIS CREDIT APPLICATION is for the amount of 5
Property address:

Recatved from Applicants) §
cosl and nod a deposit
Applicant(s).
Applicant Ona _

. cash, or | check, lor & consumar credit repoet which is & non-refundabile

a Hares | 1P v

Drivars Lic. # Stale

T e [ ]
Social Sec. ¥
Applicant Twa
TLaa Hama | Firat et Haide harre [1- 28 ]

Social Sec. ¥ Drivers Lic. # State

Additicnal Qccupant(s): Kame
Marme

Fental History: Have you ever bean party 1o an eviclion?  Yes | Mo Filed bankruplcy? | Yes © Mo
Prasant Address

Caty Zip

Length of Ressdancy Manthly Ren 5

Landiondragent

Address

City Zp Phiane

Reeason for Moving
Previous Address

City ]

Length of Ressdency Manthly Ren 5

Landiardragent

Address

City Zip Phone
Employrment:
Applicant Cne

Ernployer _

Address

City Zip Phone

Length of Emglkoymment Poesition Wages

Pary Pesiod Linion

Presicus Emnpltryer

Acddress

City . . 3p. . Phane _
Applicant Two

Employer

Address

Cay ap Phone
Lesngth of Emgilkoymrent Possiticn Whages
Pay Pesicd Linicn
Previous Emplayer
Address
City Zip Phone
Agditicnal Incomea Amount § Source
Raciphant

PRGE § OF 3 — FOR

For income-producing property, two additional financial aspects of a buyer’s
ability to perform on the carryback mortgage need to be investigated by all

principals and agents involved:

the ability of the property’s income to cover the expenses and carry

the debt service; and

the ability of the buyer to personally service any negative cash flow
resulting from the debt burden, lack of rental income or the owner’s

use of the property, called implicit rent.
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Form 302

General Credit Information: )
Automobile Gne: Make Credit
Year Medel Lic. w/State
Lesncder
Autorasbile Two: Make
Year Model Lic. #/5tate

Lender
Bank/branch Page 2 of 2
Chesclk Ao, # Savings Aoc, #
Eankbranch
Chisck; Ao, # Savings Aog, #
Cradl Ralarances:
1.
Address
Acooun] # Balance due 5 Phone
2.
Addrass
Acsturd # B e § Phone
Personal Reference
Address Phone
Personal Raf =l
Address Phone
Mearast Redative (namaimelationshig)
Address Phone

Application

e declare all iInformation given in this application s true and correct, IWe authornze your credit reporting agency
10 obtain and verify a complete consumer report and supply the infermation obtained to youw
This inf tion is not privileged

Dade: 20,
Mame 1 acknc ge receipt of this credit application
@l ACCOMPAnying paryment
Saller oF Lender;
Signature
[Apphoan 1)
Mame:
Signature:
Fhone:
Signatur:
Applcant T}
FORM 302 031 S2016 RP| — Realty Publications, Inc.. P.O. BOX 5707, RWVERSIDE, CA B2317

To investigate the property’s ability to carry its debt service, the property’s

debt service
income and expenses are analyzed by using the Annual Property The amount of
Operating Data Sheet (APOD). [See RPI Form 352] principal and interest
paid on a debt
. . . . periodically, also
If the property’s income is unable to support its operating expenses and debt referred to as the loan

service, the seller and their agent need to look for other abilities of the buyer payment amount.
to carry the negative cash flow caused by the debt.

The buyer's personal capacity to pay is investigated by a review of financial
statements delivered by the buyer itemizing their income, expenses and net
worth.

The buyer’s income includes their:

+ base salary, overtime and bonuses;
* commissions;

+ interest earned;

« dividends; and

« rental income.
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Income which does not have to be reported on financial statements, if the
buyer does not want it to be considered as available for repayment of the
debt, includes:

+ alimony;

+ child support; or

+ other separate maintenance income such as social security or military
benefits.

Buyer’s The buyer’s personal expenses are classified as:

expenses * housing expenses; or
« all other expenses.

The buyer’'s monthly housing expenses include:

* mortgage payments;

« rent;

+ property taxes, including Mello-Roos and special assessment bonds;

+ homeowners’ association (HOA) charges;

+ hazard, liability and renter’s insurance premiums; and

+ utilities.
The buyer’s total expenses are determined by adding housing expenses to all
other expenses, such as:

+ other installment payments, such as credit cards and auto loans; and

+ alimony and child support. [See RPI Form 203]
Conversely, the buyer may be self-employed, or involved in a business,

rental or investment activity which provides the buyer with their primary
source of income.

For a self-employed buyer, financial statements, including profit and
lossstatements and balance sheets on each business, rental or investment
activity, are needed to determine their income and net worth. Financial
statements coupled with the previous two years’ tax returns confirm the
information on the financial statements. [See RPI Form 209-2 and 209-3]

Assets minus When determining the buyer’'s net worth, the buyer’s assets and liabilities
are analyzed on a financial statement.

liabilities
The buyer'’s assets include:
equal net
» cash balances in checking, savings and other accounts receivable;
worth 9 saving

+ thecurrent market value of stocks, bonds, personal property, businesses
and real estate owned by the buyer; and

+ the current values of vested interests in retirement funds such as 401Ks
and IRAs and insurance policies.
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The buyer’s liabilities include the balance owed and monthly payments on:

+ credit cards;
« open lines of credit;
+ alimony and child support; and

+ loans secured by the buyer’s assets.

A buyer's net worth is the total value of their assets minus their total debt
obligations or liabilities. Net worth is the bottom line shown on the financial
statement entitled the balance sheet.

Once a seller’s agent has obtained a buyer's credit application and financial
statements, the data needs to be evaluated by the seller and their agent.

When evaluating the financial and credit information received by the buyer,
the seller'sagent and seller are not to conduct themselves in a manner which
discriminates against the buyer based on their:

+ race, color, religion, national origin, or ancestry;

+ sex, gender, gender identity, gender expression, or sexual orientation;
« marital status or familial status;

+ source of income; or

+ disability or genetic information.™

The buyer's representations of employment, cash deposits and loans with
existing lenders need to be verified, as is documented by any mortgage
lender. [See RPI Form 210 through 215-1]

Formulas for determining a buyer’s ability to pay for any negative cash flow
generated by the purchase of the property are structured as expense-to-
income ratios. [See RPI Form 230]

For example, Federal Housing Administration’s (FHA’s) maximum
ratio for housing expenses and mortgage payment to gross income is 31%.
The maximum ratio for total expenses and payments on all debt to gross
income is 43%.

Institutional lenders generally vary the ratio of housing expenses to gross
income to around 30%, and the ratio of total expenses to gross income to
around 40%. However, when applying ratios as guidelines to determine a
buyer’s creditworthiness, each buyer is to be treated individually. A buyer
who does not meet the standard expense-to-income ratio is not necessarily
an increased credit risk if other compensating factors exist.

Income-to-debt ratios assume all non-conforming individuals are unable to
pay based on arbitrary mathematical formulas.

12 Calif. Government Code §12955

Evaluating
credit
information

41
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All things
considered

Qualifying ratios cause the more complete credit reviews of a prospective
buyer to be sacrificed for a quick and easy test of their financial ability. By the
use of such qualifying ratios, some buyers who may qualify are not actually
good credit risks and some disqualified buyers are actually good credit risks.

Also, requiring employment to be a qualification for prospective buyers
unfairly discriminates against rentiers, individuals who receive income
from sources other than their own labor, such as:

+ businesses;

* investments;

* annuities;

+ retirement pay;

+ family support; or

« private subsidies.

The carryback seller needs to consider all credit information supplied by the
buyer and look for a reason why the buyer qualifies as a good credit risk.

Only after all credit information has been reviewed — and creditworthiness
has not been established — may the seller reasonably cancel the carryback
transaction due to the buyer's lack of credit.
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The seller's agent owes a duty to the carryback seller to disclose the
buyer's credit status. Written disclosures itemizing the buyer’s credit
information are mandated on all sales involving one-to-four unit
residential properties when the seller carries back a portion of the sales
price.

In addition, a seller who extends carryback financing on the sale of a
one-to-four unit residential property intended for use or occupancy by
the buyer or their family is required to determine and document the
buyer's reasonable ability to repay the debt.

When the seller’'s agent becomes aware the representations made by a
buyer overstate their creditworthiness and net worth, the seller’s broker
and their agent are both liable for the seller’s losses if the buyer defaults
on the note due to their inability to perform. In addition, the agent also
faces suspension or revocation of their license for committing fraud.

Accurate credit information on the buyer helps the seller and their
agent analyze the risk of default when extending credit to the buyer.

For the seller’s agent to properly disclose the separate financial, tax and
risk-of-loss aspects to a seller, a carryback disclosure statement needs
to be attached to any purchase agreement which calls for a carryback
mortgage. Both the carryback disclosure statement and the purchase
agreement include a credit approval provision. The credit approval
provision calls for the buyer to hand the seller a completed credit
application.

The credit provision allows the carryback seller to terminate the
purchase agreement by a written Notice of Cancellation if they
disapprove of the buyer’s creditworthiness.

A review of a buyer's creditworthiness requires credit history on the
buyer from a consumer credit report.

For income-producing property, two additional financial aspects
of a buyer's ability to perform on the carryback mortgage need to be
investigated by all principals and agents involved:

+ the ability of the property’s income to cover the expenses and
carry the debt service; and

+ the ability of the buyer to personally service any negative cash
flow resulting from the debt burden, lack of rental income or the
owner's use of the property, called implicit rent.

Formulas for determining a buyer's ability to pay for any negative
cash flow generated by the purchase of the property are structured as
expense-to-income ratios. By the use of such qualifying ratios, some
buyers who may qualify are not actually good credit risks and some
disqualified buyers are actually good credit risks.

Chapter 4
Summary

43
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The carryback seller needs to consider all credit information supplied
by the buyer and look for a reason why the buyer qualifies as a good
credit risk.

Chapter 4 debt service : pg. 39
further-approval contingency Pg. 32
Key Terms impairment Pg- 35
implicit rent Pg. 38
recourse Pg.32

unsecured note Pg. 32




Chapter 5: Requests for notices of default and delinquency 45

Chapter

5

Requests for notices of
default and delinquency

After reading this chapter, you will be able to: Learning

+ explain when requests for notice of default and delinquency
are used by holder of a junior mortgage to receive early notice
of a delinquency or commencement of foreclosure on a senior
mortgage;

+ properly prepare and record requests for notice; and

+ understand the process and timelines a senior mortgage holder or
trustee needs to follow when notifying persons of a delinquency
or recording of a Notice of Default (NOD).

Objectives

beneficiary redeem Key Terms
Notice of Default (NOD) reinstatement

Notice of Delinquency (NODq) trustee (on a mortgage)

A carryback seller or a lender who finances a portion of the price paid by  Risk

a buyer to acquire a parcel of real estate typically holds a security interest ags .

in the property under a trust deed mortgage which is junior to a senior mltlgatlon
mortgage with priority on title. by prior

The carryback seller holding a junior mortgage, like an equity lender or planning
long-term tenant, needs to protect themselves against the foreseeable risk

of the loss of their security interest in the property due to a delinquency by

the owner and later foreclosure by the senior mortgage holder. A foreclosure

sale of the property by the senior mortgage holder eliminates the carryback

seller’s or equity lender’s trust deed lien on the property, called exhaustion

of the security.
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Notice of
Delinquency
(NODq)

The notice sent by a
mortgage holder toa
person who requested
the notice within 15
calendar days after
four consecutive
months of unpaid and
delinquent monthly
installments on their
mortgage.

Who may
record a
request?

Notice of Default
(NOD)

The notice filed to
begin the nonjudicial
foreclosure process.
Generally, the NOD is
filed following three
or more months of
delinquent mortgage
payments.

The NOD
request

Two risk-mitigation procedures are available to a junior lienholder and to a
tenant with a subordinate leasehold interest in the property.

Structured as requests, persons with a junior interest in title to real estate
receive notices from the senior mortgage holder regarding any default by
the owner or foreclosure proceedings on the senior mortgage.

These procedures are:

* Request for Notice of Delinquency (NODq) — notice will be sent
to the person requesting the notice within 15 calendar days after four
consecutive months of unpaid and delinquent monthly installments
on the senior mortgage [See RPI Form 412-2]; and

+ Request for Notice of Default (NOD) — notice is sent to the person
requesting the notice within 10 business days after a senior mortgage
holder initiates foreclosure by recording an NOD. [See RPI Form 412-1]

Anyone, whether or not they hold an interest in the property, may record a
request to receive a copy of any NOD which is later recorded under the trust
deed identified in the request. This includes:

+ acarryback seller;

+ ajuniorlender;

+ atenant of the property; or

+ aparticipant in any entity with an interest in title.

The request does not require the consent of the property owner (or anyone
else) and may be recorded at any time.

Conversely, to process a Request for NODg, the carryback seller, junior lender
or tenant needs to first obtain the consent of the buyer or owner of the
property. Consent is best obtained by including a provision in the purchase
agreement, loan documents or lease agreement entered into with the buyer
or owner, or on a later modification. [See RPI Form 150 §8.4 and 426 §7.6]

The buyer or owner consents to the NODq and the release of information
by signing the request form. The request form is then recorded and a copy is
served on the senior mortgage holder through escrow or other closing agent.
[See Form 412 accompanying this chapter]

The senior mortgage holder will only release delinquency information if the
request formissigned by the person who originated or assumed the mortgage.

Use of the Request for NODq is only available to persons with an ownership
interest (co-owners and tenants) or security interest in the property.

Unlike a Request for NODq, anyone may record a Request for NOD.

1 Calif. Civil Code §2924e(b)
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Form 412
RECORDING REQUESTED BY
AND WHEN RECORDED MAIL TO Req.uest for
r 1 Notice of
Mame
Default and
Siraal °
Audress Notice of
e Delinquency
- 4 SPACE ABOVE THIS LINE FOR RECORDER'S USE

REQUEST FOR NOTICE OF DEFAULT AND NOTICE OF DELINQUENCY
By Junior Trust Deed Beneficiany

NOTE: This form i usad by an sscmew, lender of carryback saller when recceding a juniar rust deed or a change of address, o requas! & senicr
Eanhokler b send the junicr lisrhalder & copy of any notice of delaull (NOD) the senior Benhalder may recced and & notice o delinguency
(MODG) on & default in paymants cwid he benior bk,

Request for Hotce of Delault

Undsr Calil, Cral Code §2024b, regquidl is hateby made for & copy of &y Motice of Defsalt (NOD) and & copy of any Nobes of
Sale under the Trust Deed recorded on

a3 Instrument No, T e Fecords of Tounty, Caldornia,
exsouted by s e Trustor
in which m the Banaficiary,

i the Trustes,
bohmlhdln . as the Reqg
whaas

HDTI:E A oopy of any Mobos of Defauit and of any Nobics of Sals will e sent only 1o ths sddress contaired in
Hhin reoonded equidl. I your sddrids changsd, & Hiow Meguesel mutl B reconded
Reguest for Notice of Delinguency

Undsr Calf. Chil Code §2004s, request i hassby mede ke Motice of Deliquency (NODg) wnder the sbove described Trust
Dead Esing & lsn on peopety commonly refered o aa

iMMﬂﬂ‘LHHNQ . 1 b miled 12 Al Bl Raguadlen
wdirmes
Hmﬂmminww diedd 0N T Mo
i e Officials. Reconds County, CabDmia, secunng a nole
which will b dus o
Consent of Trustor
As Trustor{s) under e above descnbed Trast Deed, bwe heretry consend Bo Tis Request for Hobice of Delincuesncy.
Trashor, Trushor
TEgratral e

The property is lagally referred o as

Doabec a0 Fay
Chabe: 0, _ Ry

A nctary publc of cther ofcer completing this certiScate verfes only T identity of the individual who signed T document 1o which this ceniicate
aached. and nol T InAhfdrass, scourscy, o vabdity of that documenl

ETATE OF CALIFORMIA

COUNTY OF

O balces
T wd Fow o ceT
personally appeared
who proved i me-on e bisis of saisfackory evidence b0 be T personis] whoss name(s) wans ssbscribed io he within instruman and scknowisdged
I o it Beiifaha Ty @osouted The sama in hinfanthelr suthorzed capaciy(ies), and that by b gl J &y Hha nadn i s PR,

of the enilly upon behall of which the personis ) soied, axsculsd the insinmet

| eavtify under PEMALTY OF PERJURY under tha s of ths Siate ol
Califomia that the fonegaing paragraph is irue and comecd

WITHESE my hand aind oficial seal

(it o o iyt Sl k] [t of uy bl |

FORM 412 03-15 C20168 RPl — Realty Publications, Inc., F.O. BOX 5707, RIWERSIDE, CA 82517

A recorded Request for NOD identifies:

+ the person requesting a copy of the NOD, called the requestor, by
name and mailing address; and

+ the trust deed on which a copy of the NOD commencing foreclosure is
requested.

To be valid, the Request for NOD needs to be recorded in the county where
the property is located. No service of the request on the mortgage holder or
trustee is required.


http://journal.firsttuesday.us/?ddownload=50689

48

trustee (ona
morgage)

A party to a mortgage
who, as a legal fiction,
holds title to property
as security for the
performance of an
obligation with the
authority to sell the
property or reconvey
the trust deed on
instructions from the
mortgage holder.

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.

Receiving an
NOD

reinstatement

A property owner or
junior lienholder’s
right to reinstate a
mortgage and cure any
default prior to five
business days before
the trustee’s sale by
paying delinquent
amounts due on the
note and trust deed,
plus foreclosure
charges.
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Consider these facts: To initiate foreclosure by a trustee’s sale, the trustee, on
instructions from the mortgage holder, records the NOD. The NOD states the
nature of an owner's money default, and what can be done (if anything) to
bring the debt current, called reinstatement.

Within 10 business days following the recording of the NOD, the trustee
is required to mail two copies of the NOD to each person who recorded a
request for notice, by:

+ registered or certified mail; and

» first-class mail.2

A carryback seller or private lender who have not recorded a Request for
NOD and whose mortgage is junior to another on which an NOD has been
recorded will still be sent two copies of the NOD by certified or registered mail
and first-class mail within one month after the NOD is recorded. The tenant
will not receive a copy of an NOD, unless their lease agreement is recorded.3

By recording the Request for NOD, the person making the request is sent
notice of the NOD in 10 days, not 30 days. Thus, they are given a 20-day head
start to either reinstate the delinquent mortgage or redeem the property by
a payoff of the mortgage, if the owner does not.

However, the act of the trustee mailing a copy of the NOD, the minimum
attempt required for service, and the requestor’s receiving a copy of the NOD
are entirely different events requiring further analysis.

At commencement of the foreclosure process, the trustee mails a copy of
the recorded NOD to the last address of record or the present address of the
property owner or junior lienholders if it is known to the mortgage holder or
trustee.4

For example, consider a Request for NOD which is recorded by a carryback
seller to reflect their change of address from the address given in their
recorded junior trust deed. The request calls for a copy of any NOD recorded
under the senior mortgage identified in the NOD request form to be sent to
the carryback seller at the address of their place of business. [See Form 450 §7
in Chapter 10]

Later on, the carryback seller has another change of address. But this time,
they fail to record another Request for NOD stating their new address. The
buyer'smortgage paymentstothe senior mortgage holderbecome delinquent
and they fail to bring the mortgage current.

Thetrusteerecordsan NOD. A copy of the NODismailed to the carrybackseller
at their current address which was known and provided by the mortgage
holder. The buyer cures the default during the reinstatement period.

2 CC§82924b(b)(1),(e)
3 CC8§2924b(c)
4 CC8§2924b(b)
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Later, the buyer again becomes delinquent on their mortgage payments. An

beneficiary
NOD is again recorded on instruction from the same beneficiary, but by One entitled to the
their use of a different, substitute trustee. benefits of properties

held in a trust or estate,
. . . with title vested in a
However, the mortgage holder does not provide the substitute trustee with trustee or executor.

the carryback seller’s current address. The substitute trustee sends the NOD,
and later the notice of trustee’s sales (NOTS), to the carryback seller’s old
address which was the last address of record. The notices are returned to the
substitute trustee by the postal service as undeliverable, and thus are never
forwarded to the carryback seller at their new address.

Continuing our previous example, having never received an NOD, the Outdated
carryback seller only learns of the NOD and the NOTS during the five- .
business-day redemption period preceding the date scheduled for the OF incorrect
trustee’s sale, after expiration of the reinstatement period. address

The carryback seller seeks to have the substitute trustee rescind the NOD
and cancel the trustee’s sale, claiming the failure to send them notice of the
NOD and NOTS to their address which was known to the mortgage holder
invalidates the foreclosure process.

Did the mortgage holder properly follow statutory mailing requirements?

No! Here, the mortgage holder did not follow the statutory mailing
requirements. The mortgage holder failed to advise the foreclosing substitute
trustee of the carryback seller’s current address which was known to them by
prior correspondence.

However, the substitute trustee properly followed the statutory mailing
requirements. The notification was sent to the carryback seller at their last
address of record asreflected in the sale guarantee issued by the title company
or known to the substitute trustee.

When a mortgage holder initiating foreclosure knows an interested person'’s Failure to
currentaddress (by correspondence tothataddress or otherwise), the mortgage

holder is required to advise the substitute trustee to mail the notice to that instruct
address. If the trustee’s sale does occur, money losses can be recovered by the

junior mortgage holder from the foreclosing mortgage holder for failure to

instruct the substitute trustee to mail the notice to the current address of the

junior mortgage holder as known to the mortgage holder.s

Documents of record often have outdated or incorrect addresses. However,
foreclosure trustees themselves are not required to engage in further efforts
to investigate unrecorded information to see if the notice is mailed to the
most current address for the person entitled to notice. In an effort to protect

5 CC8§2924b (b)(3)
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NODq
protection

Recording
and receiving
a Request for

NODq

all interested persons, the trustee needs to inquire into the mortgage holder’s
knowledge of the current address of persons known to hold interests in the
property and entitled to receive a copy of the NOD.®

Whenever an owner, carryback seller or tenant has a change of address,
good practice compels them to record a new Request for NOD. When a new
Request for NOD isrecorded, the trustee foreclosing isrequired to send notices
to the mailing address given in the new request for notice.

Recall that a recorded Request for NOD containing a current address assures
a carryback seller they will be sent notice of the commencement of a trustee’s
foreclosure process within 10 days of the NOD being recorded.

However, by the time a senior mortgage holder records an NOD, the
mortgage is often several months in arrears, or worse. The amount needed
to be advanced by the carryback seller to reinstate the mortgage may be
economically infeasible after a long-standing, continuing default.

Further, delays may occur before an NOD is recorded when mortgage holders
are overwhelmed with defaults and modification efforts during recessionary
periods, as occurred in recent years. These delays occasionally last a year or
more.

Unable or unwilling to reinstate a hugely delinquent first mortgage, the
carryback seller loses their second trust deed lien through exhaustion of the
security when it is wiped out by the senior mortgage holder’s foreclosure.

The Request for NODq assures the junior lienholder, who in this scenario is
the carryback seller, that they will be notified within 15 days following the
end of a four-month period of delinquent installment payments.”

Good brokerage practice when negotiating a carryback note or a private
money loan secured by a junior trust deed includes the buyer’s or owner'’s
consent to use a combined Request for Notice form which includes both
the NOD and NODq requests. The same advice holds for leasing agents
assisting tenants when entering into long-term lease agreements. [See Form
412]

A Request for NODq may be recorded by a junior lienholder and served on
a senior mortgage holder — if agreed to by the buyer or owner — when the
secured property is:

* a one-to-four unit residential property, for a junior mortgage with an
original balance of any amount; or

+ any other type of real estate, for a junior mortgage with an original
balance not exceeding $300,000.

6 I.E.Associates v. Safeco Title Insurance Company (1985) 39 C3d 281
7 CC82924¢e(c)
8 CC82924e(a)
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For property other than one-to-four unit residential property, the senior
mortgage holder is not required to respond by giving notice if the original
principal balance of the junior mortgage was greater than $300,000.9

A Request for NODq is to include:

+ the name and address of the carryback seller or private lender as the
requestor;

their security interest in the property as the beneficiary of a trust
deed; and

+ identification of the senior mortgage.

The buyer or owner needs to consent to the Request for NODq by signing
it as the trustor before the mortgage holder is required to comply with the
request. The consent to the Request for NODq is best bargained for as part
of the terms negotiated for the carryback note, loan origination or lease
agreement. [See RPI Form 150 §8.4 and 426 §7.6; see Chapter 2]

The written consent of the buyer or owner may be either in:

+ aseparate document, such as the Request for Notice form; or
included with the request in the body of the junior trust deed.

Thelatterisa complicated alternative since a copy of the trust deed containing
the request is then required to be served on the senior mortgage holder.*

The properly prepared Request for NODq is served on the mortgage holder,
together with a $40 fee, by regular mail addressed to the mortgage holder at
the address where mortgage payments are received.™

For example, if the carryback seller is secured by a third trust deed, the first
and the second mortgage holders are each entitled to $40 on their receipt of
the Request for NODgq.

The Request for NODq is prepared, recorded and served on the mortgage
holder by escrow under instructions from the buyer and the carryback seller.
In the case of a loan escrow, the instructions are from the owner and the
private lender. All costs to prepare and record the notice are paid by the buyer
Or OwWner.

The Request for NODq is valid for five years from the date it is mailed to
the mortgage holder or recorded, whichever event occurs last.”

Prior to the five-year expiration of the Request for NODgq, it may be rtenewed
forfive additional years by recording and mailing the senior mortgage holder
a copy of the original Request for NODg, together with a written statement of
renewal and a fee of $15.

9 CC82924e(a)
10 CC §2924e(a)
11 CC§2924e(b)
12 CC §2924e(b)

Written
consent

Length of
validity and
renewal
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Final
considerations

A renewal of the request may be sent no sooner than six months before the
expiration date of the five-year period for the original request.'

Prompted by a Request for NODq from the carryback seller or private lender,
the senior mortgage holder sends them a notice by regular mail within 15
days following a four-month delinquency in the payments of any monies
due the mortgage holder which remains unpaid. The notice will include the
status of the delinquency and the amount required to cure it.s

If the senior mortgage holder fails to give notice to the requester and a
subsequent foreclosure or trustee’s sale of the mortgaged property occurs due
to the failure to provide notice within the required time period, the senior
mortgage holder is:

+ liable to the requester for any monetary losses they sustained from the
date on which notice was to be given to the earlier of:

° the date on which the notice is given; or
° the date the NOD is recorded; and

+ subject to a forfeiture of $300 to the requestor.’s

The Request for NODq scheme, with its four month and 15 day delay before
delivery of the notice of any delinquency, provides only limited protection.
Thus, the carryback seller, private lender or tenant need to maintain sufficient
money reserves to:

« cover future costs and advances required to reinstate the first mortgage
on a default by the owner; and

+ carry the payments on the first mortgage (and any delinquent taxes
and insurance premiums) until the carryback seller or private mortgage
holder are able to complete a foreclosure or pre-foreclosure workout
with the owner.

An additional and more fundamental protection for the carryback seller who
is subordinate to a senior mortgage is to consider the use of an all-inclusive
trust deed (AITD). As holder of an AITD, the carryback seller, not the buyer,
is obligated to make payments on the first mortgage, provided the buyer pays
the carryback seller on the AITD. [See Form 421, 442, and 443 in Chapter 15
and Form 450 in Chapter 10]

When an AITD is used, the need for information on delinquencies in un-
derlying, wrapped mortgages is reversed between the buyer and the seller.
Itis now the buyer who needs to generate the Request for Notice as the
requestor. Without the Request for Notice, the buyer will not receive early
notice of a default on the wrapped mortgage if the seller fails to meet their
obligations under the AITD to make timely payments.

The same consideration for an NODq needs to be given to a tenant’s interest

13 CC §2924¢e(b)
14 CC §2924¢e(c)
15 CC §2924e(d)
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under a lease with the owner. Here, the owner implicitly agrees to do noth-
ing to interfere with the tenant’s leasehold interest in the property such as
failure to make mortgage payments - an impairment of the tenant'’s lease-
hold estate in the property.

The holder of a junior lien or a long-term tenant needs to protect Chapter 5
themselves against the foreseeable risk of the loss of their security S
interest in the property due to a delinquency and foreclosure by a ummary

senior mortgage holder. A foreclosure sale of the property by the senior
mortgage holder eliminates the junior trust deed lien and lease on the

property.

Two risk-mitigation procedures are available to junior lienholder and
to a tenant with a subordinate leasehold interest in the property. These
procedures are Request for Notice of Delinquency (NODq) and Request
for Notice of Default (NOD).

Anyone may record a request to receive a copy of any NOD. Conversely,
to process a Request for NODgq, the requestor needs to first obtain the
consent of the buyer or owner of the property.

By recording the Request for NOD, the requestor is sent notice of the
NOD in 10 business days, as opposed to 30 days without a recorded
Request for NOD.

The foreclosure trustee is required to mail two copies of the NOD to
each person who recorded a request for notice, by registered or certified
mail, and first-class mail.

At commencement of the foreclosure process, the trustee mails a copy
of the recorded NOD to the last address of record or the present address
of the property owner or junior lienholders if it is actually known to the
mortgage holder or trustee.

The Request for NODq assures the junior lienholder that they will be
notified within 15 days following the end of a four-month period of
delinquent installment payments.

Whenan all-inclusive trustdeed (AITD)is used, the need forinformation
on delinquencies in underlying, wrapped mortgages is reversed
between the buyer and the seller. It is now the buyer who needs to
generate the Request for Notice as the requestor to protect themselves
if the seller defaults on the underlying mortgage.
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Chapter 5
Key Terms

beneficiary

Notice of Default (NOD)

Notice of Delinquency (NODq)
redeem

reinstatement

trustee (on a mortgage)

Pg- 49
Pg- 46
Pg. 46
Pg. 48
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Evaluating the

carryback note
.

After reading this chapter, you will be able to:

+ discuss the rationale underlying an investor’s purchase of a trust
deed note at a discount; and
+ calculate the discount needed to produce the yield desired by an

investor.
carryback mortgage long-term rate
deficiency note rate
hypothecate short-term rate
installment sale yield

Consider a trust deed investor who conducts a due diligence investigation
on real estate securing a trust deed note which is for sale. On determining
the rate of return they need to make this investment, called the yield, the
investor calculates the discount needed to establish the price they will offer
to purchase the trust deed note.

Most trust deed notes offered for sale to trust deed investors are carryback
mortgages created to finance the sale of real estate. Typically, carryback
mortgages are junior in priority to an existing first mortgage.

A discount on the sale of a carryback mortgage is demanded by investors
when it is necessary to deliver the investor a market-level yield. A discount
is necessary when the carryback mortgage:

+ Dbears interest at a rate below the private-money market rate;

Chapter

Learning
Objectives

Key Terms

The financial
function of
a purchase
discount

yield

The interest earned
by an investor on an
investment (or by a
bank on the money
it has loaned). Also,
called return.
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short-term rate

A variable interest rate
which changes often,
driven by Federal
Reserve actions to keep
inflation and deflation
in check.

long-term rate

An interest rate fixed
for the duration of the
loan.

note rate

The interest rate
agreed to between
the homebuyer and
the lender on the
promissory note.
Contrast with real
interest rate.

carryback mortgage
A note and trust deed
executed by a buyer

of real estate in favor
of the seller for the
unpaid portion of the
sales price on closing,
also known as an
installment sale, credit
sale or seller financing.

The discount
based on
uncertainties

deficiency

Losses experienced by
a mortgage holder at
a foreclosure sale due
to insufficient value
of the mortgaged
property to satisfy the
mortgage debt.
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+ has low periodic (monthly) payments based on a long amortization
period or interest only;

+ hasamedium- or long-term due date; or

+ has a loan-to-value ratio (LTV) which presents a risk of loss due to
deficient property value as security for repayment of the note.

Also, the market rate of interest sought by investors in second mortgages is
influenced by the risks of loss and management requirements of holding a
junior mortgage. The short-term rates, used to set rates on adjustable rate
mortgages (ARMs) which are influenced by the over-night rate offered by
the Federal Reserve (the Fed), and long-term rates, used to set rates for
fixed rate mortgages (FRMs) which are influenced by anticipated future
inflation as perceived by bond market investors, are not the basis used for
setting rates charged by trust deed investors on second mortgages. These trust
deed investors are not much concerned or involved with the money markets
which set the short-term and long-term rates.

Trust deed investors who invest in second mortgages demand a yield on their
investment which is higher than either the current short-term or long-term
rate, whether these rates are currently high, low, or have inverted.

Thus, interest rates in the second mortgage resale market are considerable
higher than the interest rates on typical carryback mortgages. As a result,
investors demand a higher yield than earned on the note’s principal at the
stated note rate — which leads directly to the discount.

The price a trust deed investor will pay for a note, called the note’s cash
value, moves contrary to the direction of the yield sought by the investor.
The higher the investor’s yield, the greater the discount. Thus, the lower the
price paid for the note.

The cash value paid by a trust deed investor to purchase a second mortgage is
viewed as a percentage of the principal balance remaining on the note, such
as 80% of its face value, or a 20% discount. [See Figure 1]

The present cash value an investor pays for a note is calculated based on:

+ thedollar amount of the regularly scheduled payments;

+ the principal balance remaining and payable as the final/balloon
payment on the note’s due date; and

+ theyield sought by the investor on the amount they pay for the note.

The discount, of course, is the percentage of the note’s principal balance
which is not paid to buy the note, such as 20%.

The amount of a discount is influenced by the exposure of the investor's
capital to the risk of loss arising out of uncertainties, including:

+ the inadequacy of the value of the equity position in the real estate
to fully secure repayment of the note in the event of a default, called a
deficiency, based on the LTV;
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Figure 1
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a delinquent payment history on the note;
nonrecourse collection enforcement limited to the property’s value;

the lack of guarantees, private mortgage insurance (PMI) or letters of
credit;

unusual terms of the underlying senior mortgage, taxes or bond
assessments which may tend to additionally impair the second trust
deed lien;

the priority of homeowners’ association (HOA) assessments;

questionable creditworthiness and unverifiable net worth and cash
reserves held by the owner of the real estate securing the mortgage; or

the occupant’s use and rental terms for the secured real estate.
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Carryback
economics
affect
discount

installment sale
Financing provided by
a seller who extends
credit to the buyer

for future periodic
payments of a portion
of the price paid for
real estate, also known
as carryback financing.

hypothecate

To pledge a thing as
security without the
necessity of giving
up possession of it. To
mortgage a property.
[See RPI Form 242]

LTV leverage
concerns
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A seller maximizes the sales price of their real estate by agreeing to carry a
trust deed note containing:

+ a high LTV for the principal amount of the carryback note, usually
due to a small down payment;

+ a low interest rate which does not compensate for the risk of loss
inherentin the highly leveraged junior carryback mortgage; and

+ amedium-term due date of four to nine years, or more.

Thus, a carryback mortgage provides attractive financing for buyers. Sellers
often offer carryback financing to facilitate the sale of their property when
a buyer is unable or unwilling to borrow sufficient funds which they do not
have to cash out the sale at the seller’s asking price.

As for the financial benefits to a seller besides ridding themselves of
their property, a carryback mortgage contains profit from the sale. As an
installment sale, it produces the financial benefit of a deferred tax liability
until the principal balance is paid, or the seller sells or hypothecates the
note by an assignment.

Taxwise, an above-market price for a parcel of real estate and a carryback
note with a below-market interest rate and a long-term due date translates,
respectively, into:

« greater profit to be reported in the future at lower capital gains rates;
and

« lesser interest income to be reported in the future at higher standard
income tax rates.

The savings in reduced overall income taxes the seller will experience by
deferring the profit tax liability on an enlarged profit and reporting interest
income on a below-market rate on the carryback mortgage is additional
compensation for providing the financing.

Editor's note — The principal amount of the note (as reported by the seller
only) is subject to reallocation to interest under Internal Revenue Service
(IRS) imputed reporting rules based on the Applicable Federal Rate (AFR) for
the note on the date the purchase agreement is accepted. [See Chapter 25]

However, while a seller structures carryback terms in order to boost the sales
price of the real estate, they are reducing the interest rate on the note. Thus,
this trade off presents drawbacks for the carryback seller if the note is to be
sold or hypothecated.

When the equity remaining in the secured property over and above the
amount of the carryback note is unacceptably small — a risk-of-deficiency
situation referred to as a high LTV — the note’s cash value paid by a trust
deed investor is adversely affected.

1 26 United states Code §453
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A prudent investor interested in buying a trust deed secured by a single
family residence will require the secured real estate to have at least a 20%
gross equity — over and above the secured position held by the trust deed
note offered for sale.

In the event of a default on the note, a gross equity smaller than 20% of the
property’s value is entirely consumed (and most likely exceeded) by the:

» cost to foreclose;

+ amount of cash advanced to carry the senior mortgage and pay taxes;
and

+ expenses incurred to resell the property . [See RPI Form 303]

Further, property owners with larger equities in their properties are more
motivated to keep their mortgage payments current than owners with a
smaller equity. Thus, an insufficient LTV for a note secured by real estate
causes an investor to further discount the note to cover the additional risk of
loss of the note’s principal due to a deficiency in the property’s value in the
event the trust deed investor needs to foreclose.

As an alternative, a seller holding a trust deed note on a property with an
LTV in excess of 80% needs to consider a collateral loan secured by the
carryback note, rather than selling the carryback note at a drastic discount.
By borrowing against the note using it as security for repayment, the
discounting is entirely avoided.

The present cash value (PV) of a note based on the yield sought by the Discounting
investor is easily established by use of a handheld financial calculator.

By entering the note’s current principal balance, interest rate, amount of the balloon
scheduled installments and due date, an investor calculates the amount payment note
they will pay.

Consider an investor who purchases a note with a long-term due date, one
beyond nine years. If the investor expects consumer inflation to rise during
the long payoff period, the real rate of return on their invested funds falls
as inflation rises. Thus, excessive inflation erodes the future purchasing
power of the principal balance owed on the note.

Also, unforeseeable events in the future may render the secured real estate
obsolete or less valuable due to changing demographics of its location or
maintenance, which will impair the value of the note.

The longer the time period for payment of the note’s scheduled installments
before the due date for payoff of the principal balance, the greater the
discount and the lower the note’s present value. Thus, you have the method
of accounting for the increased risk of loss due to inflation and obsolescence.

An investor wants compensation for the additional risks that may present
themselves while waiting for the return of their invested cash.
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Figure 2 and 3

The Balloon
Payment

and

The Cash Value

The balloon
payment
(Figure 2)

The balloon payment on the note is calculated on a standard financial calculator as
follows:

e Enter the number of monthly payments [ 60 |E 1
e Enter the monthly interest rates [10%|I| ], or [10/12|I|],
e Enter the amount of the note’s remaining principal [S60,000 ]

 Enter the amount of the payment [S600 . This will be displayed as a
negative.

* Request the final/balloon payment of principal due on the note [|FV|]. $52,256.29
is due with the 60" payment.

Retain the entries from Figure 2 above and make the following subtitutions to compute
the discount neccessary to receive the desired 18% yield:

* Enter the desired yield [ 18% [g] [{]I-

® Request the note’s present cash value [ ]. The present cash value of the note
is $45,016.45.

Due to discounts, the actual final/balloon payment amount on a note is often
greater than the note's present cash value. When the difference is significant,
a carryback seller avoids a discount entirely by borrowing against the note,
using it as collateral, called hypothecation. Thus, the seller retains the right
to receive the final/balloon payment.

Occasionally, investors erroneously perceive a collateral loan as a purchase
of the note’s monthly payments, a flow of cash. This type of transaction does
not occur, no matter the documentation. The holder of a note cannot sever
payments from the principal of the note and separately sell payments to
an investor. It is the note which the borrower assigns as collateral, not its
interwoven, inseparable parts. On a default in payments, it is the principal in
the note that the lender recovers, not the payments.

Before an investor calculates the discount to set the price they will pay for a
note, the investor needs to:

* calculate the amount of the final/balloon payment due on the note;
and

+ settheyield sought on their investment in the trust deed note.

Consider an investor who investigates a carryback note which is offered for
sale. The note has a remaining principal balance of $60,000, an interest rate
of 10%, monthly payments of $600, and a final/balloon payment due in five
years.

Before purchasing the note, the investor needs to establish the amount of the
final/balloon payment.



Chapter 6: Evaluating the carryback note 61

The entries in Figure 2 are used to calculate the final/balloon payment. [See
Figure 2]

Continuing with our previous example, the investor wants an 18% yieldon  The cash value
their investment in the $60,000 trust deed note, not the interest rate stated .

on the face of the note. The entries in Figure 3 establish the cash value the (Flglll‘e 3)
investor will pay to acquire the note. [See Figure 3]

Most trust deed notes offered for sale to trust deed investors are carryback Cha pter 6
mortgages created to finance the sale of real estate. Summ ary

A discount on the sale of a carryback mortgage is demanded by investors
when it is necessary to deliver the investor a market-level yield. The
market rate of interest sought by investors in second mortgages is
influenced by the risks of loss and management requirements of
holding a junior mortgage.

Trust deed investors who invest in second mortgages demand a yield
on their investment which is higher than either the current short- or
long-term rates.

The cash value paid by a trust deed investor to purchase a second
mortgage is viewed as a percentage of the principal balance remaining
onthenote.Thus,theamountofadiscountisinfluenced by the exposure
of the investor's capital to the risk of loss arising out of uncertainties.

As an installment sale, carryback financing produces the financial
benefit of a deferred tax liability. The savings in reduced overall income
taxes the seller will experience by deferring the profit tax liability on an
enlarged profit and reporting interest income on a below-market rate
on the carryback mortgage is additional compensation for providing
the financing.

When the equity remaining in the secured property over and above
the amount of the carryback note is unacceptably small, the note’s
cash value paid by a trust deed investor is adversely affected. Thus, an
insufficient LTV for a note secured by real estate causes an investor to
further discount the note to cover the additional risk of loss of the note’s
principal due to a deficiency in the property’s value in the event the
trust deed investor needs to foreclose.
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deficiency
hypothecate

installment sale

long-term rate

note rate

short-term rate

yield
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Chapter

The promissory note

After reading this chapter, you will be able to: Learning

+ understand the function of a promissory note;

« identify the different types of promissory notes and debt
repayment arrangements; and

+ determine the relationship between a promissory note and a trust
need.

Objectives

adjustable rate mortgage installment note Key Terms
(ARM)

all-inclusive trust deed (AITD)
note Ieconveyance

promissory note

Applicable Federal Rate (AFR) shared appreciation mortgage
balloon payment straight note

graduated payment mortgage usury

Most real estate sales hinge on financing some portion of the purchase price,  Evidence of
stated as a contingency to the buyer's closing of escrow. In these purchase- h

assist mortgage financing arrangements, a lender funds the buyer’s purchase the debt
price.

In exchange for receiving the mortgage, the buyer promises to pay a sum of
money to the lender either in:

* installments; or

+ asingle payment at a future time.



64 Creating Carryback Financing, Fifth Edition

Sidebar

Buyer or
borrower?

promissory note
A document given
as evidence of a debt
owed by one person
to another. [See RPI
Form 421 and 424]

installment note

A note calling for
periodic payments of
principal and interest,
or interest only, until
the principal is paid in
full by amortization

or a final balloon
payment. [See RPI
Form 420, 421 and 422]

The
promissory
note

straight note

A note calling for the
entire amount of its
principal to be paid
together with accrued
interest in a single
lump sum when the
principal is due. [See
RPI Form 423]

RPI uses both the term “buyer” and “borrower” in this material depending on the fact
situation presented. Buyer describes a person involved in the purchase of real estate.
Borrower describes any person who promises to repay a loan which funds the purchase
or refinance of real estate. When acquiring ownership of a property, a person acts both
as a buyer and a borrower. In these instances, we use the term most reflective of the
person’s role with others (seller or lender) in the transaction.

In an installment sale, the buyer makes payments to the seller under a
carryback financing arrangement negotiated in a purchase agreement.

In either arrangement, the promise to pay the debt created by the funds
advanced or property conveyed is set out in a written document called a
promissory note. A promissory note is a document given as evidence of a
debt owed by one person to another.

To be enforceable, the promissory note needs to be signed by the buyer, also
known as the borrower, debtor or payor. On closing the sale, the buyer's
note is delivered to the lender or carryback seller, called the payee.

A note may be secured or unsecured. A secured note is a note evidencing
debt which is backed by an asset, known as the security, also called
collateral. The note is attached to property as a lien on title through the use
of a security device.

If the note is secured by real estate, the security device used is a trust deed,
commonly called a mortgage. When secured, the debt evidenced by the
note becomes a voluntary lien on real estate described in the trust deed that
references the note.

Notes are categorized by the method for repayment of the debt. Thus, they
are either:

+ installment notes;or

» straightnotes.

An installment note calls for periodic payments of principal and interest, or
interest only, until the principal is paid in full by amortization or a final/
balloon payment.

The two major variations of the installment note are the:

¢ interest-included notes [See Form 420 in Chapter 8]; and
* interest-extra notes. [See Form 422 in Chapter 8]

1 Calif. Code of Civil Procedure §1933
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The interest-included installment note is the most commonly used note for
real estate financing. Interest-included installments notes are the standard
for consumer mortgage financing.

An interest-included installment note produces a schedule of constant
periodic payments which amortize the principal. In doing so, the constant
amount of scheduled payments contains diametrically varying amounts of
principal and interest from payment to payment. With each payment, the
amount of principal reduction increases and the amount of interest paid
decreases. [See Form 420 in Chapter 8]

Each payment is applied first to the interest accrued on the remaining
principal balance during the period between payments, typically a month.
The portion of the payment remaining is applied to reduce the principal
balance. Interest accrues on this reduced principal amount for the next
payment.

Interest-included installment notes are paid off through:

+ constant periodic payments of principal reduction until the principal
has been fully repaid, a process called amortization; or

+ a period of constant installment payments followed by a final lump
sum payment of principal, called a final/balloon payment, on a due
date specified in the note.

However, final/balloon payments on consumer mortgages are only allowed
under the general ability-to-repay (ATR) rules or small creditor balloon
qualified mortgage (QM) rules.

Interest-extra installment notes call for a constant periodic payment of
principal on the debt. In addition to the payment of principal, accrued
interest is paid separately, typically together with payment of the principal
installment.

The principal payments remain constant until the periodic principal
reductions fully pay the principal or a due date calls for a final/balloon payoff
of principal. After each payment of principal, future interest is calculated as
accruing on the remaining balance, decreasing the interest payment. [See
Form 422 in Chapter 8]

Thus, unlike an interest-included note with constant periodic payments, the
amount of each scheduled payment of principal and interest on an interest-
extra note declines in amount from payment to payment.

For example, the first payment of interest is based on the entire original
unpaid balance of the interest-extra note. The second interest payment will
be on the principal amount remaining after the principal reduction resulting
from the first payment. To set the amount of each periodic payment, the
accrued interest due to be paid with each principal payment is recalculated
foreach payment until the principal is paid off. This type of payment schedule
is typically used in land sales transactions.
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Installment
note, interest
included

balloon payment
Any final payment

on a note which is
greater than twice the
amount of any one

of the six regularly
scheduled payments
immediately preceding
the date of the final/
balloon payment. [See
RPI Form 418-3 and
419]

Installment
note, interest
extra
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Straight
notes

Payment
variations

shared appreciation
mortgage

A type of split-rate note
calling for the proprty
owner to periodically
pay interim interest

at a fixed rate, and
when the balance is
due, to further pay the
holder of the note as
additional interest an
agreed fraction of the
property’s increased
value. [See RPI Form
430]

Adjustable
rate
mortgage

adjustable rate
mortgage (ARM)

A variable interest rate
note, often starting out
with an introductory
teaser rate, only to
reset at a much higher
rate in a few months
or years based on a
particular index. [See
RPI Form 320-1]

A straight note calls for the entire amount of its principal together with
accrued interest to be paid in a single lump sum when the principal is due.
Unlike in the installment note variations, a straight note does not include
periodic payments of principal. [See RPI Form 423]

Interest usually accrues unpaid and is due with the lump sum principal
installment. Thus, this form of real estate financing is sometimes referred to as
a sleeper trust deed. Occasionally, the accruing interest is paid periodically
during the term of a straight note when principal is not due for a year or two.

The straight note is typically used by lenders or carryback sellers to evidence
short-term debt. Straight notes are rare in real estate transactions since most
mortgages are long-term debts. However, straight notes are used to evidence
short-term real estate obligations, like bridge loans used to purchase a
property when the buyer’s funds needed for closing will not be available
until later.

Even if a bridge loan is a consumer mortgage secured by a one-to-four unit
residential property, it is not subject to ATR rules if the term is 12 months or
less.?

A note with a fixed interest rate, commonly called a fixed rate mortgage
(FRM), provides the classic method for calculating interest that accrues on
principal. With an FRM, the interest rate remains fixed for the life of the
mortgage.

However, variations on the interest rate and repayment schedules contained
in the installment and straight notes are available to meet the special needs
of the lender and borrower. Variations include the:

+ adjustable rate mortgage (ARM);
+ graduated payment mortgage (GPM);
+ all-inclusive trust deed (AITD) note; and

- shared appreciation mortgage (SAM).

The ARM, as opposed to an FRM, calls for periodic adjustments to the interest
rate. In turn, the amount of the scheduled payments fluctuates with each
interest rate adjustment based on the original amortization period of the
note. The interest rate adjusts based on movement in an agreed-to index,
such as the Cost of Funds Index (COFI) for the 11th District Federal Home
Loan Bank. [See Chapter 16]

Editor'snote—Chartsofthe COFI andotherindexesused for ARM adjustments
are available with updated figures at realty publications.com/charts.

The ARM interest rate formula delivers greater revenue to the mortgage
holder when short-term interest rates trend upward above the initial note
rate on origination. With an FRM, the lender’s yield (and the borrower’s
monthly payment) is constant for the full term of the mortgage.

2 12 CFR §1026.43(a)(3)(ii)
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When an interest rate adjustment occurs, the note’s repayment provisions
call for an increase or decrease in the monthly payment to maintain the
original amortization period. In the interest rate cycle of rising short-term
rates, if the amount of the original monthly payment is not adjusted to reflect
an increase in the amount of interest due at the adjusted rate, one of two
things happens:

+ the amortization period is extended; or

+ the principal balance owed increases when the amount of
interest accruing exceeds the monthly payment, called negative
amortization.

For consumer mortgages, negative amortization is only allowed under the
general ATR rules, and is not allowed under QM rules.

With a GPM, payments increase periodically by predetermined amounts
until the payment fully amortizes the principal over the remaining life of
the mortgage without a further increase in payments, the interest rate on the
note being fixed. GPMs are in demand when interest rates or home prices rise
too quickly and ARMs are disfavored by the buyer. The graduated payment
schedule allows buyers time for their income to increase and cover mortgage
payments when they reach the level that will fully amortize the principal
without a further graduation in payments.

For example, a borrower takes out a GPM. The initial low monthly payments
on origination are less than the interest that accrues on the principal balance.
The payments are gradually increased over the first three to five years of the
mortgage until the payment amortizes the principal over the remaining
term.

However, the monthly interest accrued and remaining unpaid each month
is added to the principal balance. This results in negative amortization since
the principal is increasing rather than decreasing with each payment. Thus,
the negative amortization causes the unpaid interest to bear interest as
principal, called compounding.

The AITD variation of a note is common in carryback transactions. The AITD
note, also known as a wraparound or overriding note, typically calls
for the buyer to pay the carryback seller constant monthly installments of
principal and interest. The carryback seller then pays the installments as
they become due on the underlying (senior) mortgage, generally out of the
payments received on the AITD note. [See Chapter 14]

AITDs become popular in times of recession and rising mortgage rates due to
tight credit.

graduated payment
mortgage

A mortgage providing
for installment
payments to be
periodically increased
by predetermined
amounts to accelerate
the payoff of principal.

Graduated
payment
mortgage

All-inclusive
trust deed
note
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Shared
appreciation
mortgage

Applicable Federal
Rate (AFR)

Rates set by the
Internal Revenue
Service for carryback
sellers to impute and
report income at the
minimum interest
when the note rate on
the carryback debt is a
lesser rate.

Financial
aspects

all-inclusive trust
deed (AITD) note

A note entered into by
the buyer in favor of
the seller to evidence
the amount remaining
due on the purchase
price after deducting
the down payment, an
amount inclusive of
any specified mortgage
debts remaining

of record with the
seller retaining
responsibility for their
payment. Also referred
to as a wraparound
mortgage or overriding
mortgage. [See RPI
Form 421]

Interest rate
limitations on
mortgages

The SAM repayment schedule variation is designed to help carryback
sellers attract buyers at lower prices during times of tightening mortgage
money conditions. The SAM, a type of split-rate note, calls for the buyer
to periodically pay interim interest at a fixed rate, then when the principal
balance is due, to further pay the mortgage holder additional interest
calculated as a fraction of the property’s increased net value since origination.
[See Form 430 accompanying this chapter]

Under a SAM note, the buyer pays an initial fixed interest rate, called a floor
or minimum rate. The floor rate charged is typically two-thirds to three-
fourths of the prevailing market rate, but not less than the Applicable
Federal Rate (AFR) for reporting imputed interest.

In return, the carryback seller receives part of the property’s appreciated
value as additional interest, called contingent interest, when the property
is sold or the carryback SAM is due.

A note documents the terms for repayment of a mortgage, including:

« the amount of the principal to be paid;
+ theinterest rate charged on the remaining principal;
+ the periodic payment schedule; and

+ any due date.

For carryback mortgages, the dollar amount of the note depends on whether
the carryback is evidenced by:

* an AITD note; or

+ aregular note.

Using an AITD note to evidence a carryback debt always results in a greater
face value than structuring the carryback using a regular note. The AITD note
includes the principal amount remaining unpaid on the existing mortgage
encumbering the property and the amount remaining unpaid on the seller’s
equity in the property after the down payment.

In contrast, a reqular note in the same scenario is for the amount of the
unpaid portion of the purchase price remaining after deducting the down
payment and the principal remaining unpaid on the mortgage taken over
by the buyer.

For consumer mortgages made by a lender or non-exempt carryback seller,
ATR rules require establishment of the borrower’s ability to repay the
mortgage. While setting the payment amount does not impose interest rate
limitations, the ATR rules set the maximum monthly payment the borrower
is qualified to pay on the consumer mortgage based on their debt-to-income
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Form 430
SHARED APPRECIATION NOTE
é instaliment — Contingent Inkere=t Extra Shared
Prepared by: Agent Phone Appreciation
Broker Email
Note
§ , dlaitsd i) &t , Callornia.
Memsz loft blank or inchecked ane nol applicable.
1. Ininstaliments, | promise io pay to . 83 the Payse , of cnder, Page 1of2
at :
11 wesweno ________  DOUARS
1.2 with i 5t from .20 . ‘on unpaid principal,
13  at the rate of % per annum, plus any contingant inenest provided for below.
2. Principal and irmerest payable in inslalments of § , B IPeE,
21 onthe day of every month  quarter  year, beginning on the day
of
232 and continuing wntl .20 , when the principal is due and payable.

3. CONTINGENT INTEREST:

3.1 Contingent inberes! shall be due on any of the following events:

a.  matuity of he nobe;

b. resale of the property;

o prepayment of the nole; of
d. scceleraion of the nole.

32 Contingent inberes! shal be payable only from the nel appreciated value of the secured propery.

33 Contingenl interes! is compuled as follows:

a. % of the net appreciated value of the property when the conlingent interest ia due; of
b % annually on the onginal nobe amount, compounded annually al the aggregate nole rabe uns
tha contingent interest is paid.
4. MNET APPRECIATED VALUE:

4.1 The netl appreciated value is the Ter markel value of the property when the contingen! inberest i due, less
Payor's origingl  acquisition costs, the wvalue of addiional capital improvements made by
Payor, and customary resale costs including a brokerage fee.

432 Payors onginal acquisiton cost of the propery includes the tolal purchase price, plus CUSIOMAry BECROW
and recording fees, fite ingurance premiums, notary fees, legal fees, crodit report fees, appraisal foes,
broker fees, loan origination or assumption fees, inspection fees and all other customary costs incurred in
acquiring the security,

a. Payor musl document the abave costs within two manths afler dose of escrow by delivaning their sserow
closing statement and olher supporting documents 1o Payee.
5. FAIR MARKET VALUE:
The fair market value of the property shall be determined as folows:
51 Whomhcrwwrhsrisnmmmwld by appraisal on the following maethod:
mgnr to obtain and pay the costs of an appraisal of the propery value prepansd hr.‘l cartified residential
wstate appraisar within three months prhor to paymaent of the contingent interest

52 On resale of the property, the sales price shall be deamed the fair manket value, unless Payes coniesis
the sales price in writing within 10 days after receipt of written notification of the sale from Payor,
If Payes conlesls the sales prce, fair markel value will be the greater of the sales prica or the amount
determined by appraisal undar Section 5.1,

53 Payor and Payes may at any time establish the fair marost value by mutual agresment.

B ADDITIOMAL CAPITAL IMPROVEMENTS:

Payor may have the valee of capital improvements added to his cosl of the property by mailing fo

Payes a cost breakdown for approval prior to undertaking the improvement. if approval ks withbeld, the value of

capital improvements shall be determined by appraisal ab the tme of improvement under Section 5.1,

.............. - RGE CNE OF WO — PORM ) — — — — — — — = = = — = —— — -

(DTI) ratio. In turn, when the maximum qualifying payment is coupled
with the interest rate charged, the result sets the limit for the amount of
principal debt the borrower may incur in the transaction.?

In addition, California’s usury law limits the interest rate on non-exempt usury

real estate loans to the greater of: A limit on the lender’s
interest rate yield on
* 10%; or nonexempt real estate
loans.

+ thediscountrate charged by the Federal Reserve Bank of San Francisco,
plus 5%.4 [See Chapter 23]

3 12 CFR §1026.43(a)
4 Calif. Constitution, Article XV
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Form 430

7. PREFPAYMENT: (check one of

T For cwner-occupied, one-io-four residential units: If Payor voluntarlly or involuntanly pays in any

Appreciation 12-manth period within five years afler orginaion an amount in excess of 20% of the onginal principal

amount of the nole before it is due, & prepaymant penalty is due in the amount of skx months' advance

Not inlenest on the amount prepaid in excess of 20% of the onginal principal balance amount, except as
ote prohibited by kEw on the use of any due-on clause,

T2 For all olther residential and nonresidential property: Privilege s reserved 1o prepay all or part of this nobe
at any time by paying principal, sccrued inferest, and six months’ uneamed interest,
8. LATE PAYMENT:
If any installment payment wnder this note i not paid within days after its due dale, a late charge of
-] shall be incured by Payor and be due and payable upon Payee's demand.
9. BALLOONFIMAL FAYMENT NOTICE:

This note s to contain the following ballcon payment notice provision (mandatory on sales of four-or-less
residential units); This MNote is subject 1o Section 2986 of the Civil Code, which provides that the holder of this note
shall give writben notice 1o the trusior, o his Sucoessor in interest, of presorbed information at least 90 days and
nat mona han 150 days before any balloon payment i duea.

10. GENERAL PROVISIONS:
10.1 Any unpasd intaresi shall ba addad o the principal and therealber baar intares! as the principal.

10.2 Should dedaull oocur on any instalimeant of principal or inderest when dua, then tha whole sum of principal
and interes! shall be due al the opion of Payes,

10.3 In any action to enforce this agreement, the prevaling party shall receive afomey lees.
10.4 Principal and inlerest payable in laadful money of the United Stales of America.
10.5 This nole is secwred by a DEED OF TRUST.

Page 2 of 2

Payor's Mame: Payor's Mame:
Payor's Signature: Payor's Signature:

Paryors Mame: Payor's Name:

Payors Signature: Payors Signature:

FORM 430 Qz-18 S2018 RP| — Realty Publications, Inc., P.O. BOX 5707, RIWVERSIDE, CA 82517

Usury laws apply only to a loan of money or the forbearance of payment
on a money loan.s

Seller carryback notes are not money loans. Rather, they are installment
sales that extend credit for payment of the price on a sale. Thus, they are not
covered by usury law.’

A loan, if not exempt, is usurious if the note rate exceeds the ceiling rate
on the day the note is entered into. Further, other benefits received by the
lender may make a loan usurious when the terms on the face of the note are
not usurious. [See Chapter 23]

Importantly, real estate loans made or arranged by a real estate broker are
exempt from the state usury restriction.

The trust [nmost carryback transactions, the buyer gives the seller a trust deed lien on
the real estate sold as security for payment of the portion of the price left to
deed e paid. [See Chapter 10]

5 Calif. Const. Art. XV §1
6 Boernerv. Colwell Company (1978) 21 C3d 37
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The trust deed is recorded to give public notice and establish priority of the
seller’s security interest in the property.’

A trust deed without a monetary debt is worthless since it secures nothing as
a lien to the property described. Although the note and trust deed executed
by a buyer in favor of a lender or seller are separate documents, a trust deed
is only effective when it provides security for an existing promise to pay or
perform any lawful act that has a monetary value®

Though they are separate documents, the note and trust deed for the same
transaction are considered one contract to be read together.*

When a debt secured by a trust deed lien on real estate has been fully paid,
the lien is removed from title.

To release the lender’s trust deed lien from the real estate, a process called
reconveyance, the trustee under the trust deed needs to:

+ obtain the original note from the lender; and

« complete a request for reconveyance.*

If the lender or the trustee fails to reconvey the security interest after full
payment, either may be subject to:

+ acriminal fine of $400; and/or

+ six months’ imprisonment.**

7 Monterey S.P. Partnership v. W.L. Bangham, Inc. (1989) 49 C3d 454
8 Domarad v. Fisher & Burke, Inc. (1969) 270 CA2d 543

9 Calif. Civil Code §1642

10 CC82941

11 CC8§2941.5

Satisfaction
of the debt

reconveyance
A document executed
by a trustee named in
a trust deed to release
the trust deed lien
from title to real estate,
used when the secured
debt is fully paid. [See
RPI Form 472]
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Chapter 7
Summary

Chapter 7
Key Terms

A promissory note is a document given as evidence of a debt owed by
one person to another. To be enforceable, the promissory note needs to
be signed by the payor and delivered to the lender or carryback seller
on closing the sale.

A note may be secured or unsecured. If the note is secured by real estate,
the security device used is a trust deed, commonly called a mortgage.
When secured, the debt evidenced by the note becomes a voluntary
lien on the real estate described in the trust deed that references the
note. Even though they are separate documents, the note and trust
deed are for the same transaction and are considered one contract to be
read together.

Notes are categorized by the method for repayment of the debt as
either installment notes or straight notes. The installment note is used
for debts paid periodically in negotiated amounts and at negotiated
frequencies. A straight note calls for the entire amount of its principal
to be paid together with accrued interest in a single lump sum when
the principal is due.

An interest-included installment note produces a schedule of constant
periodic payments which amortize the mortgage principal. Interest-
extra installment notes call for a constant periodic payment of principal
on the debt. In addition to the payment of principal, accrued interest
is paid separately, typically concurrent with payment of the principal
installment.

Variations exist on the interest rate and repayment schedules contained
in installment and straight notes, including the:

+ adjustable rate mortgage (ARM);

+ graduated payment mortgage (GPM);
+ all-inclusive trust deed (AITD); and

+ shared appreciation mortgage (SAM).

California’s usury law limits the interest rate on non-exempt real estate
loans to the greater of:

* 10%; or

« the discount rate charged by the Federal Reserve Bank of San
Francisco, plus 5%.

When a debt secured by a trust deed lien on real estate has been fully
paid, the lien is removed from title, a process called a reconveyance.

adjustable rate mortgage (ARM) Pg. 66
all-inclusive trust deed (AITD) note Pg. 68
Applicable Federal Rate (AFR) Pg. 68
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balloon payment Pg.
graduated payment mortgage Pg.
installment note pPg.
promissory note Pg.
reconveyance Pg.
shared appreciation mortgage Pg.
straight note Pg.
usury Pg.
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Chapter

Basic provisions in
trust deed notes

After reading this chapter, you will be able to: Learning
. leii)rll;fg:}?: Ejﬁ;&gﬁ;’fﬂ;ﬁlﬁ ;rrl:vlilsci)z; in a note; and ObleCt“’es
+ understand how a note is coupled with a trust deed to become
secured by a lien on real estate.
acceleration hypothecate Kev T
accrual note imputed interest rate ey 1erms
add-on note interlineation
allonge nonrecourse mortgage
consumer mortgage note
exculpatory clause Ieinstatement

grace period

Anote,commonly called a promissory note, needsto contain the following Minimum
provisions to be enforceable:

elements for

+ theinterest rate charged on the principal; a note to be
+ the schedule for repayment of the debt; and enforceable

+ whois responsible for repayment.

« the amount of principal owed;
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note

A document, often
secured by a trust

deed on real estate,
evidencing an
obligation to pay
money to a creditor,
usually a lender or
carryback seller. [See
RPI Form 421 and 424]

consumer mortgage
A debt incurred
primarily for personal,
family, or household
purposes and secured
by a parcel of real
estate containing
one-to-four residential
units.

Identification
of the note

Creating Carryback Financing, Fifth Edition

The note is not the debt itself. Rather, the note is evidence of the existence of
a debt created by an underlying agreement to pay money. To be enforceable,
the terms spelling out the repayment of a debt need to be definite and
certain. [See Form 420 accompanying this chapter]

The typical note secured by real estate provides for installment payments
of principal and interest (PI). Payments are usually based on a debt
amortization schedule.

Occasionally on land sales, the terms for repayment of a debt call for
principal to be paid in installments with accrued interest paid in addition to
the principal installment. [See Form 422 accompanying this chapter; see RPI
Form 168]

A note also provides a checklist of the minimum fundamental elements of a
debt which need to be agreed to for the note to be enforceable.

The following analyses and instructions are for the preparation and use of
RPI (Realty Publications, Inc.) Form 420, Note Secured by Deed of
Trust - Installment - Interest Included. It is designed for use by real
estate brokers, their agents and escrow officers when documenting a debt
created by a purchase agreement, loan agreement or escrow instructions.

Editor's note — If a mortgage on a one-to-four unit residential property
funds a consumer purpose such as the acquisition of a buyer’s family home
or vacation home, it is classified as a consumer mortgage. Consumer
mortgages are controlled by the federal Truth-in-Lending Act (TILA)
and Regulation Z (Reg Z). Any real estate licensee making or arranging a
consumer mortgage for a fee is required to have a mortgage loan originator
(MLO) endorsement on their California Bureau of Real Estate (CalBRE)
license.’

When a note is prepared for a debt to be secured by real estate, a trust deed is
also prepared to impose a lien on the real estate for the amount of the debt
evidenced by the note. The note is signed by those who agree to repay the
debt, called the payors.

The numbers on the following instructions correspond to the numbers given
provisions in Form 42o0.

The dollar amount of the debt is entered at the top left corner of the note for
identification and reference purposes only.

Additionally and separately, the actual principal amount of the debt to be
paid appears:

« inthe body of the note at §1.3;

+ by endorsement; or

+ inanallonge.

1 Calif. Business and Professions Code §10131.1(b); 12 Code of Federal Regulations §1026.36
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The principal amount of the debt promised to be paid may be different from
the dollar amount entered to identify the note. The differing amounts are
generally due to adjustments and prorations made to the principal debt at
the close of escrow on the transaction creating the debt. The dollar amount
entered to identify the note remains unchanged since it is for identification
purposes and not for setting the amount of the debt promised to be repaid in
§1.3.

The dollar amount entered at the top of the note for identification purposes
is also entered in the note’s trust deed to cross reference the note. On closing,
the debt becomes secured by the real estate described in the trust deed.

Consider a trust deed securing a debt which makes reference to a note “of
same date” to the identification date of the trust deed. In this scenario, the
identification dates in the top of the note and trust deed are identical.

However,ifthetrustdeedisnot prepared onthesamedateastheidentification
date for an existing note, the words “same date” are stricken from the trust
deed and the date of the note is entered to identify the note secured by the
trust deed. This activity is called interlineation. [See Form 450 in Chapter
10]

The Iocation where the note is prepared is also entered at the top of the note,
again for identification purposes only. The location of preparation may differ
from the place the payments on the debt are to be made as called for in §1.2.

The entries for the dollar amount, date and city are used when referencing
the note. Identification of the note is required on the note’s trust deed or on a
later assignment of the note and trust deed.

The person signing the note, called the debtor and entitled the payor, needs
to receive something of value in exchange for their promise to pay given
in the note. In the context of real estate finance, the consideration for the
promise to pay is the money lent or property sold on credit to the borrower.

The words “for value received” is boilerplate wording for the borrower’s
acknowledgement of their receipt of consideration given by the lender (in
the form of money) or carryback seller (in the form of property) in exchange
for the borrower’s promise to pay. A note is unenforceable by its holder
unless valid consideration is given to the borrower in exchange for signing
and handing over the note, a process called execution of the note.’

Theborrower promises to pay the debt owed to the mortgage holderaccording
to the terms for repayment memorialized in the note. Payments are made
on an installment basis, occasionally including a lump sum installment as a
final/balloon payment.

2 Doriav. International Union, Allied Industrial Workers of America, AFL-CIO (1961) 196 CA2d 22; Calif. Commercial Code §3303

Additional
identification

interlineation

The process of
modifying boilerplate
wording in a form by
inserting additional
language between the
printed lines.

1. Consideration
for the note



78

hypothecate

To pledge a thing as
security without the
necessity of giving
up possession of it. To
mortgage a property.
[See RPI Form 242]

nonrecourse
mortgage

A mortgage subject to
anti-deficiency laws
which do not permit
the mortgage holder
(lender or carryback
seller) to pursue a
borrower to collect any
loss due to a deficiency
in the value of the
secured property on
foreclosure or a short
payoff.

exculpatory clause
A provision in a note
secured by a trust
deed which converts
arecourse debt into
nonrecourse debt

to bar recovery by
amoney judgment
against the borrower.
[See RPI Form 418-5]

1.1
Identification
of the lender
or carryback

seller
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An unconditional promise to pay is essential for the note to be negotiable
by the carryback seller — transferable on the sale of the note by assignment.

A promise to pay is considered unconditional, unless the promise states:

+ acondition to payment exists;
+ the promise is governed by another contract; or

+ the rights and obligations concerning the promise are contained in
another contract.3

The note needs to be negotiable if the seller is to sell or borrow against the
note and trust deed, called hypothecation or collateral assignment.*

However, the borrower’s promise to pay on a note secured by a trust deed
may or may not be enforceable against them personally. When a borrower
defaults on a nonrecourse mortgage, the promise to pay money is only
enforceable by foreclosure on the real estate. A mortgage is nonrecourse
when it funds:

« abuyer-occupant’s purchase of a one-to-four unit residential property;
+ acarryback note secured solely by the real estate acquired;

+ a carryback note with a lien on other property in addition to the
property purchased with the inclusion of an exculpatory clause in
the note; or

« arefinance or subsequent refinance of a purchase-assist mortgage if no
new principal is advanced or equity cashed out.s

As a nonrecourse mortgage, the debt is not enforceable against the borrower
since a money judgment on the debt is barred. [See Chapter 18]

The unconditional promise to pay is made by the payors to a specific person
or persons, known as the payee.

The nameofthe lender or carryback seller is entered in the note asa condition
of enforceability, unless their identity is apparent from their later conduct by
their receipt and acceptance of payment.®

The words “or order” immediately follow the name of the payee (the lender
or carryback seller). These words alone allow the lender or carryback seller to
assign the note to others. The borrower not only promises to pay the payee,
but the words “or order” extend this promise to whomever the payee assigns
the note and trust deed. [See RPI Form 445]

The “or order” provision also allows the payee to designate someone to
collect payments and service the note (and trust deed) on their behalf, called
contract collection. [See RPI Form 237]

Com C §3106

Com C §3104

Calif. Code of Civil Procedure §580b

Schweitzer v. Bank of America N.T. &S. A. (1941) 42 CA2d 536

o n oA W
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The note needs to specify the place where payment will be made, usually the
city or county in which the payee lives or conducts business.

If the place of performance (delivery of the payments) is not clear, the
location of the payee is the appropriate place for performance.

For litigation concerning the terms of the note, the place of performance
determines the proper court for the dispute, called venue, when:

« the note is unsecured and in default, or

+ the note evidences a recourse debt which was secured by a trust deed
that has been eliminated from title by the foreclosure of a senior
mortgage.

When a lawsuit involves the real estate securing the note, such as a judicial
foreclosure or receivership action, the location of the real estate, called
situs, determines the county where the action will be filed, not the place of
performance where the payments are sent.’

Thus, if the action only involves a dispute over the terms of the note, not
the trust deed, then the place of performance or the location of the payee is
considered a proper venue.®

When the dollar amount of the principal debt is not stated in the body of
the note, by endorsement or in an allonge, the note is unenforceable due to
the uncertainty of the amount due. Also, a note which does not specify the
dollar amount of the debt is nonnegotiable.?

Occasionally, the dollar amount entered on the note for identification and
the amount of the principal debt to be repaid at §1.3 are not the actual
amounts of the debt incurred. Here, the actual principal amount of the debt
differs from the dollar amounts entered on the note due to adjustments and
prorations in the escrow creating the note.

If the amount has been previously entered at §1.3 but does not ultimately
reflect the correct principal amount to be paid at time of closing, then the
actual principal amount of the debt needs to be entered on the back of the
note by endorsement or attached to the note in an allonge.

To avoid confusion about the principal amount of the debt incurred, escrows
generally prepare a note which is signed before the debt amount is entered
at §1.3 in the body of the note. In this situation, escrow is instructed to enter
the actual principal amount of the debt in the body of the note at §1.3 at the
close of escrow when the amount is known.

The dollar amount entered to identify the note at the time of preparation is
not altered at any time as it is used primarily to reference the note in the trust
deed created to secure the debt.

7 CCP§392
8 Dawson v. Goff (1954) 43 C2d 310
9 ComC§3104
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1.2 The
place of
performance

1.3 The
amount of the
principal debt

allonge

An attachment to

a note occurring
between preparation
of the note and closing
the transaction
providing information
necessary to update
entries on the note at
the time it becomes
effective. [See RPI
Form 250]
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Form 420

Note Secured

by Deed of
Trust — Interest
Included

1.4 The date
interest begins
to accrue

NOTE SECURED BY DEED OF TRUST
ﬁ Installment — Inerest Included
Prepared by: Agent Phane

Broker Email

MNOTE: This form is wSed by a loan broker or escrow officer when onginating & mongage with a kender or carryback salier,
10 evidence the debt owed by the bormower of buyer on lerms calling for installment paymants of principal and interest.

H dated .20 . | . Calfornia.
1. In instalments, for value recihed, 1, jointly and Severally, promiss o pay 1o
14 . 85 the Payes, or order,

12 at_ ,
13 the sum of DOLLARS,
14 with interest from F.i] on unpaid principal
15  atithe rede of % PRI BOAUM.

L. Principal and inberest payable in instaliments. of DOLLARS, or mona,
21 onthe day of every ~ mongh, T quanier, © year,
22 beginning on ihe dhary o .20 )
23  and continuing untl 0 . whan tha principal is due and payable.

24  Principal and interes! payable in lawlul money of the United States
25 Each payment is 0 be credited first on inlerest than due and the remainder on princpal.

3, On default in payment of any installment when dus, the whole sum of principal and inerest may be called immediabety
due at the option of the Nole holder

5. In any action 1o enforce this Mobe, the prevaiing pary will recaive attormey fees.

6. This Note is secured by a DEED OF TRUST.
T. See attached Sigrature Page Addendum. [RP1 Form 281)

Fayor's Name: Fayor's Name;
Sigrature Signature
Payor's Name: Payor's Mame;
Sagnature Signatura
FORM 420 0311 €208 RPl — Realty Publications, Inc,, P.O, BOXY 5707, RIVERSIDE, CAS2517

A rate of interest does not need to be charged to make a note enforceable. If
any interest is charged, which is generally the case, the note sets the date it
will begin to accrue on the principal debt.

Usually, interest begins to accrue on the date escrow closes. However, at the
time the noteis prepared, the date escrow will actually close is not yet known.

If the exact date interest is to begin to accrue has not been set by prior
agreement, the space for the date interest is to commence is left blank when
the note is prepared. Escrow is then instructed to fill in the date when closing
occurs, or correct the date by endorsement or an allonge.


http://journal.firsttuesday.us/?ddownload=50700
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The note specifies the annual interest rate charged by the lender or carryback
seller.

However, when an interest rate is not set forth in the note and the payment
becomes delinquent, interest will accrue at the legal rate (7%) after the due
date for payment of the principal.*®

A lender or a carryback seller does not need to charge any rate of interest at
all, in which case the rate of interest entered is zero. However, the carryback
seller will reportinterestincome atan imputed interestrate, the Applicable
Federal Rate (AFR) for the note, when the rate they charge is less than the
AFR. When interest is imputed, the principal amount of the note is reduced
and allocated to interest for the seller’s tax reporting purposes only. The
borrower and the note are unaffected by the seller's handling of the taxes.”
[See Chapter 25 and 26]

Also, instead of a fixed interest rate, the parties may agree to a different
method of figuring interest, such as an adjustable rate mortgage (ARM) or a
shared appreciation at maturity (SAM) note. [See Chapter 16]

The dollar amount of each installment of principal and interest is entered in
this section of the note.

Only the amount of the constant regular installments is stated in the body of
the note. Additional amounts of principal only payments, any accrued and
unpaid interest, or a final/balloon payment are entered elsewhere on the
face of the note.

Also, by the terms of the note, the borrower promises to pay installments in
the amount stated, “or more.”

The “or more” clause, unless deleted or restricted by the entry on the note of
other provisions, allows the borrower to prepay a portion or all of the debt at
any time by making principal payments larger than the amount of principal
in regular periodic installments. Other prepayment provisions added to the
note may bar the use of the “or more” clause, or place a dollar penalty on
any payment of additional principal as otherwise allowed by the “or more”
clause.

The lender may charge and enforce a dollar penalty for early payment of
principal, within statutory and case law limitations on penalty amounts, but
only if the penalty is provided for in the note.

However, for consumer mortgages, a prepayment penalty provision may
onlybeaddedtoaqualified mortgage (QM)with a fixed- or step-rate ofinterest.
Here, a prepayment penalty is limited in duration to the first three years of
the mortgage term and in amount by percentage caps. Additionally, a lender

10 Calif. Constitution, Article XV §1; In re Estreito (9th Cir. BAP 1990) 111 BR 294
11 26 United States Code §483
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1.5 The
interest rate
provision

imputed interest
rate

The Applicable
Federal Rate (AFR)
set by the Internal
Revenue Service
(IRS) for carryback
sellers to impute and
report as minimum
interest income a
portion of principal
when the note rate on
a carryback debt is a
lesser rate.

2. The
provision for
installments
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2.1 The
times for
performance

grace period

The time period
following the due date
for a payment during
which payment
received by the lender
or landlord is not
delinquent and a late
charge is not due. [See
RPI Form 550 §4.3 and
552 §4.7]

2.2 The date
of the first
payment

2.3 The date
of the final/
balloon
payment of
principal

offering a consumer mortgage with a prepayment penalty is required to also
offer the borrower an alternative consumer mortgage without a prepayment
penalty.*

When a prepayment provision is added to a note for other than a consumer
mortgage (i.e., for business purposes), the lender or carryback seller may
negotiate for deletion of the words “or more” to prohibit the borrower from
prepaying the note. Thus, the borrower is locked into paying only the agreed-
to installments even though a prepayment provision may exist.

This section of the note sets out the day of the month paymentsare dueand the
period of time between installments. The installment period establishes the
periodic frequency of payments entered as one or more month'’s separation.

Installment payments are typically due on a monthly basis, payable on the
first day of each consecutive month. Thus, the payment period entered on
the note is “consecutive” when the installments are due every month. If they
are due every other month, the period entered is “second,” or “third” if due
quarterly, etc.

A payment becomes delinquent the day after its due date, unless a grace
period is provided by agreement in the note or a governing statute or case.
A grace period extends the time after the due date for the payee to actually
receive the paymentbeforeit becomesdelinquent. Only after the grace period
has run may the payee impose a late charge and commence foreclosure.

The date for payment of the first installment is entered in this section of the
note. Occasionally, the date of the first payment is 30 days after escrow closes.
Alternatively, as with most lenders, payments begin on the first day of the
month first following 30 days after the close of escrow.

To avoid the accrual of more than 30 days interest before the first payment,
escrow is instructed to credit the lender or carryback seller with an interest
adjustment for prepayment of interest accruing for the days between closing
and the end of the month.

Installment payments continue until the note principal is:
+ dueasa final/balloon payment; or
+ paid in full though amortization.

Unless prior agreements call for a final/balloon payment, the note is to
read: “and continuing until paid,” with the word “paid” entered in the space
provided for a date.

12 12 CFR §1026.43(9)
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If afinal/balloon payment has been negotiated, enter the date of its payment.
Often the due date is set as a fixed period of years after the close of escrow. In
this case, escrow is instructed to enter the date of this anniversary when the
closing date becomes known to escrow.

All payments made on a promissory note entered into in the United States,
unless agreed to the contrary, are to be made in United States currency, either

by:
+ cash;
+ check;
+ money order;
« cashier’s check; or

» electronic transfer.

If a foreign currency or other medium of exchange (such as a weight of a
commodity) is to be used, the note needs to provide for it.

The note provides for installment payments to be credited first toward interest
accrued and then the remainder to principal, called an accrual note.

On an accrual note, interest is charged only on unpaid principal. Interest
due is calculated and paid periodically after the interest has been earned
(accrued).

Interest is not prepaid by the terms of an accrual note.

An accrual note differs from an add-on note. Interest on an add-on note is
charged on the original principal amount for the entire term of the mortgage.

The entire amount of interest is then added to the original principal amount
to set the total amount to be paid over the life of the note, payable in equal
monthly installments.

Computation for early payoffs on add-on notes are controlled by the Rule
of 78, an expression referring to a method of calculating yearly interest. The
failure of the borrower to timely pay an installment on the note or within the
established grace period allows the mortgage holder to declare the note due,
called acceleration.

The right to accelerate the mortgage balance is exercised by calling the
unpaid principal due. Acceleration does not operate automatically on
the occurrence of a triggering event, namely a material default. Thus,
the mortgage holder acts to call the mortgage by making a demand on the
property owner to pay all sums due.”

13 Green v. Carlstrom (1963) 212 CA2d 240

2.4 Form of
payment

accrual note

An installment note
calling for payments
to be credited first

to accrued interest
with the remainder
to principal. [See RPI
Form 420]

2.5 Interest
accrual

add-on note

A note in which
interest is charged

on the original loan
amount for the entire
term of the loan, then
added to the original
loan amount to set
the total amount of
principal and interest
to be paid over the life
of the note, payable
in equal monthly
installments.

3. A default
provision
triggers a call

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.
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reinstatement

A property owner or
junior lienholder’s
right to reinstate a
mortgage and cure any
default prior to five
business days before
the trustee’s sale by
paying delinquent
amounts due on the
note and trust deed,
plus foreclosure
charges.

4. Additional
provisions

However, a call on a mortgage debt is unenforceable until after a foreclosure
has been commenced and the reinstatement period for curing the default
has expired, unless the breach is incurable by reinstatement.

Incurable breaches include:

« abreach of a due-on clause; or

+ waste which significantly damages the value of the real estate.
A debt secured by a trust deed on real estate allows the property owner up to
five business days before the trustee’s sale to cure the monetary default and

pay the statutorily authorized costs of foreclosure, called reinstatement of
the mortgage.™

A similar reinstatement right exists for notes secured by mobilehomes and
automobiles.’s

However, when the note is secured solely by a security interest in personal
property other than a mobilehome or automobile, the note holder may
accelerate the entire balance due on any default. The terms of the note
allowing the personal-property note holder to call (except in the instance of
mobilehomes and automobiles) do not permit a reinstatement of the note
and no statutory right to a reinstatement period exists.*

Further, when the note is unsecured, the option to accelerate is not restricted.
Any reinstatement permitted needs to be voluntarily agreed to by the note
holder."”

Optional provisions to be considered for use in the note may be negotiated
in purchase agreements, loan agreements, and escrow instructions, such as:

+ additional principal payments;

+ aprepayment penalty [See RPI Form 418-2];

+ late charges and grace periods [See RPI Form 418-1];

« compounding on a default [See RPI Form 418-1];

+ afinal/balloon payment notice [See RPI Form 418-3 and 419];

« extension of the due date [See RPI Form 418-3 and 425];

+ an option for a payoff discount [See RPI Form 418-2];

+ theright of first refusal on the sale of the note [See RPI Form 418-4];

+ reference to a guarantor [See RPI Form 418-5];

+ an exculpatory clause [See RPI Form 418-5]; and

+ governing law. [See RPI Form 418-5]

An all-inclusive provision is added to a note when the remaining balance
of an existing encumbrance on real estate that is sold is included in the

14 Calif. Civil Code §2924¢

15 CC §2983.3; Calif. Health and Safety Code §18037.5
16 Com C §9623

17 Messner v. Mallory (1951) 107 CA2d 377
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Form 422
M A F TRUST
ﬁ Installment Nole — Interest Extra Note Secured by
Frepared by: Agent Phone Deed of Trust —
Broker Email

Interest Extra

NOTE: This foem is used by @ loan broker o escrow officer when criginating & mongage with a kender or carmyback saller,
o evidence the debt cwed on lerms calling for instaliment payments consisting of a fied principal amount logether with
accrund interest

H dabad .20 . Bl Calformia.
1. In instaliments as herein staled, for value received, |, jointly and severally, promise 1o pay 1o
14 a5 the Payes, of order,

12 at .
13  the sumof DOLLARS,
1.4  with intergst fiom L 20 , an urpaid principal,
15 atieraeof % par annum.

2. Inberest payable on the day of every © month, 1 quater, T year,
2.1 begirning on the dary of L 20

3. Principal payable in instalmeants of DOLLARS, or mona,
31  onthe day of each maonth.
32 beginning on ihe dhary o 20
33 and countinung untl 20 when the principal ks due and payable.

4. Principal and inbérest payable in knvful money of the Unibed Stabes,

5. On dedaull in payment of any instalment whan due, the whole sum of principal and inlerest may be called immediabaly
due at the option of the Nobe holder,

7. In any action 1o enforoe this Nobe the prévailing party will receine attomey fees,
8. This Nobe is secured by a DEED OF TRUST
9. [ Ses attached Signature Page Addendum. [RP1 Form 251)

Payor's Nami: Payor's Marme:

Sagnature Signatune

Payor's Nama: Payor's Narma:

Signature Signature

i FORM 422 031 ©2016 RPl — Realty Publications, Inc.. P10, BOX 5707, RIVERSIDE. CAB2517 |

principal of a carryback note secured by a second trust deed on the property.
In this case, payments on the existing mortgage remain the responsibility of
the seller to pay, called an all-inclusive trust deed (AITD). [See Chapter 15]

The note includes a promise to pay attorney fees if legal action is necessary 5 Attorney
to enforce or interpret the note.

fees

Although the wording in some attorney fees provisions may appear to be
one-sided against the borrower, California law automatically makes the
recovery of attorney fees reciprocal. Thus, when the borrower prevails in


http://journal.firsttuesday.us/?ddownload=50702
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6. Identification
of real estate as
the security

7. Borrower
identification
and signature

litigation on the note and trust deed, they will recover their legal fees from
the mortgage holder, even though the mortgage holder, under the words of
the provision, did not promise to pay the borrower’s attorney fees.*®

Further, an attorney fees provision applies not only to the original borrower
and lender or carryback seller, but also to their grantees and assignees. For
example, a buyer who acquires property subject to an existing mortgage
without entering into a mortgage assumption agreement is not the named
borrower on the note. However, they may recover their legal fees on their
success in a lawsuit against the mortgage holder since the mortgage holderis
able to collect their attorney fees if they prevail.»

Additionally, the attorney fees provision permits the person who prevails to
recover their attorney fees even if the note and trust deed are declared void
or unenforceable.

The note states the debt is secured by a deed of trust.

However, neither the trustee under the trust deed nor the real estate which
is the security need to be identified in the note. The link to the security is
made by reference in the trust deed to a note of the same date (or other date
entered) and the dollar amount of the note.

At the bottom of the note, the borrower or the buyer, also known as debtor,
payor, obligor or trustor, is named where they sign the note. Thus, the person
identifies themselves as the one promising to pay money to the mortgage
holder.

The mortgage holder does not sign the note or the companion trust deed.

18 CC81717
19 Saucedo v. Mercury Savings and Loan Association (1980) 111 CA3d 309
20 Manier v. Anaheim Business Center Company (1984) 161 CA3d 503
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A note is evidence of the existence of a debt created by an underlying
agreement to pay money. The note contains the minimum provisions
to be enforceable, including the:

+ amount of principal owed;
+ interest rate charged on the principal;
+ schedule for repayment of the debt; and

+ whois responsible for repayment.

To be enforceable, the terms spelling out the repayment of a debt need
to be definite and certain.

Thetypicalnotesecured by real estate providesforinstallment payments
of principal and interest based on a debt amortization schedule.

A note is used to document the amount of the debt and terms for
its repayment. A note also provides a checklist of the minimum
fundamental elements of a debt which need to be agreed to for the note
to be enforceable.

When a note is prepared for a debt to be secured by real estate, a trust
deed is prepared concurrently to impose a lien on a parcel of the real
estate for the amount of the debt evidenced by the note.

A noteis unenforceable by its holder unless valid consideration is given
to the borrower in exchange for signing and handing over the note.

An unconditional promise to pay is essential for the note to be
negotiable by the carryback seller — transferable on the sale of the
note by assignment. However, the borrower’s promise to pay on a note
secured by a trust deed may or may not be enforceable against them
personally.

An accrual note provides for installment payments to be credited first
towardinterestaccrued and thentheremainderto principal. Conversely,
interest on an add-on note is charged on the original principal amount
for the entire term of the mortgage.

The failure of the borrower to timely pay an installment on the note
allows the mortgage holder to declare the note due, called acceleration.

The borrower or the buyer, also known as debtor, payor, obligor or
trustor, is named where they sign the note, identifying themselves as
the one promising to pay money to the lender or carryback seller.

acceleration Pg- 83
accrual note Pg. 83
add-on note Pg- 83
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Chapter 9: Special provisions for a note
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Special provisions for
a note

After reading this chapter, you will be able to:

+ understand the use of special provisions in a note to address a
mortgage holder’s risk-of-loss and assignment issues; and
+ distinguish the purposes and limitations of each special provision

in a note.
balloon payment grace period
siness mortgage guarantee agreement
call provision prepayment penalty
compounding on default prime offer rate
conforming loan promissory note
consumer mortgage qualified mortgage (QM)

exculpatory clause

Beyond fundamental debt obligations

A note, sometimes called a promissory note, contains a borrower'’s promise
to pay the lender or carryback seller — the mortgage holder - the principal
amount of the debt entered into, plus any interest. The note is not the debt
itself, but evidence of the existence of a debt created in an underlying
transaction.

Chapter

9

Learning
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Key Terms
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promissory note
A document given
as evidence of a debt
owed by one person
to another. [See RPI
Form 421 and 424]

compounding on
default

An interest provision
triggered by a
delinquency in a
payment causing
interest to accrue on
the amount of interest
contained in the
delinquent installment
at the note rate

until the delinquent
payment is paid, a type
of late charge. [See RPI
Form 418-1]

consumer mortgage
A debt incurred
primarily for personal,
family, or household
purposes and secured
by a parcel of real
estate containing
one-to-four residential
units.

The schedule and conditions for payment of principal and interest are also
contained in the note.

In contrast, provisions in a trust deed, besides referencing the note and
describing the real estate liened to secure payment of the debt, primarily
address the maintenance and preservation of the mortgage holder’s security
interest in the real estate. Together, the note and trust deed are called a
mortgage.

Special provisions added to a note serve to:
« protect the mortgage holder against risk of loss due to late payments,
early payoff or other defaults on the note;
+ comply with rules for consumer mortgage transactions; and
+ give the property owner payoff flexibility and limited liability.

Special provisions to be considered for inclusion in a note include:

+ aprepayment penalty, when allowed [See Figure 1];

+ a due date extension [See RPI Form 418-3 §2.2 accompanying this
chapter; see RPI Form 425];

+ compounding on default [See Figure 2 §2.6];

+ a final/balloon payment notice, when a balloon payment is
included [See Form 418-3];

+ agrace period and late charges [See Figure 2];
+ apayoff discount option [See Figure 3 §2.4];

« aright of first refusal on the sale of the note [See RPI Form 418-4
accompanying this chapter];

+ reference to a guarantee agreement [See Figure 4 §2.1];
+ an exculpatory clause [See Figure 4 §2.2]; and

« governing law. [See Figure 4 §2.3]

Classifying mortgages as consumer or business

Whether a special provision may be included in the note and to what extent
it can then be used depends on:

+ the purpose financed by the mortgage, consumer or business;

+ the security for the mortgage, one-to-four residential units or any other
type property;

+ the mortgage volume of the lender or carryback seller; and

+ the borrower.

Some provisions are restricted by the federal Truth-in-Lending Act (TILA)
and its Regulation Z (Reg Z) on consumer-purpose debts secured by one-to-
four unit residential property, called a consumer mortgage. A consumer
mortgage is a loan or carryback note originated for an individual for a
personal, family or household purpose and secured by one-to-four unit
residential property. [See RPI Form 202-2]
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Lenders who originate consumer mortgages are subject to federal ability-to-
repay (ATR) rules, which restrict the use of some special provisions.

California mortgage laws apply to all aspects of mortgage originations not
covered by federal rules, the result of preemption. Thus, California lending
laws apply to:

* business mortgages secured by any type of property;

+ consumer-purpose debts secured by real estate other than one-to-four
unit residential property; and

+ mortgages made to entities.

Prepayment penalties

A prepayment penalty is a charge a property owner voluntarily incurs by
prior agreement when they pay off the principal balance on a mortgage
before it is due under the payment schedule in the note.

For consumer mortgages, prepayment penalties are only allowed if:

« the annual percentage rate (APR) does not increase after closing (i.e.,
prepayment penalties are not allowed on adjustable rate mortgages
(ARMs));

+ the APRdoesnotexceed the average prime offer rate fora comparable
consumer mortgage by:

o 1.5% on a first mortgage with a principal amount no more than
the conforming loan limits set by Freddie Mac;

0 2.5% or more on a first mortgage with a principal amount more
than the conforming loan limits set by Freddie Mac; and

0 3.5% or more on a second or other subordinate mortgage;
+ theloanisa qualified mortgage (QM); and
+ theloanis nota Section 32 high-cost mortgage.?
For consumer mortgages which qualify to include a prepayment penalty,
the terms of the prepayment penalty are limited to:
+ payoffs during the three-year period following closing;

* 3% of the outstanding balance on the loan during the 1st year of
payment following the mortgage origination;

+ 2% of the outstanding balance on the loan during the 2nd year of
payment; and

+ 1% of the outstanding balance on the loan during the 3rd year of
payment.3

When including a permissible prepayment provision on a consumer
mortgage, MLOs are required to offer comparable alternative mortgage
arrangements which do not contain prepayment provisions.*

12 Code of Federal Regulations §1026.43
12 CFR §§1026.43(9)(1); 1026.32(d)(6)

12 CFR §1026.43(g)(2)

12 CFR §1026.43(g)(3)

[T VN

business mortgage
A debt incurred for
other than personal,
family or household
(consumer) purposes
and secured by any
type of real estate.

prepayment penalty
A provision in a note
giving a lender the
right to levy a charge
against a borrower
who pays off the
outstanding principal
balance on a loan prior
to expiration of the
prepayment provision.
[See RPI Form 418-2]

prime offer rate

A base rate used by
banks to price short-
term business loans
and home equity lines
of credit, set 3% above
the federal funds rate.

conforming loan

A conventional
mortgage with terms,
conditions and a
maximum principal
amount set by Fannie
Mae and Freddie Mac,
excluding FHA/VA

or other government-
insured mortgages.
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qualified mortgage
(QM)

A home mortgage
which meets ability-to-
repay rules under the
Truth in Lending Act
(TILA).

Further, under state law, any mortgage with a prepayment penalty which is
secured by an owner-occupied, one-to-four unit residential property may be
prepaid up to 20% of the original principal balance in any 12-month period
without penalty.

When more than 20% of the original amount of the note is prepaid in any
12-month period, the prepayment penalty is limited to no more than six
months’ advance interest on the excess, unless limited to a lesser rate under
consumer mortgage rules.s [See Figure 1 §2.1]

Prepayments under federal law

A mortgage holder who enforces a prepayment penalty provision on any
prepaid principal on a mortgage originated with an owner-occupant of a
one-to-four unit property needs to calculate the penalty to be charged under
both the “six months’ advance interest” and the percentage caps set by the
ATR rules. The penalty charged is limited to the lesser of the two penalty
amounts.

Forbusiness mortgages,a prepayment penaltyisenforceableifitisreasonably
related to money losses suffered by a mortgage holder. Reasonably related
money losses include the payment of an amount equal to the profit taxes
incurred by a carryback seller on a premature reduction in principal or final
payoff if called for in the note.’

However, on both business and consumer mortgages secured by one-to-
four unit residential property, if the mortgage holder intends to collect
a prepayment penalty on a call under a due-on clause in their trust deed,
the property owner needs to have agreed in a separate prepayment penalty
provision that they waive their right to prepay without a penalty.” [See
Figure 1 §2.3]

Late charges and grace periods

A late charge provision in a note permits collection of an additional one-
time fee or interest accrual on the amount of interest in the delinquent
payment. A typical late charge provision takes the form of a flat fee or a
percentage of the monthly payment or mortgage balance.

On consumer mortgages other than home equity lines of credit (HELOCs),
mortgage holders are required to provide the borrower with a periodic
mortgage statement each billing cycle. The periodic mortgage statement will
include:

+ the payment due date;

+ the amount of any late charge and the date it will be imposed; and

+ the amount due, shown more prominently than other disclosures on
the statement.?

Calif. Civil Code §2954.9(b)

Williams v. Fassler (1980) 110 CA3d 7
CC §2954.10

12 CFR §1026.41(d)(ii)

® N o wn
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2.1  Fov owner-occupied, one-to-fowr residential units:

I Payor voluntarily or involuntarily pays in any 12-month period within five years after origination an
amount in excess of 20% of the orginal principal amount of the nole before it is due, a prepaymeant
penalty is dus, on demand, in the amount of six months' adwance interest on the amownt prepaid in
excass of 20% of the original principal balance amount, except as prohibited by law on the use of any
due-on clause.

22 For broker-made-aranged loans on owner-occupied, single family residences [Calif. Business and
Professions Code §10242 6{(a)):

If Payor voluntaly or involuntasly pays in any 12-month period within seven years aftér osigination an
amount n excess of 20% of the rémaining principal amount of the note before it is due, a prepayment
penalty is due, on demand, in the amount of ix months’ advance interest on the amownt prepaid in
excess of 20% of the remaining principal balance, excepl as prohibited by law on the use of any dug-on
clause

2.3 On al cther residential and nommsidential propany:

If all or part of the principal is paid, woluntarily or involentarily, before it ks due, a prepayment penalty s
due, on demand, In the amount of % of the principal prepald in excess of the principal included in
the regularly scheduled payments, excepl as prohibited by law on the use of any due-on clause

Editor’s note — Mortgage holders who service 5000 or fewer consumer
mortgages, such as small lenders and carryback sellers, need not provide
a periodic statement to the borrower. However, a late charge may not be
collected untilthe borrower is given notice.’

Additionally, on a consumer mortgage secured by the borrower’s principal
residence, late charges may only be imposed for delinquent principal and
interest payments. A late charge may not be imposed for nonpayment of late
charges, a practice called pyramiding.*°

For business mortgages and consumer mortgages secured by property other
than owner-occupied single family residence (SFR) or not arranged by a
mortgage loan broker, the late charge assessed for the delinquent payment
of an installment is required to be an amount reasonably related to:

+ the mortgage holder's actual out-of-pocket losses incurred in pre-
foreclosure collection efforts; or

« the value of the lost use of the delinquent funds.** [See Figure 2 §2.3]

A late charge provision in a note specifying an increased interest rate on the
entire remaining principal on default of any monthly installment, called
a default interest rate, is an unenforceable forfeiture. Here, the late charge
is a disguised penalty provision. The rate of interest on a default may only
be applied to the delinquent principal and interest payment since only an
installment is delinquent, not the entire principal balance of the note.*

Further, a penalty provision is void if it fails to reasonably estimate
compensation for the mortgage holder's losses caused by the default.

9 12 CFR §1026.41(e)(4); CC §2954.5

10 12 CFR §1026.36(c)(2)

11 CC81671; Garrett v. Coast and Southern Federal Savings and Loan Association (1973) 9 C3d 731
12 Walker v. Countrywide Home Loans, Inc. (2002) 98 CA4th 1158

Figure 1

Excerpt from
Form 418-2

Prepayment
of Principal
Provisions
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Form 418-3

Final/Balloon

Due Date
Provisions

FINAL/BALLOON DUE DATE PROVISIONS

MNOTE: This form is wsed by a loan broker of esciow olficer when criginaling a mongage wilth a lender or carryback saller,
o include finalballoon payment provisians in the promissony note.

DATE: . 20, L at . California

Herns lalt Blank or unchecked ane nod agplicatie.

FACTS:

1. This is an addendum ¥ a promissony note
1.4 of same date, or dated . 20, . at . California,
12 enfered inbo by , @15 i Praryod,
13  infavor of as the Payes, and

14  secured by & rust deed on real eslae reledrad o 85

AGREEMENT.
2. In addition 1o the terms. of the above rederenced promissory nole, Payes agrees 1o the folowing checked provisions:
2.1 For fnabbalioon paymant notas secunsd By one-fo-four unt resioardial property,
This nobe is subject to Calil. Chil Code 52088, which provides thal the holder of this note is 1o give wrilten
natice 10 Trushorn, oF Sesr Succasson(s) in interest, of presaribed information ot least 80 and not more than 150
dérys befors any fnalbaloon payment is due
2.2  For extending the oue dale for 8 Snalbalioan payment.
The due dale will ba exiendad for year(s) if:

a all monithiy instaliments. duwe within monthis) of the finalballoon payment due dale have baen
recanved prior 1o their delinguency.
b.

Payor's Mame Payor's Mame
Signabure Sigrature
Payor's Hama Pﬂj‘tﬂ’i Hama
Sigrature Sigrature
FORM 418-3 12-14 £2016 RPI — Realty Publications, Inc., P.0, BOX 5707, RIVERSIDE, CAS2517

The amount of a late charge on any note secured by an owner-occupied SFR
is limited to the greater of:

+ 6% of the delinquent principal and interest installment; or

« $5.13[See Figure 2 §2.1]
Forloans made or arranged by a real estate broker and secured by any type of
real estate, a late charge on delinquent monthly payments is limited to the
greater of:

+ 10% of the delinquent principal and interest payment; or

« $5.14[See Figure 2 §2.2]

A default on the final/balloon payment

When a consumer or business mortgage is arranged by a broker and contains
a due date for a final/balloon payment, a late charge may be assessed if the
final/balloon payment is not received within ten days after the due date.

13 CC82954.4
14 Calif. Business and Professions Code §10242.5(a)
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21 For an owner-cccupled, single famiy residence;

Any installmant on this nofe not recaived within 10 days after the due date is delinquent and will incur

a late charge, on demand, in the sum of 6% of the delinquent principal and interest installmant amount.
22 For & broker-mades-arranged loan on any property [Calif. Business and Professions Code §10242.5(a)):

Any instalimant on this note not received within 10 days of the due dale is delinquent and will incur

a late charge, on demand, in the sum of 10% of the delinquent principal and inlerest instalimant amount.
2.3 On other than owner-cccupiod, single famdy residences or broker-madetammnged loans

If any installment on this nobe is not received  when due, or  within days of the due date,
the installment will be delinquent and will incur a late charge, on demand, in the sum of

5 ,of % of the delinquent principal and inlerest nstallment amount

24 For a brokec-made™-arranged loan on any propedy, Fnalbatoon payrnent nte charge [Calif, Business and
Professions Code §10242 5{c)]:

If the finalballoon paymend due on this note is not received within 10 days after the due date,
the finalballoon payment will be delinguent and will incur a late charge on the delinquency and thereafter,
on demand, for each month the finalballoon payment remains unpaid. The late change will be the sum
of 10% of the langesi scheduled monthly installment on the Nole.

25 For 8 baloon payment late charge on other than owner-occuped, single family residences or
broker-made-armanged oans:

If the finalballoon payment is not paid by the due date, the remaining princpal balance will thereafter

ag

accrue al the rate of Y.
26 For compounding inferes! on & dafawll on other than one-to-four residental wmils:

On default in the payment of a principal and interest installment when due, the unpaid interest will be
added to the remaining prncipal balance and accrue interest at the same rate as the principal debt until
thir dedinquent payment and the accrued interest on the delinquent interest are recaived

The maximum enforceable late charge assessed on the delinquency of a
final/balloon payment on a broker-arranged loan is an amount equal to
the maximum late charge imposed on the largest installment payment
scheduled in the note.

A late charge may be further assessed for each month the final/balloon
payment remains unpaid.’s [See Figure 2 §2.4]

On an installment sale of real estate, except for a buyer-occupied SFR,
an increased interest rate on the remaining principal triggered by a
delinquency of the final/balloon payment is an acceptable late charge
provision.* [See Figure 2 §2.5]

However, any increase in the interest rate triggered by a delinquency is still
controlled by reasonableness standards, similar to the handling of a late
charge.””

For carryback SFR notes and broker-arranged loans, an installment is not late
if paid within ten days after the installment is due, called a statutory grace
period.”®

Also, on an SFR mortgage or broker-arranged mortgage, the mortgage
holder is not allowed to charge more than one late charge per delinquent
monthly installment payment — no matter how long the payment remains
delinquent.®

15 Bus &P C §10242.5(c)

16 Southwest Concrete Products v. Gosh Construction Corporation (1990) 51 C3d 701
17 Garrett, supra

18 CC82954.4; Bus & P C §10242.5

19 CC §2954.4(a); Bus & P C §10242.5(b)

Figure 2

Excerpt from
Form 418-1

Late Payment
Provisions

balloon payment
Any final payment

on a note which is
greater than twice the
amount of any one

of the six regularly
scheduled payments
immediately preceding
the date of the final/
balloon payment. [See
RPI Form 418-3 and
419]

grace period

The time period
following the due date
for a payment during
which payment
received by the lender
or landlord is not
delinquent and a late
charge is not due. [See
RPI Form 550 8§4.3 and
552 54.7]
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Form 418-4

Right of Fir
g to st RIGHT OF FIRST REFUSAL TO BUY NOTE

Refusal to Buy

NOte NOTE: This form is used by an agent of a property cemner of buyer, or an escrnow offioer when originating a momgages with

a lender or canybadk sellér, 10 grant the ownenbuyer a right of first refusal 1© purchase the nobe and st deed,

DATE: . . i - Califomia

Itars left bisnk or unchecked ave not applicabis.

FACTS:

1. This s an addendum 1o 8 promissory nole
1.1 of sarme dabe, or dated i | , it Califomia,
1.2 enbered inlo by s he Payor,
1.3 imfavor of . 85 lhe Payee, and

14 secured by a ust desd on real estabe refermed 1o &5

AGREEMENT:
2. Im additson 10 the 1eems of the above refanenced Mola and Trust Deed, Payor agrees o the lollowing:
Right of first refusal to buy:
3. Payos hereby grants Payor a right of first refusal 1o purchase the Note and Trust Deed.
4, If Payes decides o sell an imérest in the Note and Trust Deed, Payes is 1o notify Payor of the berms on which Payee is
willing 1o sell and assign the Note and Trust Deed,
41  Payor has the option, for a perod of days after recehving notice, o purchase the Note and Trust Deed
on The benms stabsd in the notice,
4.2 | Payor fals o exercise the option within the oplion pericd, Payesa has the right o sall the Mobe and Trust Deed
o & third party on the same enms stated in e notice o Payor.
4.3  Any sale on different lenms reinstates the right of firs! refusal,
5. I the Note and Trust Deed s not 50id and assigned within skx months after Payor's receipt of notica, the right of St
refusal is reanstated

6.

Payor: | agree 1o the terms stated abowve., Payes: | agres 1o the terms staled above,

Date: .| Date: .|

Payors Name Payed's Nama

Signature Signal

Payor's Name Payes's Name

Signature Signahana

[FDRH41B-I 03-11 £20168 RPM — Realty Publications, Inc., P.O. BOX 5707, RIVERSIDE, CA 82517

Compounding on default

A compounding-on-default interest provision is triggered by a delinquency
in a payment. Compounding is the accrual of interest on the amount of
interest contained in the delinquent installment at the note rate until the
delinquent payment is paid. [See Figure 2 §2.6]

Compounding interest provisions are used in lieu of flat fee or percentage
late charge provisions.

A compounding interest provision is a type of late charge since it penalizes
the borrower and is triggered by a delinquency in a payment. As a late charge,
the limitations on amounts and grace periods for late charges and a demand
for the late-payment fee apply to the enforcement of provisions calling for
compounding on default.
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Balloon payment notice

A balloon payment is a final lump sum payment of remaining unpaid
principal which is due on an earlier date than had the principal been fully
amortized by periodic payment terms.

A balloon payment note secured by an owner-occupied, one-to-four unit
residential property contains provisions for:

+ afinal paymentmore than twice the amount of any of the six regularly
scheduled payments preceding the date of the balloon payment; or

+ acall provision.

A callprovision givesthe mortgageholdertherightto demand final payment
at any time after a specified period.

All balloon payment notes secured by an owner-occupied one-to-four unit
residential property are to include a reference to the borrower’s right to
receive a balloon payment notice 9o to 150 days before the due date.** [See
Form 418-3]

Failure to include the balloon payment notice provision in the note does not
invalidate the debt. Further, if the notice is not timely delivered, the note’s
balloon payment due date is extended and enforcement delayed until the
9o-day notice requirements have been met.>

Extension of due date

A provision in a note may grant the borrower an extension of the due date for
a final/balloon payment.

For example, a due date by prior agreement may be extended on the
borrower’s payment of all scheduled installments without delinquency, or
on other consideration agreed to, such as a charge or change of terms. [See
Form 418-3 §2.2]

In the instance of a due date on a carryback note, the buyer needs to consider
negotiating a provision to extend the due date when:

« the term of the note is for a short period of time (less than seven years);
and

+ the buyer is uncertain about the source and availability of funds for
payoff.

Discount for early payoff

Typically in carryback financing situations, either on a consumer or business
mortgage, a buyer’s right to pay off the note early is usually documented as
an option to buy the note at a discount. [See Form 418-4]

A carryback seller who prefers to be cashed out before the due date set in the
note may include a discount provision to encourage the buyer to pay off the

20 CC §2924i(d), 2957(b),(c)
21 CC 8§2924i(c), 2966(a)
22 CC §2966(d)

call provision

A provision in a note
giving the mortgage
holder the right to
demand full payment
at any time or after

a specified time or
event, also called an
acceleration clause.
[See RPI From 418-3]
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Figure 3

Excerpt from
Form 418-2

Late Payment
Provisions

Figure 4

Excerpt from
Form 418-5

Note
Enforcement
Provisions

24  Discount for early payolf provision:
Payor is haraby grantad the irevocable right 1o purchase or pay off and fully satisfy the note on paymant

of the sum equal to the principal remaining unpaid less a % discount, plus accreed interast and
future advancas, for the period expiring ]
2.1 Guarantes provision
The Mole ks guaranteed by , under a Guaranbes Agreement
dated . 20 . at . California. [See ft Form 439]

22  Exculpatory provision

Enforcement of the Note and Trust Deed is subject to the purchase money anti-deficiency provisions of
California Code of Civil Procedure §580b.

2.3 Governing law provision
This Mote is govemned by Califomia law,

note within a lesser time period than the due date period. The provision may
be structured to give the buyer several months to exercise the option to pay
off the debt at a discount on the face value (or remaining balance) of the note.

By exercising the option, the buyer who executed the note may either:

+ buy the note and trust deed from the seller by an assignment; or

+ request a reconveyance of the trust deed.

Right of first refusal

When the mortgage holder, typically limited to a carryback seller, decides
to sell the note, a right of first refusal provision contained in the note or a
separate agreement allows the owner of the mortgaged real estate to purchase
or pay off the note. [See Form 418-4]

If the mortgage holder decides to sell the trust deed note, the borrower is
notified of the amount necessary to purchase or pay off the note.

The payoff amount will be the sales price of the note and is set based on the
lesser of either:

+ themortgage holder’s listing of the trust deed note for sale, or their offer
to sell the note [See RPI Form 112]; or

+ an offer from an investor to purchase the note, which, if accepted, is to
be contingent on the borrower declining to exercise their right of first
refusal to pay off the note.

The borrower, to exercise the right of first refusal, then matches the price.

However, when granting the right of first refusal, the mortgage holder needs
to be careful not to set the price in advance by stating a price in the right of
first refusal provision.
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If the payoff amount is set by a prior agreement, the seller is bound by the
amount, even if market conditions allow for a higher value when the seller
decides to sell the note.

Guarantor

To protect the mortgage holder from loss due to a default on the trust deed
note, they may require a third-party guarantor with sufficient assets to
become liable on call for all amounts due under the mortgage, called a put
option.

By guaranteeing the mortgage, a guarantor literally agrees to buy the note
from the mortgage holder in the event of default, a legal process called
subrogation or equitable assignment.

The mortgage holder has three types of third-party assurances:

+ aco-owner's signature on the note and trust deed;

+ aco-signer’s signature on the note only; or

+ apersonal guarantee of the note by someone other than the borrower.
When a third party signs the note, the third party becomes liable for
repayment of the note, subject to anti-deficiency rules protecting:

+ co-owners on any type of foreclosure; and

*  non-owner co-signers on a trustee’s foreclosure.?
However, if a third party agrees to guarantee the mortgage, a guarantee

agreement is signed by the third party and is enforceable separately from
the mortgage. [See RPI Form 439]

Guarantors on a consumer mortgage are not required to meet ATR or QM
debt or credit requirements.>

If the mortgage is guaranteed, a provision is included in the note to reference
the separate guarantee agreement. [See Figure 4 §2.1]

By referencing the separate guarantee agreement in the note, everyone
involved is on notice of the additional security for the mortgage provided by
the guarantee.

Exculpatory clause

An exculpatory clause in a note converts a mortgage holder’'s recourse
paper into nonrecourse paper. [See Chapter 18]

When the carryback mortgage is either separately or additionally secured
by property other than the property sold, the note automatically becomes
recourse paper. Thus, the buyer providing other security needs to consider
negotiating for inclusion of an exculpatory clause as a provision in the note.
[See Figure 4 §2.2]

23 Calif. Code of Civil Procedure §580b
24 Official Interpretation of 12 Code of Federal Regulations §1026.43(c)(2)(vi)

guarantee
agreement

An agreement to be
obligated to pay the
debt or perform on a
contract of another
person if that person
defaults or does not
perform. [See RPI
Form 439]

exculpatory clause
A provision in a note
secured by a trust
deed which converts
arecourse debt into
nonrecourse debt

to bar recovery by

a money judgment
against the borrower.
[See RPI Form 418-5]

99
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Governing law

Chapter 9
Summary

When an exculpatory clause is included in a note, the mortgage holder may
not obtain a money judgment for any deficiency on a judicial foreclosure of
the mortgaged properties. Thus, the exculpatory clause in the note provides
the buyer with anti-deficiency protection.

A lender or carryback seller involved in negotiating a mortgage with an
out-of-state buyer needs to include a choice-of-law provision to assure
judgments arising from disputes on the mortgage will be based on existing
California law. [See Figure 4 §2.3]

If the state law to be applied is not agreed to, the state law applied will be
based on the state with the greater interest in the result.

Editor’s note — The governing law provision has no impact on federal laws
and regulations which pre-empt state laws.

A note contains a borrower’s promise to pay a mortgage holder (a lender
or carryback seller) the principal amount of the debt agreed to, plus
interest. The note is not the debt itself, but evidence of the existence of
the debt. It contains the minimum required provisions to describe:

+ theamount owed;

+ interest rate; and

« repayment schedule of the debt.

In contrast, provisionsin a trustdeed primarily addressthemaintenance
and preservation of the mortgage holder's security interest in the real
estate.

Special provisions added to a note serve to:
« protect the mortgage holder against risk of loss due to late
payments, early payoff or other defaults on the note; and
+ comply with statutorily mandated provisions for consumer
transactions.

Special provisions to be considered for inclusion in a note, if allowed,
include:

+ aprepayment penalty;

* adue date extension;

+ compounding on default;

+ afinal/balloon payment notice;

+ agrace period and late charges;
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+ apayoff discount option;

+ aright of first refusal on sale on the note;
* aguarantee agreement;

+ an exculpatory clause; and

+ governing law.

Inclusion of these special provisions in the note depends on the type of
mortgage being evidenced, the security for the mortgage, the activities

of the person making the mortgage and the borrower.

balloon payment

business mortgage

call provision

compounding on default

conforming loan
consumer mortgage

exculpatory clause

grace period

guarantee agreement

prepayment penalty
prime offer rate

promissory note
qualified mortgage (QM)

P9
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pg.
pg.
pg.
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P9
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The trust deed as a
contract
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After reading this chapter, you will be able to:

+ understand how a trust deed is used by carryback sellers and
private lenders operating outside the national secondary
mortgage market; and

+ recognize the use and limitations of each trust deed provision.

acceleration due-on clause
adhesion contract eminent domain
alienation clause privity of estate

dragnet clause

Provisions of a trust deed allow private lenders and carryback sellers to
contractually restrict as many aspects of ownership and possession of the
liened property as they are legally able to control.

Atfirstglance, thelistofrightsgiven toa privatelenderor carrybackseller, also
known as a mortgage holder, seems to authorize their use of tremendous
discretionary powers over activity normally conducted only by owners of
real estate.

Chapter

10

Learning
Objectives

Key Terms

The limits
on mortgage
holder
enforcement
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due-on clause

A trust deed provision
used by lenders to call
the loan immediately
due and payable, a
right triggered by the
owner's transfer of
any interest in the real
estate, with exceptions
for intra-family
transfers of their home.

dragnet clause

A provision in a trust
deed that purports to
use the mortgaged real
estate as security for
all debts between the
parties to the security
agreement.

Imbalance of
bargaining
power

adhesion contract
An agreement in
which one party

has dramatically
superior bargaining
strength, forcing the
weaker party to either
accept or reject all the
agreement’s stated
terms, a dynamic
present to some degree
in all lender/borrower
relationships.

Creating Carryback Financing, Fifth Edition

For example, trust deeds routinely purport to give the mortgage holder the
unhindered ability to:

« automatically accelerate the balance of the loan on the transfer of any
interest in the property, such as an owner'’s sale, further encumbrance,
lease over a three-year term or a lease with a purchase option, called a
due-on clause [See Chapter 11 and 12];

+ determine the allocation of eminent domain proceeds after a
condemnation action;

+ apply all fire insurance proceeds to the mortgage balance; and

+ call the loan if it or any other loan between the parties is in default,
called a dragnet clause.

Fortunately for owners of property encumbered with a trust deed lien,
California law curbs the mortgage holder’s ability to strictly enforce
discretionary provisions, as well as many other clauses which appear in
some trust deeds.

Trust deeds are recognized as adhesion contracts. Here, one person or
party (the lender) has superior bargaining power over a weaker person (the
borrower), usually on a “take it or leave it" basis.

A prospective borrower typically has no power to negotiate better terms than
the boilerplate provisions in regular trust deeds, with the lender adamant
that “it's my way or no way.” The printed terms of the trust deed will be
adhered to in their entirety by the borrower when arranging financing.

This imbalance in bargaining power led California courts to develop special
adhesion contract rules for interpreting rights and obligations under trust
deeds. These special rules are a judicial step toward limiting the results of
lender bargaining power.!

Onerule of the adhesion theory requires a trust deed to be interpreted in light
of the reasonable expectations of the weaker party. On the context of a trust
deed, this is always the borrower.

Further, as the discussion of each individual trust deed provision below
shows, many of the rights claimed by the mortgage holder are restricted, if
not entirely unenforceable for lack of any basis for protecting the lender or
carryback seller against a risk of loss on the debt.

The purported rights of the lender or carryback seller, agreed to by the buyer

or owner when entering into trust deed financing, are controlled by:

* statutes;

+ case law interpretations regarding fairness, good faith and reasonable
expectations; and

1 Stevenv. Fidelity and Casualty Company of New York (1962) 58 C2d 862
2 Yeng Sue Chow v. Levi Strauss & Co. (1975) 49 CA3d 315
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DEED OF TRUST AND ASSIGNMENT OF RENTS
Securing & Promissory Nole

MOTE: This form is used by a transaction agent, loan broker or escrow oficer when in a sale or loan ransaction a
marigage is created evidenced by a nole, 10 Seoure the perfonmance of the node by a lien on desarbed real estale which
rasiricts aspects of its ownership.

This Deed of Trust, made this day of , 20
between

. &% thee Trusion,

whosa address (s

Mo ] e [~ fE Tl
a Califomia conporation, as the Trusies, and
, & the Bensficiary,

1. Thustor hereby IRREVOCABLY GRANTS TO TRUSTEE IN TRUST, WITH POWER OF SALE,
1.1 The real property in the City of

County of . Califomia, refemed o &s:

APN:
12 TOGETHER WITH the rents, issues and profts of the real property, subject to the provisions of §3.4, harein to
collect and apply the rents, issues and profits,
1.3  For the purpose of securing payment of:
a Ihe indebtedness evidenced by a promissory nole of same dabe execuled by Truskor in the sum of
H ;
b any additicnal sums and inlerest hereafior loaned by BeneScary 1o the then recond Crener of the real
property, evidenced by a promissary note or notes, nefenencing this Deed of Trust as secuity for payment;
[ ihe BeneSiciary’s change for a Statemént negarding the Secuned obligations requésted by or for Trustor, and
d the pedormance of each agreement contained in this Deed of Trust

PAGE 10F ) — FORM 48

+ historical common law doctrines governing the conduct of persons
holding interests in real estate.

Asaresult of California’s mortgage law, an otherwise valid and enforceable
contract clausein a trust deed is restricted in its use as parameters are set for
the mortgage holder’s enforcement of the powers given.

The following is an analysis of a trust deed’s necessary and enforceable
provisions to secure performance of a note. Section references are to RPI
(Realty Publications, Inc.) Form 450 — Deed of Trust and Assignment of
Rents. [See Form 450 accompanying this chapter]

Form 450

Trust Deeds and

Assignment of
Rents

Page 1 of 3

The provisions
in a modern
trust deed
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Form 450

Trust Deeds and

Assignment of
Rents

Page 2 of 3

2.1 —
Condition of

property

2. To protect the security of this Deed of Trust, Trustor agrees:

21 CONDITION OF PROPERTY — To keep the property in good condition and repair; nol io remave or demolish
any building: 1 complete and restone any building which may be constructed, damaged o destroyed: 1o comply
with all lews affecting the propedty of requiring any aRerations of iImprovements 1o be made; Not ko commil o
pemit waste; o cultivate, imgate. feiize, fumigate, prune and do all other acts which from the characier or use
of the property may be reasonably necessary,

22 HAZARD INSURANCE — Trusior will continuously mainiain harand insurBnce against loss by fire, hazands

Included within the term “esdended coverage,” and any oiher hazands for which Baneficiary requires Insurance.,
The insurance will be maintained in the amounts and for te perods Beneficlary requines. The Insurance
carmer providing the insurance will bé chosan by Trusior, subject 1o Benaeficiany's approval, which will not be
unnéasonably withheld, All insurancs policies will be acoaplable to Benaficiary, and contain loss payable dausas
in form acceplable io Banefciary, Beneficiary will lave the tight ko hold policies and renewals.
In the aven of loss, Trustor will ghve prompt notice o the inswance camier and Beneficiary. Benefliciary may
make prood of kass if not made promptly by Trustor. Beneficiary may place the procesds in a non-inberes! bearing
mocount to be used for the cosl of reconstruction of the damaged improvernants, IF Trustor Eils to reconstrsd,
Beneficiary may necéive and apply the loan procesds 1o the principal debl heneby secured, withaut & showing of
impairrneant,

23 ATTORMEY FEES — To appear in and defend any action or proceeding purporting 1o affect the security, or the
rights and powers of Beneficiany or Trustee; and o pay all costs and expenses, including cost of evidencing title
and attomey fbes in & reasonable sum, in any such action of procaeding in which Banaficiany of Trusles mdy
ApPEar.

24 TAXES AND SENIOR ENCUMBRANCES — To pay ol least 10 days before delinquency: all taoes and
assessments affecting the property, inchuding water slock assessments when due, all encumbrances, charges
and Bens, wilh inderest, on the propery which are or appear 1o be seniof o this Deed of Trusl; and all expendas
of this Dwad of Trust.

25 ACTS AND ADWANCES TO PROTECT THE SECURITY — If Trusior fails to make ary payment of bo perform
any Bol provided tor in this Deed of Trust, ihen Baneficiary of Trusise may, without obigation 1o do 5o, and with
of without nolica or demand upon Trushor, and withoul releasing Trusior from any oblgation under this Desd of
Trust:

a make o o the same 1o the exdent sither desms necessany to protect the security, Beneficiary or Trustse
bering authorized 1o enber upon the property o do $o;

[ APPEET i OF COMMEnce any action or proceeding purporing o affect the Security, o the rnghts or powers
of Beneficiary of Trustes;

[ pay, purchase, conbest of seitle any encumbrance, change o lisn ihal appears 1o be Serior 1o this Deed
of Truslk

In Exercising e power of this provision, BeneSciary of Truslss may incur NECEESANY expensas, including

reasonable atiomey fees.

Truskor b immediatsly pay all sums expanded by Beneficary of Trusiee provided for in this Deed of Trust, with

interes! from dabe of expanditure at the same rals as the principal debl haneby secured.

3, itis further mutually agreed that:

31 ASSIGNMENT OF DAMAGES — Any award of damagess made in connecion with:

A condemnation for use of of injury to the property by the public, or conveyanca in Beu of condemnation; o
B injury fo the property by any thind party;

Is assigned to Beneficiary, who may apply or release the procesds of such award in the 5ame manner and with
the same effect as above pronvided for the disposition of hazanrd insurance prooseds.

32 WAIVER — By accapling paymen of any sum cue after its dus dale, Beneficiary does nol waive Benaficiary's
right 10 efther require prompt payment whan due of all other 5ums or o declars 8 defaull for fallure 1o pay.
Banaficiary may waive a default of any agresment of this Deed of Trust, by consant or acquisscence, without
walving any prior or subssquent default

33 DUE-ON-SALE — If Trusice decides to 5ell, transier or convey any intenest in the propesty, legal or equitable,
gither voluntarily o by cperation of law, then Beneficiary may, at Beneficiary's option, dedare all Sums secured
By this Deed of Trust imméediabety due and payable,

34 ASSIGNMENT OF RENTS — Trustor hereby assigns and transfers to Beneficiary all right. tithe and imerest
in rents generaled by the property, intluding rents now due, past due or 10 become due under any wse of the
propedty, 1o be apphed 1o the obligations secursd by this Deed of Trust,

A condition of property provision, also called a nonwaste provision,
obligates the owner to maintain the property in good physical condition. It
covers two events.

In its purpose for providing protection, the nonwaste provision is a
redundant recital. An owner of mortgaged property is barred by statute
from intentionally or negligently impairing the mortgage holder'’s security
interest in the property, called waste.3

However, inclusion of the nonwaste provision is necessary to give the
mortgage holder the right to call the mortgage on a breach of the owner's

3 Calif. Civil Code §2929
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Form 450

a Price to @ defaull on this Deed of Trust by Trustor, Trustor will collect and retain the rents.
b, O defaul by Trustor, Beneficiary will immediately be enitied to possessian of all unpaid rents Trust Deeds and

3.5 ACCELERATION — If payment of any indebladness or parformance of any agreament secured by this Deed Assignment of
of Trust is in dedsult. Benaficiary may at Benaficiany's option, with or without notica o Trustor, declans all sums
secured immediately due and payable by: Rents
a commincing suit for their recovery or for foreciosure of this Deed of Trust; or
b. delivering 1o Trusiee a wiithen noSioe dedlaring a default with demand for sale; a writhen Notice of Dedault

and election bo Sell b be recorded by Trustes,

36 TRUSTEE'S SALE — On default of any obilgation secured by this Deed of Trust and acceleration of all sums
due, Beneficlary may instruct Trustes to procesd with a sale of the secured property under the power of Sale
granted héngin, noticed and hald in accordance with Calif, Civil Code §2924 et se8q.

3.7 TRUSTOR'S OFFSET STATEMENT — Within 10 days of Trustor's recaipt of a writlen request by Bensaficiany,
Trustor will execule a writlen esioppel afidavil identifying for the benafit of any assignes of SUCCASSOT in inlerest
of Beneficiary: the then owner of the secured proparty; the terms of the secured note, including its remaining
principal balance; any Exes of assessments due on the secured property; that the secured nobe is valid and the
Trusior neceived full and valid considerasion fior it: and that Trusior understands e node and this Deed of Trust
are being assigned,

4. ADDENDA — If any of the folliowing addenda are executed by Trustor and recorded iogether with this Deed of Trust,
ther covenants and agressments of each will incorporate, amend and supplement the agreements of this Deed of Trust
{eheck applcable booes):

Cwnar-occupancy rider [See RPI Form 20230 | Alkinclusive st deed addendum [See RPI Form 242 and 443,
Impounds for taxes and ingurance addendum; Private Morigage Insurance (PMI) rider;

Page 3 of 3

5. RECONVEYANCE — Upon writhen request from Beneficiary stating that all sums secuned by tis Deed of Trust have
been paid, swrender of this Deed of Trus! and the nole 10 Trushéee for cancallation, and payment of Trushee's fees,
Trusiee will recormey he property held under this Deed of Trust

B. SUCCESSORS, ASSIGMS AND PLEDGEES — This Deed of Trust apples 1o, inunes 1o the benafit of, and binds all
panties horeio, their heirs, legatees, devisees, adminisiratons, eosculors, Successons and assigns. The term Benedficiary
will mean the holder and owner of the Secunsd note, or, if the note has been pladged, the pledges,

7. TRUSTEE'S FORECLOSURE MOTICES — The undersigned Trustor requesis a copy of amy Molica of Default and of
amy Motice of Sale hereunder be mailed o Trusbor 81 the addness heredn sat forth.

See wlached Signanne Fage Addendum. [RF1 Form 251]
Date: 20 Trustor:

Date: 20 Trustor:

(Signatare]

A ralary puisie of oiter olicer compleling Tis cornificats veriles oy the idenity of B individesl who signed B decsment to which this cemificals s
alinched, and not the uisiuiness, soouscy, of valksity of hat dooument.

STATE OF CALIFORMLA,
COUMTY OF
(s ]

Lalore ma,

T #7d  OF O

persoraly appeaned

wiy proved fo ma on tha tasis of ssbwlaciony evicence i be the person(s | whose rame(s| a'ae subscrbed o P within invrument ard scknowisdged
o ma al Pa'shehey sxecuted the sames in hinhe"Fer sulorioed capasciyiies |, and hal By haTeiPer sgnaturs(s] on e inslrumest the persanisj,
f B #nbty ugson Bahall of which the persca(i] sched, sxscutid B inatrurmsnt

| cartify wndsr MERALTY OF PERIURY usder the lawi of the Stale of
Calfornia thal the feregaing passgraph i o and comest

WITHESS my hand and oficisl seal

[T T T r——— - gt o raary pt

FORM 450 08-15 ©2016 RP1 — Realty Publications, Inc., PO, BOX 5707, RIVERSIDE, CAB251T

statutory obligation to maintain the mortgaged property in an unimpaired
condition. If the loan is not paid in full on the call, the mortgage holder may
commence foreclosure when the owner fails to pay on the call. Without the
provision, under the waste statute, the mortgage holder is limited to a court
action for:

+ money losses;
* aninjunction; and

+ areceivership of the property.

Conversely, a nonwaste provision in the trust deed is unenforceable if it is
used based on conduct of the owner that is unrelated to protecting the value
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2.2 —
Hazard
insurance

of the mortgage holder’s security. The owner of the mortgaged real estate has
the right to use the property as they wish and is limited only by general land-
use laws.

An owner'’s promise to maintain the property only bars them from activities
and use of the property which jeopardizes the loan-to-value ratio (LTV) of the
mortgage holder’s security interest in the property .4

For example, some trust deeds contain a clause in which the owner promises
“not to commit, suffer or permit any act upon said property in violation of
law.” A violation of law provision of this nature is unenforceable since it
addresses activities that are unrelated to the maintenance or value of the
mortgaged property. Thus, they have no effect on the mortgage holder’s
efforts to protect their interest in the property from impairment.

Alternatively, provisions which promise to comply with laws affecting the
property’s value are enforceable. Thus, they are properly included in the
nonwaste provision.

Under the hazard insurance provision, the mortgage holder has the right
to call the loan when the owner fails to provide hazard insurance which is
acceptable to the mortgage holder.

Ifthe ownerthen failsto satisfy the loan after the call, or provide theinsurance
coverage to reinstate the trust deed, the mortgage holder may:

+ begin foreclosure immediately, subject to the owner’s right to reinstate
the loan by providing acceptable insurance; or

+ acquire acceptable insurance and pay the premium.

When the mortgage holder purchases insurance and pays the premium on
the owner's failure to provide it, they may either:

+ addtheamountpaid tothe debtasauthorized by the future advances
clause in the trust deed and continue to accept payments on the note;
or

+ make a demand for reimbursement, and if not paid in full, call the loan
and commence foreclosure.

The mortgage holder may require the owner to carry hazard insurance up
to the replacement cost of any improvements, even if replacement costs
exceed the loan amount or the property’s fair market value (FMV).5

However, the mortgage holder needs to allow the owner to rebuild damaged
improvements using insurance proceeds unless the rebuilding effort impairs
the mortgage holder’s security.

4 Krone v.Goff (1975) 53 CA3d 191

5 CCS82955.5
6 Schoolcraft v. Ross (1978) 81 CA3d 75
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Attorney fees and costs incurred in litigation to protect the mortgage holder's
security interest in the property are recoverable under the attorney fees
provision. However, the fees and costs are only recoverable to the extent
they are reasonable.”

Trust deeds give the mortgage holder remedies to protect their security
interest in the real estate. Remedial actions are unrelated to the collection of
the debt evidenced by the note or other document secured by the trust deed.
Thus, an attorney fees provision is needed in the trust deed, even though the
note contains an attorney fees provision.®

Attorney fees paid by the mortgage holder for professional services needed
to enforce the trust deed are considered future advances, and thus are also
secured by the trust deed.

If the mortgage holder records a Notice of Default (NOD), all amounts
advanced are required to be paid in order to reinstate the trust deed. This
includes reasonable attorney fees incurred to enforce provisions to protect
the status of the trust deed.?

Conversely, recovery of attorney fees or trustee’s fees incurred to judicially or
nonjudicially foreclose on the property under the trust deed lien is capped
by statute.

The tax and senior encumbrance provisions obligate the owner to keep
all taxes and senior liens current. If the owner fails to do so, the mortgage
holder may call the loan due and either:

« foreclose if the owner does not reinstate the delinquent taxes and
senior liens; or

+ paythetaxesunder the future advances clause, add that amount to the
loan balance, and foreclose if they so choose.*

If a mortgage holder with a senior trust deed commences foreclosure and
their mortgage is not reinstated or paid off to redeem the property, the
foreclosure of the senior mortgage wipes out any junior mortgage holder’s
security interest in the property.

Similarly, property tax liens attach annually to the property and are senior to
all trust deed holders, as are improvement district bonds and liens imposed
by the government. A delinquent tax lien may be foreclosed after five years.
A property tax sale eliminates a mortgage holder’s secured position on title.**

7 Buckv.Barb (1983) 147 CA3d 920

8 Hellier v. Russell (1902) 136 C 143

9 Bisnov.Sax(1959) 175 CA2d 714; CC §2924c¢
10 CC§2876

11 Calif. Revenue and Taxation Code §2192.1

2.3 —
Attorney fees

2.4 — Taxes
and senior
encumbrances
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2.5 — Acts
and advances
to protect the

security

3.1 —
Assignment
of damages

eminent domain
The right of the
government to take
private property for
public use on payment
to the owner of the
property’s fair market
value.

The future advances provision obligates the owner to reimburse the
mortgage holder on demand for any amounts advanced by the mortgage
holder under any provision of the trust deed, for instance to:

* pay insurance premiums;
+ defend the security; or

« bring taxes and senior liens current.

All advances made by the mortgage holder become part of the debt secured
by the trust deed. If the owner fails to reimburse the mortgage holder, the
mortgage holder may accelerate (call due) all amounts secured by the trust
deed and foreclose on the property if the call is not fully paid, unless the debt
is brought current as permitted by reinstatement rules.*?

Government agencies may condemn part or all of a mortgaged property in
an eminentdomain action. Alternatively, they may damage the value of the
property by their activities. Here, the agency is to compensate the mortgage
holder for the loss of all or part of their security.

Compensation is calculated based on the mortgaged property’s value on
the date of the taking and any loss of money additionally suffered by the
owner.*

Accordingly, any condemnation award obtained by the owner of the
mortgaged property is subject to the lien created by the trust deed. Equity
law requires the money award to stand as substitute security for the property
it replaces on the taking.4

However, the assignment of condemnation proceeds to the mortgage holder
under the condemnation provision in the trust deed is not absolute.
The mortgage holder is not allowed to apply the entire amount of the
condemnation proceeds to the satisfaction of the mortgage if any portion of
the mortgaged real estate remains after the taking.

Rather, the assignment provision is merely a collateral assignment of the
funds for the purpose of securing the debt. Thus, the mortgage holder may
keep only that portion of the condemnation proceeds necessary to prevent
impairment of their security, called exercising control in good faith. The
remaining funds are released to the owner.’s

With a partial taking, the mortgage holder shares in the award only to the
extentnecessary to protectand maintain the LTV ratio of their security interest
in the liened property. If the partial taking does not impair the mortgage
holder’s security, the mortgage holder is entitled to none of the proceeds.*

Impairment may occur even though the value of the property after a partial
taking exceeds the balance outstanding on the debt. When the LTV existing

12 Windt v. Covert (1907) 152 C 350

13 Calif. Code of Civil Procedure §1260.220

14 American Savings and Loan Association v. Leeds (1968) 68 C2d 611
15 Milstein v. Security Pacific National Bank (1972) 27 CA3d 482

16 CCP §1265.225



Chapter 10: The trust deed as a contract 111

before the taking is altered substantially due to a reduction in value by the
partial taking, the mortgage holder is entitled to a portion of the funds needed
to bring their LTV ratio back in line with the pre-taking ratio.

Any dispute regarding the extent of the mortgage holder’'s impairment will
be resolved by comparing the LTV ratios before and after the taking. Other
risk factors influencing the impairment include:

+ the owner's payment history;
+ the economic effect of the taking on the remainder of the property; and

+  whether the mortgage holder has recourse on the obligation.'”

Coupled with the trust deed provision which collaterally assigns
condemnation proceeds to the mortgage holder is a third-party injury
clause. The third-party injury clause assigns the mortgage holder any award
received by the owner for injuries to the property inflicted by private, non-
governmental persons.

Thus, the mortgage holder may recover awards received by the owner for
damage done to the property by others, subject to the same standards of good
faith which apply to the provisions assigning condemnation awards and
insurance proceeds.®

However, the mortgage holder may only participate in money judgments
compensating the owner for actual injury to the physical property which
reduces its value.

The nonwaiver provision establishes the mortgage holder’s right to accept
partial payments of amounts due under the note and trust deed without
waiving the right to commence or continue foreclosure based on the owner’s
defaultin payments.®®

The second part of the nonwaiver provision is a general waiver which
allows the mortgage holder to forego enforcement of the trust deed provisions
on a default without waiving their right to commence foreclosure on a later
default.

For example, the mortgage holder's consent to a transfer of the real estate
under the trust deed’s due-on clause does not waive the right of the mortgage
holder to interfere with further transfers, unless the mortgage holder agrees
in writing to waive their right to call or recast the debt on future transfers.

A mortgage holder may enforce theirdue-on clause, alsocalled an alienation
clause, by automatically calling the debt due on a voluntary or involuntary
transfer of any legal or equitable interest in the property.> [See Chapter 11]

17 People v. Redwood Baseline Ltd. (1978) 84 CA3d 662

18 Duarte v. Lake Gregory Land and Water Co. (1974) 39 CA3d 101

19 M.E. Hersch v. Citizens Savings and Loan Association (1983) 146 CA3d 1002
20 12 Code of Federal Regulations §591.2

Injury to the

property by
third-parties

3.2 — Waiver

alienation clause

A trust deed clause
limiting the rights

of the owner of the
mortgaged property

to freely transfer their
interest in the property
by sale, lease or further
encumbrance.

3.3 — Due-
on-sale
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3.4 —
Assignment
of rents

3.5 —
Acceleration

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.

Two types of assignment of rents provisions exist:

an absolute assignment; and

a conditional assignment.

However, the distinction between the two types of assignment of rents
clauses is not of concern to the holder of a trust deed recorded after 1996.

A trust deed recorded after 1996 creates a present security interest in existing
and future leases, rents, issues or profits on the mortgaged real estate. This is
the case of a trust deed containing either type of assignment of rents clause.
This security interest is properly referred to as a lien.>

The assignment of rents clause is generally placed in the trust deed recorded
against the real estate involved, but may be in a separate lien agreement.

Once the assignment (the trust deed containing the provision) is recorded, it:

« gives constructive notice to all persons of the mortgage holder's
security interest in the rents; and

+ is fully perfected even though the provision states the assignment is
unenforceable until a default occurs on the note or trust deed.*

Perfection by recording establishes that the mortgage holder's security
interest in the rents has priority over security interests in the rents later
acquired by other subsequent mortgage holders or owners of the property.

The acceleration provision allows the mortgage holder to call the full
amount of all sums secured by the trust deed due and payable on any
default under a provision in the trust deed.

Althoughnotnecessary, notessecured by trustdeedsalso contain acceleration
clauses. However, trust deed provisions relate to the property and are not
properly contained or referenced in the note secured by the trust deed.

Thus, an acceleration provision in the trust deed allows the mortgage holder
to accelerate payment of all secured obligations (not just the debt evidenced
by the note) when the owner breaches any provision of the trust deed, which
includes a default on the note.

Also, the acceleration provision in the trust deed gives notice to future
owners and encumbrancers of the property that the secured obligation can
be accelerated on any default.

Any acceleration is subject to the owner's reinstatement rights, except for calls
for incurable breaches requiring redemption of the property by payment in
full. Incurable breaches include calls under:

* the due-on clause;

+ waste provisions; and

21 CC §2938(a)
22 CC §2938(b)
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+ violations of law affecting the value of the real estate. [See Chapter 11]

The power of sale provision grants to a named or an unnamed trustee the
power to hold a private trustees’ sale of the property on the owner’s default.

The completion of a trustee’s foreclosure sale extinguishes the owner'sinterest
in the property and terminates the owner's right to redeem the property by
paying off the debt.*

If the mortgage holder later sells or collaterally assigns the trust deed note to
an investor, the offset statement provision requires the property owner
to cooperate by completing and delivering a trustor’s offset statement. Here,
the owner is the trustor.

The offset statement is used by the trust deed investor when conducting due
diligence investigations into a note to confirm the terms of the note and trust
deed with the owner of the property encumbered by the trust deed. [See RPI
Form 414]

The statement is requested by the mortgage holder through the trust deed
sales escrow, and delivered to the trust deed investor.

In addition to confirming the terms of the note, the trustor’s offset statement
references the existence of any claims or offsets held by the owner against
the note or the trust deed holder assigning the note. The offset information
is necessary to establish the assignee’s status as a holder in due course on
their acquisition of a trust deed note.

The owner of the mortgaged real estate has no duty to respond to the request
for an offset statement, unless they agreed to do so in the note or trust deed.

Special use agreements not covered by boilerplate provisions in the trust
deed are attached as addenda to the trust deed, sometimes called ridexs.

Examples include:
+ the all-inclusive trust deed (AITD) addendum [See RPI Form 442 and
443 in Chapter 15];
« agreements for impound accounts [See RPI Form 455];
+ owner-occupancy riders; and

+ agreements for mortgage indemnity insurance.

Within 30 days after payoff of the secured obligation, the mortgage
holder is required to deliver instructions to the trustee to record a deed of

23 CC 82924, et seq.
24 CC 82903

3.6 —
Trustee’s sale

3.7 —
Trustor’s
offset
statement

4 — Addenda

5 —
Reconveyance
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6 —
Successors,
assigns and

pledgees

privity of estate

A mutual or successive
relationship to

the same rightsin
property; a connection
between persons to
the same estate in

property.

7 —
Trustee’s
foreclosure
notices

reconveyance. Alternatively, the mortgage holder may reconvey the trust
deed themselves. Both the note and the trust deed are returned to the property
owner when the debt is fully satisfied and paid in full.*s [See RPI Form 472]

Failure by the mortgage holder or trustee to reconvey is a misdemeanor,
punishable by a fine of up to $400 and up to six months in jail, or both. Also,
the mortgage holder or trustee who fails to reconvey is liable for any losses
sustained by the owner as a result, plus a civil penalty of $500.2

If the mortgage holder does not recovey the trust deed within 75 days of the
owner's full satisfaction of the debt, a title insurance company may prepare
and record a release of the trust deed. A title insurance company that fails to
reconvey is subject to the same penalties as a mortgage holder who fails to
reconvey.”’

A successor and assignee provision extends the rights and obligations
underthetrustdeed to all successors-in-interest of the owner of the mortgaged
real estate or the mortgage holder.

Even without a successor provision, the owner’s successor takes title to the
mortgaged property subject to the mortgage holder’s trust deed, regardless of
whether they have in any manner assumed the owner's obligations on the
mortgage. Thus, the successor needs to maintain the terms of the note, even
though they are not a party to it, to prevent losing the property to foreclosure,
called privity of estate.”®

Further, the owner may enforce provisions in the trust deed against the
mortgage holder even though they did not assume the obligations of the
note and trust deed. Here, the successor's ownership of the property is the
interest which secures the mortgage holder’s recovery on the note, the result
of the privity of estate theory.?

A county recorder can only record trust deeds which contain an owner's
request for an NOD.*° [See Chapter 5]

The trustee commencing foreclosure proceedings needs to mail a copy of the
NOD by certified or registered mail, and a second copy by first-class mail, to
the owner’s last known address of record.3!

If the owner fails to specify their address in the trust deed or later changes
their address, they may request any future NOD be mailed to them at a new
address by recording a statutory Request for NOD form.3? [See Form 412 in
Chapter 5]

25 CC 82941

26 CC5§52941(d); 2941.5

27 CC§§2941(b)(3), (d); 2941.5

28 Rodgers v. Peckham (1898) 120 C 238

29 Saucedo v. Mercury Savings and Loan Association (1980) 111 CA3d 309 (Disclaimer: the legal editor of this publication was the
attorney of record in this case for the borrower.)

30 Calif. Government Code §27321.5
31 CC §2924b(b)
32 CC §2924b(a)
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If no address is given for the property owner in the trust deed or Request for
NOD form, the trustee needs to:

« publish a copy of the NOD in a newspaper of general circulation in the
county where the property is located, once a week for four consecutive
weeks commencing within ten days of recording the NOD;

+ personally deliver a copy of the NOD to the property owner within ten
days of recording or before publication is completed; or

+ post a copy of the NOD in a conspicuous location on the property and
send a copy of the notice by registered or certified mail to the owner’s
last known address.?

Junior lienholders also request NODs and Notices of Delinquency (NODq)
to better protect their interests in the mortgaged property against foreclosure
and extended delinquencies allowed by a senior lienholder. [See Chapter 5]

33 CC§2924b(d)
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Chapter 10
Summary

Chapter 10
Key Terms

A private lender or carryback seller uses the provisions of a trust deed to
contractually restrict as many aspects of ownership and possession of
the liened property as they are legally able to control.

Thus, trust deeds are recognized as adhesion contracts, offered by a
person with superior bargaining power (the lender) to a weaker person
(the borrower) on a “take it or leave it” basis.

A prospective borrower typically has no power to negotiate better terms
than those provided in regular trust deeds. California courts developed
special adhesion contract rules for interpreting rights and obligations
under trust deeds due to this imbalance in bargaining power.

Enforceable provisions found in a standard trust deed used to secure
the performance of a note include:

+ condition of property;

+ hazard insurance;

+ attorney fees;

+ taxes and senior encumbrances;

+ acts and advances to protect the security;

+ assignment of damages;

+  waiver;

+ due-on-sale;

+ assignment of rents;

+ acceleration;

+ trustee’s sale;

+ trustor’s offset statement;

+ special use agreements;

* reconveyance;

+ successors, assigns and pledgees; and

+ trustee’s foreclosure notices.

acceleration Pg. 112
adhesion contract Pg. 104
alienation clause Pg.111
dragnet clause Pg. 104
due-on clause Pg. 104
eminent domain Pg.110

privity of estate Pg.114




Chapter 11: Due-on-sale regulation 117

N
b

Chapter

11

Due-on-sale
regulation

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

+ understand the nature of a due-on clause in trust deeds as a Obiectives
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 Key Terms
due-on clause novation
Garn-St. Germain Federal waiver agreement
Depository Institutions Act of

1982

During times of upwazrd sales volume, increasing mortgage originations and RISI“g
rising absorption rates for space available to rent, the marketplace functions
at full throttle. This is known economically as a virtuous cycle. rates bl‘lllg

Responsibility to individuals in the market during this frenzy lies with the mortgage
gatekeepers to real estate ownership — brokers, builders and lenders. To holder

keep those responsible for the activity from harming the greater society, the

government implements regulations to reduce adverse conduct in the real interference
estate and mortgage markets.
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When the
boom turns
to bust, and
stagnation

due-on clause

A trust deed provision
used by lenders to call
the loan immediately
due and payable, a
right triggered by the
owner's transfer of
any interest in the real
estate, with exceptions
for intra-family
transfers of their home.

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.

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 interestrates,
the due-on clause is not an issue. The clause lays dormant and is unused. The
decades of the ‘8os, ‘9os 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 2009-2016 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).!

1 12 Code of Federal Regulations §1026.43(g)
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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.

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 RPI 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.*

2 12 CFR §1026.20(b)
3 12 CFR §591.2(b)
4 12 United States Code §1701j-3; Garn-St. Germain Depository Institutions Act of 1982 (Garn)

Attempts to
circumvent the
sales restraint

Interference
by mortgage
holders is
federal policy
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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.

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
mortgages.

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

+ iswasteful of property in their management.

Essentially, the mortgage holder needs 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.

5 12 USC§1701j-3(b)(3)
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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.

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;
+ 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

No leniency
when exercising
due-on rights

Economic
recessions and
recoveries

Adverse
economic
effects on sales
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It has recently

come to our
attention

Due-on-sale

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);
e land sales contract or holding escrow;

e court-ordered conveyance; or
e death.
Lease:
e |ease for more than three years; or
e lease with an option to buy.
Further encumbrance:

e creation or refinance of a junior lien; or

e foreclosure by junior lienholder.

® © 0 0 0 0 00 0000000000000 000000 00000000000 00000000000000000000000 o

Transfers not triggering due-on enforcement (owner-occupied, four-or-less
residential,

e 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);

e death of a joint tenant; or

e transfer on death to a relative who occupies.

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 RPI Form 404 and 405]
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Examples include a:

+ land sales contract;
+ lease-option sale; or

+ other wraparound carryback devices, such as an all-inclusive trust
deed (AITD) note.

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.
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: Due-on-lease

+ 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 for nonresidential
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?

6 Tuckerv. Lassen Savings and Loan Association (1974) 12 C3d 629
7 12CFR §591.2(b)
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Due-on
modification

novation

An agreement
entered into by a
mortgage holder,
buyer and seller to
shift responsibility for
a mortgage obligation
to the buyer by an
assumption and
release the seller of
liability.

Due-on-
further
encumbrance

Yes! By requiring leases with terms over three years as a 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 trigger the
due-on clause, unless:

+ thelease is modified to extend the term beyond three years; or

+ apurchase option is granted to the tenant.

For example, consider an owner of real estate who enters into a lease with an
initial term of 10 years. Later, the owner takes out a mortgage containing a
due-on clause. Later, the tenant assigns the lease with the owner’s approval,
as provided in the lease agreement which has priority to the mortgage.

Here, the due-on clause is not triggered by the lease assignment. The trust
deed is attached as a lien only on the owner's fee interest, not the leasehold
interest the owner previously conveyed to the tenant. The fee owner whose
interest is encumbered by the mortgage transferred nothing. The assignment
ofaleasehold by atenantisnotatransfer ofanyinterestin the fee encumbered
by the mortgage.

Now consider a landlord who releases the original tenant from all liability
under the lease as part of an assumption of the lease by the new tenant
and substitution of liability. The release of the original tenant from liability
creates a novation of the lease — a new agreement conveying an interest
in the secured property to the new tenant by the owner of the fee. Since the
novation included a leasing period of over three years, the mortgage holder
may call the mortgage.®

Thus, an assumption of the lease by a new tenant, and a release of the former
tenant from liability by the landlord, constitutes a present transfer of an
interest affecting the fee ownership of the real estate since it is a novation.

Accordingly, a lease novation triggers the due-on clause if the lease has a
remaining term of over three years or includes an option to purchase.

This interference addresses owners of nonresidential income property.
Typically, the owners want long-term leases which run more than three
years in their term. Here, the leasing periods have to be held to three years
each, the initial term, and each extension of the periods of occupancy under
a lease agreement. Otherwise, the mortgage holder may call the mortgage if
the initial period is more than three years, or when exercised, the extension
of the lease term is for more than three years.

Consider an owner-occupant of an SER subject to a first mortgage. The owner
applies for an equity loan to be secured by a second trust deed on their
property. The first mortgage contains a due-on clause.

8 Wells Fargo Bank, N.A.v. Bank of America NT & SA (1995) 32 CA4th 424
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The lender tells the owner they are concerned about due-on enforcement by
the senior mortgage holder during times of rising rates. The lender is aware
encumbering the property with a second mortgage triggers the existing
mortgage holder’s due on clause, unless the activity is exempt. On inquiry,
the owner informs the lender they will continue to occupy the property as
their residence.

The lender assures the owner that as long as they continue to occupy the
property, the second mortgage will not trigger the senior mortgage’s due-on
clause. Due-on enforcement based on a further encumbrance of an owner-
occupied, one-to-four unit residential property is not permitted.’

However, on real estate other than an owner-occupied, one-to-four unit
residential property, any further encumbrance without first obtaining the
existing mortgage holder’s consent and waiver of their due-on clause triggers
the due-on clause.

Thus, junior financing in the form of an equity loan without a waiver of the
senior mortgage’s due-on clause becomes a risky enterprise for lenders in
times of rising interestrates. Increasing marketrates give mortgage holders an
incentive to call mortgages on the transfer of any interest in the secured real
estate — with the exception of owner-occupied, one-to-four unit residential
properties.

A lender who accepts a junior position on a property other than an owner- Due-on
occupied, one-to-four unit residence without first obtaining a due-on .
waiver from the senior mortgage holder risks having the economic valueof ~ WalVer
its position in title:

* reduced by an increase in the interest rate on the senior mortgage; or

* wiped out by the senior mortgage’s foreclosure if its due-on rights
were exercised based on the further encumbrance and it was not paid
in full.’

Owners are driven to look elsewhere for funds when the existing mortgage
holder does not grant a due-on waiver. Thus, an owner is forced to
unnecessarily refinance existing mortgages in order to generate cash from
their equity in the property, a more expensive process due to prepayment
penalties and increased rates than had they obtained an equity loan.

Now consider a seller who carries back a second mortgage on the sale
of property without the consent of the holder of the first mortgage which
contains a due-on clause.

The holder of the first mortgage learns of the sale and calls the mortgage. To
avoid the call, the buyer assumes the first mortgage and modifies the note by
shortening the due date.

9 12CFR§591.5(b)(1)())
10 La Sala v. American Savings & Loan Association (1971) 5 C3d 864
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Due-on-
foreclosure

The carryback seller claims their second mortgage now has priority over
the first mortgage since the modification of the first mortgage substantially
impairs their security by increasing the potential for default on the carryback
mortgage.

Here, the modification of the first mortgage without the consent of the junior
carryback seller does not result in a change in mortgage priorities since the
existence of the second mortgage is in violation of the due-on clause in the
first mortgage.

When the secured property is sold and the seller accepts a second mortgage
without receiving the mortgage holder's prior written consent, the due-
on clause has been breached under federal mortgage law. Thus, no duty is
imposed on the holder of the first mortgage to avoid further subordinating
the interest of the holder of the unconsented-to junior mortgage by recasting
the first mortgage.!!

Consider a parcel of real estate subject to a first and a second mortgage which
the holder of the first mortgage previously consented to.

The property owner defaults on the first mortgage. The junior mortgage
holder reinstates the first mortgage and forecloses on the second, acquiring
the property at the trustee’s sale. At all times, the second mortgage holder
keeps the first mortgage current and advised of the foreclosure proceedings.

On acquiring title at foreclosure, the junior mortgage holder advises the
senior mortgage holder they are now the owner-by-foreclosure. The
senior mortgage holder informs the junior mortgage holder, now the owner
of the property, that they are calling their mortgage due based on the transfer
of the property by trustee’s deed - unless they are to receive points for an
assumption of the mortgage and a modification of the note’s interest rate and
payments to current market rates.

May the senior mortgage holder call their mortgage due based on the
completion of foreclosure by the second mortgage holder?

Yes! A senior mortgage holder may call a mortgage due on completion of
the foreclosure sale by a junior mortgage holder on any type of real estate.
A trustee’s deed on foreclosure is considered a voluntary transfer by the
owner, since the power-of-sale authority in the junior mortgage was agreed
to by the owner of the real estate.

The due-on clause is not only triggered by the voluntarily agreed-to trustee’s
sale, it is also triggered by any involuntary foreclosure, such as a tax lien
sale.?

Federal regulations allow due-on enforcement on any transfer of real estate
which secures the lien, whether the transfer is voluntary or involuntary.!

11 Friery v. Sutter Buttes Savings Bank (1998) 61 CA4th 869

12 Garber v. Fullerton Savings and Loan Association (1981) 122 CA3d 423 [Disclosure: the legal editor of this publication was the
owner's attorney in this case]

13 12 CFR §591.2(b)
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The risk of a senior mortgage holder enforcing their due-on clause on a
trustee’s sale by the junior mortgage holder has a debilitating effect on
the availability of junior mortgages and carryback sales. Prudent lenders
and sellers are unwilling to accept a junior position which exposes them to
paying off a senior debt if they are forced to foreclose on the real estate.'

Transfers of real estate which trigger due-on enforcement include the Pye-on-
inevitable transfer resulting from the death of a vested owner. However,

as with due-on enforcement triggered by further encumbrances, narrow death and
exceptions apply to the death of an owner who occupied a one-to-four unit exceptions
residential property.

For example, the transfer of a one-to-four unit residential property to a
relative on the death of the owner-occupant does not trigger the due-on
clause. However, this is conditioned on the relative becoming an occupant
of the property.'

Also, where two or more people hold title to one-to-four unit residential
property asjoint tenants, the death of one joint tenant does not trigger due-
on enforcement.

However, at least one of the joint tenants, whether it was the deceased or
a surviving joint tenant, needs to have occupied the property when the
mortgage was originated. Conversely, occupancy is not required for a
surviving joint tenant who qualifies for the joint tenancy exception.'®

On all other transfers, the death of a vested owner, joint tenant or other co-
owner triggers the mortgage holder’s due-on clause.

Thus, due-on enforcement is triggered on death by:

+ a transfer of the deceased’s residence to a non-relative, by will or by
trust, following the death of the owner;

+ the death of a joint tenant owning a one-to-four unit residential
property which was not originally occupied by any of the surviving
joint tenants;

+ the death of a co-owner of any type of property other than one-to-four
residential units; and

+ the transfer of any property, other than the deceased’s residence, to a
relative or anyone else on the death of the owner.

Consider a married couple who occupies a residence vested in the name of the Divorce and
husband and owned as his separate property. The residence is encumbered ., .
by a mortgage containing a due-on clause. inter-family

transfers

14 Pasv. Hill (1978) 87 CA3d 521
15 12 CFR §591.5(b)(1)(V)(A)
16 12 CFR §591.5(b)(1)(iii)
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Inter-family
exception

inter vivos trust

A title holding
arrangement used as a
vesting by a property
owner for probate
avoidance on death.
[See RPI Form 463]

The couple separates and the residence is transferred to the wife as part of the
property settlement to dissolve the marriage. The wife continues to occupy
the residence.

Does the transfer of the residence to the wife on divorce trigger due-on
enforcement by the mortgage holder?

No! Federal due-on regulations bar due-on enforcement on the transfer of
one-to-four unit residential property to a spouse after a divorce, solong as the
spouse occupies the property.!”

However, if the acquiring spouse chooses to lease the residential property
for any period of time rather than occupy it, the mortgage holder may call or
recast the mortgage.

The due-on clause is not triggered by an owner'’s transfer of their one-to-four
unit residential property to a spouse or child who occupies the property.'s

This inter-family transfer exception applies only to transfers from an owner
to a spouse or child. Any transfer from a child to a parent triggers due-on
enforcement.

Consider an owner-occupant of one-to-four unit residential property who
transfers the property into an inter vivos trust, naming themselves as
beneficiary. The owner continues to occupy the property after transferring
title into the living trust.

The owner notifies the mortgage holder prior to transfer. The owner agrees
to give the mortgage holder notice of any later transfer of their beneficial
interest in the trust or change in occupancy of the property as requested by
the mortgage holder.

Does this transfer into the inter vivos trust trigger the due-on clause in a
mortgage encumbering the owner's residence?

No! The owner met the federal regulatory conditions for avoiding due-
on enforcement based on a transfer of owner-occupied, one-to-four unit
residential property into an inter vivos trust."”

To meet regulations, the owner needs to provide means acceptable to the
mortgage holder by which the mortgage holder is given notice of any later
transfer of the beneficial interest in the trust or change in occupancy. If the
owner conveys the property into the inter vivos trust without the mortgage
holder's approval, the mortgage holder may call the mortgage due.

Thus, if the owner does not continue to occupy the property, or later transfers
the beneficial interest in the trust, the mortgage holder may call or recast the
mortgage.

17 12 CFR §591.5(b)(1)(v)(C)
18 12 CFR §591.5(b)(1)(v)(B)
19 12 CFR §591.5(b)(1)(vi)
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An owner intending to enter into a transaction to sell, lease or further Lender waiver
encumber their real estate without interference by the mortgage holder . e
needs to first negotiate a limitation or waiver of the mortgage holder's due- DY negotiations

on rights. and by conduct
Waiver agreements are trade-offs. In return for waiving or agreeing to limit

the exercise of its due-on rights in the future, the mortgage holder demands waiver agreement
consideration such as: s

which a mortgage
holder consents to

+ additional points in the instance of an origination; Ryt o

+ additional security; or future transfer of
an interest in the
+ the borrower’s pay-down of principal balance; mortgaged property
. . as a waiver of the
+ increased interest; mortgage holder’s due-

on rights. Also known
as an assumption
agreement. [See RPI
Form 431 and 432]

» ashorter due date; or

+ anassumption fee.

Consider a buyer who applies for a mortgage to purchase a residence they
intend to occupy for only a few years. The buyer is concerned due-on
enforcement will later make it more difficult to resell their property.

The buyer and lender negotiate the conditions on which a qualified buyer
in a later sale of the property will be able to assume the buyer's mortgage
without a call by the mortgage holder. In exchange, the buyer agrees to pay
increased points or a higher interest rate, subject to applicable Reg Z fee caps.

The mortgage holder's waiver of their due-on rights under an assumption
agreement applies only to the present transfer to the buyer. Unless
additionally agreed to, any later transfer of an interest in the property will
trigger the due-on clause, allowing the mortgage holder to call or recast the
mortgage again.

In addition to a waiver agreement, waiver of the mortgage holder’'s due-on
rights may occur by conduct when the mortgage holder fails to promptly
enforce its due-on rights.

For example, a buyer purchases real estate subject to a mortgage containing a
due-on clause. The mortgage holder is informed or discovers the transfer and
immediately calls the mortgage. However, the mortgage holder then accepts
payments from the buyer for over 12 months. After interest rates increase,
the mortgage holder later seeks to enforce their prior call by refusing further
payments.

Here, the mortgage holder waived the right to enforce their due-on clause by
their conduct.®*

When the seller intends to transfer ownership of the property to the buyer, Broker Ilability
the senior mortgage holder's due-on clause is triggered regardless of the form
used to document the sales transaction. for due-on

avoidance

20 Rubin v. Los Angeles Federal Savings and Loan Association (1984) 159 CA3d 292
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Regardless, the mortgage holder can only call the mortgage when they
actually discover a change of ownership has taken place. If the buyer's
option is not recorded, and the lease agreement is for a term of three years or
less, the mortgage holder may not discover any transfer of an interest in the
real estate which triggered their due-on clause has taken place.

If the mortgage holder later discovers a change of ownership has taken place,
their only remedy against the buyer and seller is to call the mortgage due,
or arrange to recast the mortgage as a condition for waiving their right to
call and allowing an assumption by the buyer. Additionally, the mortgage
holder may not recover the retroactive interest differential (RID) for the
period before they discovered the transfer and called the mortgage.*

However, an adviser, such as a broker or attorney, assisting the buyer or
seller to mask the change of ownership from the mortgage holder with
the primary purpose of avoiding due-on enforcement may be held liable
for wrongfully interfering with the mortgage holder's right to call or recast
the mortgage, an offense called tortious interference with prospective
economic advantage.

The adviser’s liability arises based on the extent to which their actions
were specifically intended to conceal the transfer and prevent a call by the
mortgage holder, and on the foreseeability the mortgage holder will incur
losses due to the concealment.*

The mortgage holder's losses caused by the adviser's wrongful interference
are calculated based on the interest differential between the note rate and
the market rate on the date of sale, retroactively applied from the date of
discovery by the mortgage holder to the date of the transfer.

21 Hummell v. Republic Federal Savings & Loan (1982) 133 CA3d 49 [Disclosure: the legal editor of this publication was the
attorney of record for the borrower in this case.]

22 J'Aire Corporation v. Gregory (1979) 24 C3d 799
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Lenders and carryback sellers are allowed to enforce due-on sale clauses Ch a pter 11
in trust deeds on most transfers of any interest in any type of real
estate. The occurrence of an event which triggers due-on enforcement Summary

automatically allows the mortgage holder to call or recast the mortgage.
In times of rising rates, mortgage holders seize any event triggering the
due-on clause to increase the interest yield on their portfolio.

The due-on clause is triggered by any conveyance of legal or equitable
ownership of real estate, such as a sale. A due-on clause is also triggered

by:
+ alease with a term over three years;
+ alease for any term when coupled with an option to purchase;

+ further encumbrance of a non-owner-occupied, one-to-four unit
residential property; and

+ oncompletion of the foreclosure sale by a junior mortgage holder
on any type of real estate.

Further, transfers of real estate resulting from the death of a vested
owner also trigger due-on enforcement, with narrow exceptions based
on occupancy of residential property.

Exceptions to due-on enforcement exist. Due-on enforcement based
on the further encumbrance of an owner-occupied, one-to-four unit
residential property is not permitted. Similarly, the due-on clause is
not triggered by an owner’s transfer of property to a spouse or child
who then occupies the property, or on the transfer of one-to-four unit
residential property to a spouse after a divorce if the spouse occupies
the property.

An owner wishing to sell, lease or further encumber their real estate
without interference by the mortgage holder needs to first negotiate a
limitation or waiver of the mortgage holder's due-on rights. Waiver of
the mortgage holder’s due-on rights may also occur by conduct when
the mortgage holder fails to promptly enforce them.

An adviser assisting the buyer or seller to mask the change of ownership
for the purpose of avoiding the mortgage holder’s due-on enforcement
may be held liable for interfering with the mortgage holder's right to
call or recast the mortgage.
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Due-on waiver and
junior financing

_ s
™

After reading this chapter, you will be able to:

+ differentiate between a buyer's assumption and a due-on waiver
negotiated in an all-inclusive trust deed situation when an
existing mortgage will remain of record;

* negotiate a waiver of the senior mortgage holder’s due-on clause
on a sale subject to the existing mortgage; and

+ understand the need to disclose the presence of a due-on clause
in existing mortgages and advise clients in carryback transactions
on their consequences.

all-inclusive trust deed (AITD) due-on clause

i recast

call waiver agreement

Consider a seller of real estate encumbered with a mortgage who lists the
property for sale with their broker. The mortgage contains a due-on clause.

Later, the seller's broker submits a purchase offer from a buyer on terms
which include:

+ acash down payment;
+ an assumption of the existing mortgage by the buyer; and

+ aseller carryback note entered into by the buyer for the balance of the
purchase price, secured by a second trust deed on the property.

Learning
Objectives

Key Terms

Prior planning
prevents a
mortgage
holder’s
interference
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due-on clause

A trust deed provision
used by lenders to call
the loan immediately
due and payable, a
right triggered by the
owner's transfer of
any interest in the real
estate, with exceptions
for intra-family
transfers of their home.

Call or recast
the mortgage

call

A lender's demand for
the balance of the loan
to be immediately paid
in full. [See RPI From
418-3]
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Following negotiations and agreement, sales escrow is opened. As called for
in the escrow instructions, escrow requests a loan assumption package
from the existing mortgage holder.

Before the close of escrow, the mortgage holder approves the sale conditioned
upon the buyer:

+ assuming the mortgage debt; and

+ agreeing to a modification of the interest rate and payment schedule
in the note.

The buyer agrees to the mortgage holder's demands and signs the loan
assumption and note modification agreement. The mortgage holder does
not enter into a written consent agreement with the seller regarding the
carryback second trust deed. However, the mortgage holder did receive a
copy of the purchase agreement and escrow instructions during the loan
assumption process which disclosed the carryback second trust deed as part
of the sales transaction.

Here, the mortgage holder consented to the conveyance of the mortgaged
property to the buyer on the terms of the sale as set out in the purchase
agreement and sale escrow instructions they received. Thus, by their
conduct, the mortgage holder has waived their rights under the due-on
clause regarding the further encumbrance (second trust deed) carried back by
the seller. The carryback trust deed is a separate transfer from the grant deed
conveyance to the buyer, which itself triggers the due-on clause.!

However, the mortgage holder was not asked to and did not enter into a
written agreement to further waive their due-on right to call or recast the
mortgage in the future if:

+ the buyer transfers an interest in the property while the carryback
seller still holds their second mortgage; or
+ the seller forecloses and becomes the owner of the property again.
After the buyer takes title to the property, a transfer by the buyer of their
interest in the mortgaged real estate will require the mortgage holder’s prior

consent to avoid the risk of the mortgage holder calling the mortgage under
the due-on clause, with limited exceptions. [See Chapter 11]

Exceptions include:

+ alease with a term under three years containing no option to purchase
the property; and

« most non-sale intra-family principal residence transfers.

1 Rubin v. Los Angeles Federal Savings and Loan Association (1984) 159 CA3d 292
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The mortgage holder may call the mortgage or demand the mortgage be
recast, with exceptions for most conveyances of the principal residence to
family members or for an equity loan encumbrance on that residence, if,
after escrow closes, the buyer:

« dies;
« conveys or further encumbers the property;

+ enters into a long-term lease (over a three-year term) or a lease with a
purchase option; or

+ defaults on the carryback mortgage and the seller forecloses. [See
Chapter 11]

A typical carryback sales transaction involving an existing mortgage is
structured as either:

+ aregular second mortgage carried back by the seller with the existing
mortgage holder consenting to the conveyance of the property and the
carryback mortgage by waiving their due-on clause in exchange foran
assumption fee and modification of the note by the buyer; or

« anall-inclusive trust deed (AITD) and note, or another wraparound
security device, with the underlying mortgage holder consenting to
the conveyance to the buyer and the carryback AITD by waiving their
due-on clause in exchange for a modification of the note and payment
of fees by the seller — all in lieu of the buyer's assumption of the
mortgage, an activity labeled a reverse assumption. [See Chapter 13]

After the mortgage holder consents to the carryback sale and escrow closes,
future events beyond the seller’s control can again trigger the due-on clause.

Without the mortgage holder’'s prior written waiver of their due-on
enforcement rights triggered by future transfers, the mortgage holder can call
the mortgage due on a later transfer of the buyer’s interest in the property.
With some exceptions for a principal residence, a transfer subject to due-on
enforcement rights may include a:

+ resale;

+ further encumbrance;

+ lease for over three years;

+ court ordered transfer;

+ foreclosure; or

+ death.
A written waiver of the mortgage holder’s future enforcement of the due-
on clause bars the mortgage holder from calling the mortgage due. Further,
it protects the carryback seller as long as the seller has an interest in the
property. The waiver agreement assures the carryback seller they can

protect their security interest in the property without interference from the
underlying mortgage holder. [See Form 410 accompanying this chapter]
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recast

A mortgage holder’s
demand to modify the
note terms and receive
payment of additional
fees in exchange for
waiving the due-

on clause in their
mortgage.

The written
waiver

all-inclusive trust
deed (AITD) note

A note entered into by
the buyer in favor of
the seller to evidence
the amount remaining
due on the purchase
price after deducting
the down payment, an
amount inclusive of
any specified mortgage
debts remaining

of record with the
seller retaining
responsibility for their
payment. Also referred
to as a wraparound
mortgage or overriding
mortgage. [See RPI
Form 421]

waiver agreement
An agreement in
which a mortgage
holder consents to
the owner’s present
or future transfer of
an interest in the
mortgaged property
as a waiver of the
mortgage holder’s due-
on rights. Also known
as an assumption
agreement. [See RPI
Form 431 and 432]
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Form 410
FU rther FURTHER ENCUMBRAMNCE CONSENT
Encumrance MOTE: This form is used by & prospectiee jLnior lendar or Cammyback sabar whan the real estate is sncumbersd by an
C t existing first morigage containing a due-on clause, o oblain consant from e lender holding the morgage 1o further
onsen encumbar the proparty with 8 second morgage.
DATE: . 20_____.# . California,
Hems hat Blamk of anchecked are nod sopicabie.
FACTS:
1. mmtaﬂmﬂlsﬂmmﬂmmm
1.4 . &5 the Existing First Lender,
1.2 - 5 the Mew Junior Lender,
13 lnwrdlnghEmmgmeﬁﬂorslrusrdmdwﬂon .
a4 Inst Mo .if County Records, Calfornia,
14 aﬂmb’" 8% the Trusior,
15  inwhich 5 named a5 the Bensficary,
16  encumbering proparty refemed o as

2, Abrust desd, junior and subordinate io the Existing Firgt Lenders tnust dead, will be exscuted in favar of the New Junior
Lender in reliance on this consent agreement,
AGREEMENT:
3. The Existing First Lander heraby:
31 Consents ko the further encumbrance of the property in favor of the Mew Junion Lender,
32 Walves its due-on rights until the: New Junior Lender's trust deed encumbrance |5 recomveyed or forediosed and
na longer is a lien on the property.
33 Wikives it due-on rights if the New Junior Lender |laler acquines ke 1o the property by foreciasure of deed-in-lisu
of forsclodune under B tust dead, Subjscl 1o the following checked conditions at the Eme of trandser:
a Payrnént of an assumplioniransher fee of §
b Maodification of the Existing First Lender's nobé to reflect imterest at the fived mte of
anrum, amortized over the lean's remaining term, with the principal balance due

% per

¢,

4, GEMERAL PROVISIONS:
4.1 Al ofher provisionds of the Existing First Lender's trust deed remain unaffected by this consent
42  This congent is for only one further encumbrance by the New Junior Lender,
4.3 This consent inures o thi benafit of the successors and assigns of the parties.

NOTE: The following agreements ane used when an existing second trust deed will remain of record
after further encumbaering the property.
5. SUBORDINATION AGREEMENT to any madification agreed 1o in Section 3.3 above.
5.1 u'uuhmﬁu“umamumdﬁlmmwmmmmdnlnmm
Mo, County Records, Califomia.
5.2 The Existing Second Tn.r51. Dead Beneficiary consents 1o this modifcation and agress. i subondinals their trust
dead o thesa modificalions on demand.
53  The Existing Second Trust Deed Beneficiary consents (o this further encumbrance and waives enforcement of
any dus-on dause in its st deed,
54  The Exisling Second Lender i

Ciaba: . 1] . Signatura of Exisling Second Lendar:
EXISTING FIRST LENDER: MNEW JUNIOR LENDER:
1 agres o the terms staled above. | agres o the tenms stated above.
Lendar: Lendar:
By By:
Signature: Signature:
Tithe:; Tithe::
FORM 410 a1 ©2015 RP1 — Realty Publications, Inc,, P.O. BOX 5707, RIVERSIDE, CA 92517

To best protect the seller’s trust deed, the seller needs to have the mortgage
holder waive their right to call the mortgage:

+ on the conveyance and further encumbrance of the property on the
close of the carryback sale;
+ foraslong a period as the carryback mortgage remains of record; and

+ onthe carrybackseller’'sreacquisition of title to the property if the seller
completes a foreclosure on the property or accepts a deed-in-lieu of
foreclosure.
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To be enforceable against the mortgage holder, the waiver needs to be in
writing as do any other commitments made by a lender.

The AITD carrybackis a variation on the standard carryback second mortgage.
An AITDis always a junior mortgage, typically a second. [See Chapter 13]

However, in contrast to the standard trust deed, the AITD:

« secures a note for a principal amount which totals the unpaid balances
ontheunderlyingliensand the balance of the seller's equity remaining
unpaid after a down payment;

+ obligates the carryback seller to remain responsible for
making payments on the underlying liens; and

+ does not involve the buyer with the existing mortgage holder in an
assumption of the underlying (wrapped) mortgage. [See Chapter 13,
14 and 15]

The creation of the AITD triggers the due-on clause, as does a grant deed,
since it is a further encumbrance and thus a transfer of an interest in the real
estate. The due-on clause is triggered whether or not the AITD is recorded.

Priorto closingan AITD sale, itis the seller, not the buyer, who negotiates any
modification of the note and arranges for the payment of any fees required
by the mortgage holder to waive due-on clause enforcement. The note
modification entered into by the seller here again is an additional benefit
received by the mortgage holder.

The modification enlarges the mortgage holder’'s portfolio yield through
an increase in the note’s interest rate and the monthly payments. This is no
different than if the buyer assumed the mortgage. Thus, the mortgage holder
of record receives the same economic benefits of fees and market rates on
the seller's modification of the note as though the buyer had assumed and
modified the mortgage.

In exchange for the fees and modification, the mortgage holder consents to
the seller’s AITD financing. As part of the negotiations, the mortgage holder
agrees in writing to waive their rights under the due-on clause for as long as
the carryback seller holds an interest in the property.

The seller carrying back an AITD retains the responsibility for paying the
principal and interest installments and any impounds due to the mortgage
holder on the underlying mortgage. Thus, the credit review of the buyer
by the mortgage holder is avoided since the seller remains the sole party
responsible for payment.

After closing, instead of the buyer making payments on the underlying
mortgage, the buyer makes installment payments on the AITD note directly

2 12 Code of Federal Regulations §591.5(b)(4)

The AITD
and a due-on
waiver

Seller
remains
responsible
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Broker’s duty
to disclose
AITD risks

General
duty to both
parties

to the carryback seller. On receiving installment payments on the AITD
note from the buyer, the carryback seller pays the installment due on the
underlying mortgage and keeps any remaining amount as their funds.

All brokers in a sale in which an existing trust deed is to remain of record
have a duty to disclose the existence of a due-on clause in the trust deed.
[See Chapter 11]

Beyond disclosing the existence of a due-on clause, both the seller's and
buyer'sbrokershave a duty toadvise theirclientsin the carryback transaction
on the legal and financial consequences of the due-on clause.

For example, the seller's broker negotiating the carryback of a junior trust
deed on behalf of a seller is to inform the seller of the risks posed by the due-
on clause in the existing trust deed. As for the buyer, it is the buyer’s broker
who is obligated to review the due-on risks and advise the buyer on the
consequences of structuring the transaction to either:

+ negotiate a waiver of the senior mortgage holder’s exercise of their
due-on rights; or

+ take title subject to the existing mortgage. [See RPI Form 150 §4]

Also, the carryback seller needs to be informed and understand that a
default by the buyer on installments on the AITD note will force the seller
to advance payments on the underlying mortgage holder. If the installment
is not advanced, the seller risks having their AITD wiped out by the existing
mortgage holder’s foreclosure, a result no different than when a seller carries
back a regular second mortgage. This critical discussion is the task of the
seller’s broker, not the buyer’s broker.

Now consider a buyer who is not represented by a buyer’s broker and submits
an offer to purchase a property through the seller’s broker. The buyer is fully
qualified to make payments on both the existing mortgage and a carryback
mortgage.

The terms of purchase include:

+ thebuyer paying a small cash down payment;
+ thebuyer taking title subject to the existing mortgage; and

+ the seller carrying back a note for the balance of the purchase price.

The seller accepts the offer. However, the buyeris not informed by the seller’s
broker of the existence of the due-on clause in the existing mortgage. Since
an assumption of the mortgage by the buyer will not occur, a beneficiary
statement is not requested from the mortgage holder. A beneficiary
statement, if received, discloses the existence of the due-on clause and the
mortgage holder’s intentions to the buyer prior to closing, as does a copy of
the recorded trust deed.? [See RPI Form 415; see Chapter 11]

3 Calif. Civil Code §2943
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After escrow closes, the first-lien mortgage holder discovers the sale and calls
the mortgage due. The buyer, unable to pay the balance due on the mortgage,
ultimately loses the property through foreclosure.

The buyer seeks to recover their lost value from the seller’s broker, claiming
the broker had a duty to investigate and disclose the existence of a due-on
clause on a sale of property subject to an existing mortgage.

The broker claims they owed no duty to the buyer to investigate or disclose
title conditions contained in the recorded trust deed since these are public
records and the buyer was not their client.

Can the buyer collect the dollar amount of their lost equity in the property
from the seller’s broker?

Yes! Any broker negotiating a transaction as an agent for either party has a
general duty to disclose title conditions affecting ownership or use of the
property to both parties, not just their client.

The broker negotiating the carryback sale structured as an AITD or other
wraparound financing agreement needs to anticipate the parameters of the
mortgage holder's demand for increased interest and payments in exchange
for a waiver of their due-on clause.

In turn, the interest rate and payment schedule negotiated for the AITD
note needs to equal or exceed the interest rate and payment schedule the
existing mortgage holder will demand as a modification of their note to
consent to the sale.

If the AITD carryback sale is negotiated when market interest rates are the
same or lower than the interest rate on the existing mortgage, the mortgage
holder will be inclined to retain the original rate and demand only an
assumption fee, often expressed in terms of points, for consenting to the
seller’s AITD sales transaction.

Conversely, in a market of rising interest rates, when the existing mortgage’s
interest rate is below market rates, the mortgage holder will use the due-on
clause to take advantage of the higher current rates and increase the note
rate, and their yield, on:

+ thebuyer's assumption; or
« theseller'smodification in the case of an AITD transaction. [See Chapter
13]

The AITD purchase agreement needs to specify the terms for modification of
the existing mortgage which are acceptable to both the buyer and the seller.
Thus, terms need to be negotiated by the seller with the mortgage holder
placing limitations on the:

* interest rate;

+ monthly payments;

Waiver
negotiations
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« duedate; and

+ assumption fee.

Alternatively, the purchase agreement may include a contingency for the
seller’s further approval of the modification demands by the mortgage holder
to avoid impairing their AITD.

The carryback seller or their broker will need to negotiate the assumption or
modification agreement with the mortgage holder, as well as any waiver of
the mortgage holder’s exercise of their due-on rights for as long a period as
the seller retains an interest in the property.

When a buyer agrees to obtain a carryback note in favor of the seller
and assume an existing mortgage, escrow requests a loan assumption
package and provides a copy of the purchase agreement and escrow
instructions to the existing mortgage holder. When the mortgage
holder approves and consents to the sale, their conduct waives their
rights under the due-on clause regarding the further encumbrance
carried back by the seller, whether or not the mortgage holder enters
into a written consent agreement.

After the buyer takes title to the property, a transfer by the buyer of
their interest in the mortgaged real estate will require the mortgage
holder’s prior consent to avoid the risk of the mortgage holder calling
the mortgage under the due-on clause, with limited exceptions.

Exceptions include:

+ a lease with a term under three years containing no option to
purchase the property; and

+ most non-sale intra-family principal residence transfers.

A typical carryback sales transaction involving an existing mortgage is
structured as either:

+ a regular second mortgage carried back by the seller with the
existing mortgage holder consenting to the conveyance of the
property and the carryback mortgage by waiving their due-on
clause in exchange for an assumption fee and modification of
the note by the buyer; or

+ anall-inclusivetrustdeed (AITD)and note,oranother wraparound
security device, with the underlying mortgage holder consenting
to the conveyance to the buyer and the carryback AITD by
waiving their due-on clause in exchange for a modification of the
note and payment of fees by the seller.
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After the mortgage holder consents to the carryback sale and escrow
closes, future events beyond the seller’s control can again trigger the
due-on clause.

A written waiver of the mortgage holder’s future enforcement of the
due-on clause bars the mortgage holder from calling the mortgage
due. Further, it protects the carryback seller as long as the seller has an
interest in the property.

All brokers in a sale in which an existing trust deed is to remain of
record have a duty to disclose the existence of a due-on clause in the
trust deed.

Beyond disclosing the existence of a due-on clause, both the seller’s
and buyer’s brokers have a duty to advise their clients in the carryback
transaction on the legal and financial consequences of the due-on
clause.

Any broker negotiating a transaction as an agent for either party has a
general duty to disclose title conditions affecting ownership or use of
the property to both parties, not just their client.

The broker negotiating the carryback sale structured as an AITD or other
wraparound financing agreement needs to anticipate the parameters of
the mortgage holder's demand for increased interest and payments in
exchange for a waiver of their due-on clause. Thus, an AITD purchase
agreement needs to specify the terms for modification of the existing
mortgage which are acceptable to both the buyer and the seller.

all-inclusive trust deed (AITD) note Pg- 135
call Pg- 134
due-on clause Pg- 134
recast Pg. 135

waiver agreement Pg- 135

Chapter 12
Key Terms
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Working the AITD

After reading this chapter, you will be able to:

+ recognize the advantages of an all-inclusive trust deed (AITD);

+ understand the terms to be negotiated for an all-inclusive note;
and

+ identify the forms used to document a carryback AITD.

all-inclusive trust deed (AITD) due-on clause

note g . .
negative amortization

beneficiary statement . .
y pass-through provisions

blanket mortgage

As a debt instrument and security device for the carryback sale of mortgaged
real estate, the all-inclusive trust deed (AITD) and note provides agents,
sellers and buyers with the flexibility needed to finance the balance of a
sales price remaining to be paid after a down payment. AITDs become more
common during periods of tightened availability of mortgage funds.

For a buyer with a down payment, the AITD carried back by a seller is all the
financing needed to acquire mortgaged real estate.

The principal amount of the AITD includes:
+ the unpaid balance on the existing mortgage which will remain of
record, called the wrapped mortgage or underlying mortgage; and

+ the seller's equity in the property remaining to be paid after the
buyer's down payment.

Chapter

13

Learning
Objectives

Key Terms

Flexible
financing via
the seller
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all-inclusive trust
deed (AITD) note

A note entered into by
the buyer in favor of
the seller to evidence
the amount remaining
due on the purchase
price after deducting
the down payment, an
amount inclusive of
any specified mortgage
debts remaining

of record with the
seller retaining
responsibility for their
payment. Also referred
to as a wraparound
mortgage or overriding
mortgage. [See RPI
Form 421]

Buyer
benefits of
the AITD

Through the use of an AITD, the buyer makes monthly payments to the seller
as negotiated in the all-inclusive note. In turn, the seller continues to make
monthly payments to the mortgage holder on the underlying mortgage.

The advantages of an AITD over a regular second mortgage are experienced
primarily by the seller. However, the buyer and underlying mortgage holder
benefitas well since the arrangement allows the underlying mortgage holder
and the buyer to avoid the assumption process.

For the benefit of the seller, the AITD:

+ allows a greater yield than ordinarily can be negotiated for the note
rate on a regular second mortgage, a financial advantage generated
by the overriding interest rate feature available by use of an all-
inclusive note;

+ eliminates the risk of loss due to a default on the underlying
mortgage since the seller remains responsible for its payment;

+ defers profit taxliability for a greater percentage of the transaction’s
profit since an all-inclusive note increases the percentage of profit
allocated to the principal in the carryback mortgage;

+ supportsthe pricesoughtby the seller by providing non-institutional
financing; and

+ provides for a trustee’s foreclosure on the buyer's default, unlike
other wraparound security devices, such as land sales contracts and
purchase/lease-option agreements which require a judicial foreclosure
(unless they contain a power-of-sale provision).

As a benefit to the buyer, the AITD provides more simplicity and flexibility
than conventional or government insured mortgages, since:

+ theinterest rate and payment schedules are fully negotiable and not
tied to rigid secondary money market standards;

+ the carryback seller is less concerned with creditworthiness and
incomeratios than standardized institutional lenders due to the seller’s
knowledge of the property and a more personal relationship with the
buyer;

+ the buyer makes payments on only one debt obligation, the all-
inclusive note; and

+ no third-party lender fees are required, such as points, garbage fees,
private mortgage insurance (PMI), assumption fees or a separate (and
expensive for value received) lender’'s American Land Title Association
(ALTA) title insurance policy.

Editor’s note — Although a carryback seller may be less concerned with the
buyer’s creditworthiness than an institutional lender, a prudent agent will
gather the buyer’s financial statements and credit report for the seller’s
review before negotiations commence.
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An AITD is always a junior mortgage, usually a second, subordinate to
a pre-existing, underlying first mortgage. Legally, the AITD has the same
function as a regular trust deed.

The AITD form used is a regular trust deed form with the addition of an AITD
addendum. The AITD addendum covers the disclosures and accounting for
the financial aspects unique to an AITD. [See Form 442 and 443 in Chapter 15;
see RPI Form 450]

Likethe AITD,land sales contracts and lease-option sales are also all-inclusive
security devices which exhibit the same wraparound debtor/creditor features.
Under all three, the seller has sold the property yet remains responsible for
payments on the underlying mortgage while receiving installments from
the buyer. Additionally, income and property tax results for each device are
treated the same by all government agencies.

The terms negotiated for payment of the sales price when the seller carries
back an AITD include five variables:

+ the down payment;

+ the principal amount of the AITD;

» theinterest rate;

+ the periodic (monthly) payments; and

+ theduedate.

The down paymentin an AITD transaction is handled no differently than on
any other method of carryback or conventional financing, such as a:

+ regular first or second trust deed;

+ land sales contract; or

+ lease-option sale.

The amount of the down payment is fully negotiable between a buyer and
seller. It may range from zero to the seller’s entire equity in the mortgaged

property.

The prudent carryback seller will require a down payment of no less than
10% to 20% of the sales price, depending on whether the property sold is
intended as:

+ abuyer-occupied residence; or

+ anincome-producing property.
The smaller the down payment, the greater the risk of loss for the seller if the
buyer defaults on the mortgage and the property is foreclosed on. The risk of
loss created by a low down payment is covered financially by:

« anincrease in the price or interest rate, or both;

+ guarantee by a person other than a signer of the note;

AITD
concepts

AITD terms

Down
payment
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The amount
of the AITD

AITD with
multiple liens

+ cross-collateralization by a lien on other property owned by the buyer;
or

+ the bifurcation of the carryback debt into separate secured and
unsecured debts.

The distinguishing characteristic of the all-inclusive note is its face amount.
The face amount of the all-inclusive note is the entire balance of the sales
price remaining after the down payment. [See Form 421 in Chapter 15]

At first glance, the total dollar amount of the debts secured by the underlying
mortgage and the AITD appear to over-encumber the property.

However, the amount of the AITD wraps around and is inclusive of the
underlying mortgage balance. Thus, the separate trust deed balances cannot
be added together to determine the total dollar amount of encumbrances on
the property. The amount of the AITD is often the total of the amounts owed
on all encumbrances.

For example, property encumbered by a $600,000 first mortgage is sold
for $1,000,000 with a $300,000 down payment. An AITD is carried back for
$700,000, the amount remaining unpaid on the purchase price. The buyer
does not assume or otherwise agree to pay the first mortgage. Collectively,
the amounts secured by the two trust deeds total $1,300,000, yet the amount
required to clear title of both trust deeds is controlled by provisions in the
AITD addendum and is only $700,000, the amount of the AITD. [See Form

442 and 443]

Conversely, a regular trust deed carried back as a second mortgage for the
balance of the seller’s equity (after the down payment) is in this case $100,000
with the buyer assuming the $600,000 first mortgage for an aggregate debt of
$700,000.

The minimum dollar amount the seller is able to carry back on an AITD is
the total amount of the underlying mortgages and liens encumbering the
property for which the seller remains responsible. The AITD needs to be
mathematically structured so that it has a remaining principal balance at
all times equal to or greater than the remaining balances on the wrapped
liens.

However, an AITD does not need to include all pre-existing mortgages and
liens recorded against the property sold. The AITD may be a third mortgage
which wraps only the second and not the first, or vice versa.

For example, consider a buyer who takes over payments on an existing
mortgage which is not included in the AITD face amount with the seller
remaining responsible for the wrapped lien. The wrapped lien may be a:

+ taxlien;

* judgment lien; or
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+ mortgage with an interest rate unacceptable to the buyer.

When only one of two existing mortgages or liens is wrapped, the dollar
amount of the AITD is for the remaining balance of the purchase price after
deducting both:

+ the down payment; and
+ theremaining balance on the one mortgage assumed by the buyer.

The seller’s offering and use of an AITD makes financing for buyers during
periods of high interest rates more attractive by offering a below-market
rate, whether or not the rate on the underlying mortgage is below market.

For the seller, the interest rate on the AITD will ideally be equal to or exceed
the rate on the underlying mortgage, although this is not always the case.

In this respect, the AITD’s rate is said to override the rate on the underlying
mortgage. The override is the difference between the interest rate on the
underlying mortgage and the higher rate negotiated on the AITD.

For example, an AITD with an 8% interest rate which wraps a first mortgage
at 5% gives the seller a 3% interest override on the underlying mortgage
balance in excess of the interest on the first mortgage.

The override is the financial advantage available to the carryback seller
when using an AITD. Use of the AITD greatly increases the yield on their
equity in the AITD. [See Chapter 14 and 15]

Alternatively, if the interest rate on the underlying mortgage exceeds the
interest rate on the AITD, the seller’s equity in the AITD is said to burn-off bit
by bit. Here, the seller’s equity shrinks daily as interest accrues in dissimilar
amounts on both the underlying and the carryback mortgages.

In addition to reducing the seller’s equity in the AITD, this principal burn-
off reduces the AITD balance faster than the balance on the underlying
mortgage. In turn, this converts the cash received as principal payments on
the AITD into interest paid on the wrapped mortgage.

To avoid having the balance on the AITD drop below the balance on the
underlying mortgage, a due date on the AITD is set for payoff before the
balance on the AITD sinks below the balance on the wrapped mortgage, a
moment in time called a crossover.

The seller wrapping an adjustable rate mortgage (ARM) with an
AITD needs to conform the interest rate provisions in the AITD to the rate
adjustment provisions in the underlying ARM. The same index, adjustment
periods, floor and ceiling rates, and payment schedules need to be included
in the AITD, making the AITD an ARM.

The interest
in an override

Equity burn-off
dilemma

Wrapping an
adjustable
rate
mortgage
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collection

For example, consider an owner who decides to sell real estate encumbered
with an ARM. The ARM has an interest rate which periodically resets in
accordance with the 11th District cost-of-funds index (COFI), plus a
margin of 2.5%. By using the same index with a margin equal to or greater
than on the underlying ARM, the seller will receive sufficient interest to
service the first mortgage without reducing the seller’s return on the AITD
ARM. This will result in no burn-off of the equity in the seller's AITD.

When the seller uses the same index for the AITD as the index used on the
underlying ARM and negotiates a greater margin than exists on the wrapped
ARM, the seller receives additional overriding interest on the portion of
the AITD amount representing the balance on the underlying mortgage.

When a different index is used, the index for the carryback mortgage may fall
while the index on the underlying mortgage rises, leaving the seller paying
the difference for lack of a pass-through arrangement for the adjustments on
the underlying mortgage.

Also, a seller can wrap a fixed rate mortgage (FRM) by carrying back an
AITD ARM. The adjustable rate provision included in the all-inclusive note
needs to set the life-of-mortgage floor rate at no less than the fixed rate on the
underlying FRM. Thus, the seller prevents the interest rate on the AITD ARM
from falling below the rate on the underlying FRM. [See Chapter 16]

In a typical AITD transaction, the buyer makes installment payments on the
AITDdirectly to a seller while the seller makes the scheduled payments owed
to the underlying senior mortgage holder. The seller retains the difference as
their net cash flow on the AITD.

The seller may enter into contract collection with a servicing agent to
receive payments and make disbursements to the underlying mortgage
holder. Collection and disbursement of the monthly payments called for in
the AITD may be made under contract collection by:

+ abank;

+ acredit union;

* an escrow company; or

+ a broker. [See RPI Form 237]

Contract collection is convenient for the seller. However, if the seller and
the buyer mutually agree that the seller will place the AITD on contract
collection, the agreement will severely reduce the deferral of profit tax on the
installment sale. The collection agent is deemed to be the agent of the buyer
when agreed to by the buyer and the seller. When payments are made by the
buyer’s agent, the responsibility for payments on the underlying mortgage is
attributed to the buyer.
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Due to the shift in responsibility created by a mutually agreed to contract
collection account, the seller has debt relief, increasing the profit-to-equity
ratio on the installment sale and increasing the percentage of down payment
and principal payments reported annually as profit.:

The buyer's monthly payments on the AITD may be in any negotiated
amount. However, prudence suggests the payments will be no less than the
amount the seller pays on the underlying mortgage, even if good reason
exists for a lesser payment.

Also, the flexibility available with the AITD allows for payment schedules to
be negotiated which are attractive to buyers.

Consider a business owner who is purchasing a commercial property to
relocate their expanding business. The business owner anticipates reduced
cash flow over the first two years at the new location due to:

* moving expenses,
+ relocation costs, including permits and licensing;
+ building improvement costs; and

+ the need to reestablish goodwill.

The business owner anticipates that by the third year of operating at the
new location, they will have recovered the costs of relocating their business
and reestablished the goodwill necessary to regain their previous level of
profitability.

Knowing the property is encumbered by a mortgage with a lower than
market interest rate, the business owner offers to purchase the property
subject to a seller carryback AITD with graduated monthly payments. As
the business grows, the increased cash flow will allow the business owner to
make larger payments in the future. Thus, lower initial payments make the
purchase of the property affordable.

Graduated monthly payments allow buyers to make monthly payments
which start out low, but gradually increase from year to year. For instance,
a buyer who is unable to currently afford a fully amortized monthly AITD
payment of $2,000 may offer to pay $1,400 monthly for the first year. With
the mutual agreement of the buyer and seller, the monthly payments will
increase $300 annually, until the full $2,000 amount needed to amortize the
AITD is reached.

However, the low monthly payments may be insufficient to cover the
accrual of a fixed rate of interest on the AITD. In this case, a provision may be
included in the all-inclusive note calling for any accrued and unpaid interest
to be added to the principal, called compounding.

1 Goodman v.Commissioner of Internal Revenue (1980) 74 TC 684

Graduated
monthly
payments
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negative
amortization

Occurs when monthly
installment payments
are insufficent to pay
theinterest accruing on
the principal balance,
requiring the unpaid
interest to be added to
the principal.

Allowable
prepayment
penalties

Payoff
amounts vary
from AITD to
AITD

Thus, until the buyer's monthly payments increase enough to cover the
accruing interest, the principal amount of the all-inclusive note will increase,
an accounting situation called negative amortization.

Rather than adding interest to the principal, a provision for an additional
installment may be negotiated and added into the all-inclusive note calling
for an additional payment on a future date of all accrued interest which
remains unpaid. For an alternative to negative amortization under the fixed
rate, a graduated rate of interest may be charged which is consistent with the
graduated payment schedule.

Another tax consideration for carryback sellers is the use of a prepayment
penalty provision to induce the buyer to pay no more than the amount of
the scheduled monthly payments for an agreed-to period of years. Any early
payoff of additional principal during the enforcement period will include a
prepayment penalty.

A prepayment penalty, needs to be a sufficient amount to provide funds for
the seller to cover the tax liability incurred on the premature termination of
the installment sale due to an early payoff.

Two types of AITDs exist:
e anequity payoff AITD [See Form 442]; and
e afull payoff AITD. [See Form 443]

With an equity payoff AITD, reconveyance occurs when a seller’s equity in
the AITD — the principal amount of the AITD remaining after deducting the
underlying mortgage balance — is fully paid.

Once the seller receives the payoff for the equity amount in their AITD
and reconveys it, the buyer is left with the primarily responsibility for
installment payments on the remaining mortgage. With the equity payoff
AITD, the underlying mortgage is not paid off and remains of record with the
reconveyed AITD no longer of record. In this situation, the buyer originally
took title subject to the underlying mortgage.

However, when an equity payoff AITD is fully paid and reconveyed, a
prudent seller will require the buyer to formally assume the underlying
mortgage with the mortgage holder since the buyer becomes responsible for
making its installment payments.

Full payoff AITDs require payment of the entire balance on the AITD —
which includes amounts owed on the underlying mortgage — before
reconveyance can occur. Thus, both the AITD and the underlying mortgage
are fully satisfied and reconveyed on payoff of the AITD. The full payoff AITD
is less financially flexible for the buyer when arranging for a payoff.
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Tax-wise, the full payoff AITD is preferable for the seller. The full payoff AITD,
without a contract collection provision, provides for no debt reliefatany time
during the life of the AITD. The buyer may never take over the responsibility
for the underlying mortgage, even on final payoff and reconveyance of the
AITD. Thus, the full payoff AITD allows the seller to use the installment sales
method of income tax reporting without the issue of debt relief ever arising.
[See Chapter 26]

The due date for an AITD can be set at any length of time, ranging from the
first of the next calendar year to 15 years or more.

However, the due date of the AITD needs to fall on or before:

+ the due date of the underlying mortgage; or

« a crossover in principal balances occurs due to differing interest rates
and amortization schedules.

For example, if an underlying mortgage is due in three years and the AITD
is due in five, the seller will be required to pay off the underlying mortgage
holder before they are due to be paid off on the AITD.

In this scenario, the seller may negotiation to pass the payoff burden to
the buyer by including a special additional installment on the AITD. The
payment needs to be sufficient in time and amount to meet the final/balloon
payment on the underlying mortgage. The alternative is to set the due date
on the AITD to no later than the date of the final/balloon payment on the
underlying mortgage.

When an amortization schedule reduces the AITD balance to an amount
equal to the wrapped mortgage, it requires a due date on or before the date
by which both notes will have the same remaining principal balance, before
the crossover. Thus, the seller avoids liability for a reduction in the AITD
balance below the amount of the wrapped mortgage.

An AITDalso contains pass-through provisionstocoverchargesdemanded
by the underlying mortgage holder. [See Form 442 §5 and 443 §6]

For instance, the buyer may wish to refinance and pay off the AITD and
the underlying mortgage before they become due. With a pass-through
provision in the AITD addendum, the buyer, not the seller, will fund any
prepayment penalty the underlying mortgage holder is entitled to for an
early payoff, even though the seller is primarily responsible for paying
principal and interest on the underlying debt.

Also, the payment of the any demands made by the underlying mortgage
holder is passed through to the buyer when brought about by the buyer'’s
conduct.
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Due dates
and final/
balloon

payments

pass-through
provisions

An all-inclusive trust
deed (AITD) provision
used by a carryback
seller which provides
for the payment of
any demands made
by the underlying
mortgage holder,

other than regular
principal and interest
payments, to be passed
through to the buyer
when triggered by the
buyer's conduct. [See
RPI Form 442 and 443]

Pass-through
provision
protection
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Due-on
interference
hazards

due-on clause

A trust deed provision
used by lenders to call
the loan immediately
due and payable, a
right triggered by the
owner's transfer of
any interest in the real
estate, with exceptions
for intra-family
transfers of their home.

Buyer is held
harmless

Demands may include payment of:

+ any late charges;
+ future advances; or

+ the entire mortgage balance.

When a mortgage contains a due-on clause, the mortgage holder may call
the mortgage due on the transfer of almost any interest in the property. The
call that results in the note being fully due and payable is referred to as an
acceleration of the note balance. [See Chapter 11]

The due-on clause, also called an alienation clause, in a mortgage is
triggered by:

+ any conveyance of ownership, including land sales contracts;

+ origination (except home equity lines of credit (HELOCs)) or foreclosure
of junior mortgages on the property; or

+ the creation of a lease for more than three years; or

+ aleaseofany period coupled with an option to purchase the property.
[See Chapter 11]

The carryback AITD transaction involves both a sale (the grant deed) and a
further encumbrance (the trust deed).

Thus, an AITD transaction triggers the due-on clause in any mortgage
encumbering the property sold. Once triggered, the mortgage holder may:

+ call or recast the mortgage, unless they have given written consent to
the sale, called waiver by consent; or

+ waive their right to call the mortgage by failing to timely act after
notice of the transaction, called waiver by conduct.

When current market interest rates are high or rising, a time when the AITD
is most beneficial to both the buyer and seller, the senior mortgage holder
is likely to call the underlying mortgage due upon a sale. Alternatively, the
mortgage holder may demand the mortgage be recast at current market rates
(including modified payments to retain the same amortization period and
fees for doing so), or they may do nothing at all.

Consider an AITD buyer who takes title to the property subject to the
underlying mortgage. The buyer does not assume the seller’s obligation to
pay the mortgage at the time of the sale, nor is mortgage holder consent to
the carryback sale sought or obtained by the seller.

Under the terms of the AITD, the seller agrees to hold the buyer harmless
from all obligations which exist on the underlying mortgage. [See Form 442
§1 and Form 443 81]

2 12 Code of Federal Regulations §591.2(b)
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Thus, the buyer is held harmless (by the seller) against any activities of the
underlying mortgage holder, unless:

+ the buyer interferes by triggering the due-on clause through further
encumbrance (long-term lease, resale, waste, etc.); or

+ a pass-through provision in the AITD shifts the due-on-sale burden
to the buyer, as it does to late charges, prepayment penalties or future
advances.

The primary duty of a seller carrying back an AITD is to make the payments
onthe underlying mortgage as they become due, aslong as the AITD remains
of record and the buyer is not in default.

If a buyer fails to make payments on the AITD, the seller is under no legal
obligation to:

+ forward their own funds to the underlying mortgage holder; or

+ protect the property from a foreclosure under the senior mortgage.

Even without the obligation to keep the senior mortgage current when the
buyer defaults, the seller may feel compelled to advance funds to keep the
underlying mortgage current. If they do not, the seller risks allowing their
AITD to be wiped out by the underlying mortgage holder's foreclosure.

If the underlying mortgage holder calls the mortgage based on the AITD
transaction, the seller may be forced to use their own funds or borrow against
other assets (or collateralize the AITD) to pay off the senior mortgage holder.
Thus, the AITD seller needs to have an agreement with the buyer to cooperate
with the seller if the senior mortgage is called due and it becomes necessary
for the buyer to sign documents to refinance the property to fund the payoff.

If possible, prior arrangements need to be made by the seller, not the buyer,
with senior mortgage holders to prevent due-on enforcement during the
term of the AITD, known as a reverse assumption.

The AITD transaction is best documented:

+ between a buyer and seller in a purchase agreement, escrow
instructions, grant deed, trust deed with all-inclusive addendum, and
all-inclusive note;

+ between a seller and the underlying mortgage holder in a written due-
on waiver with any modification of the underlying note agreed-to
with the mortgage holder for consent; and

+ through escrow, by the buyer depositing the down payment funds and
the AITD, and the seller depositing their grant deed.

Agentsinvolved in any carryback transaction need to make full disclosure to
the buyer and the seller about the terms of the carryback and the underlying
financing. Disclosure is accomplished in part by use of the AITD addendum.

Payments
made as
payments
received

AITD
documentation
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Buyer NODq
protection

beneficiary
statement

A document issued
by a mortgage holder
on request noting
future payment
schedules, interest
rates and balances on
a mortgage assumed
by a buyer. [See RPI
Form 415]

The risks in
a blanket
encumbrance

blanket mortgage

A mortgage which is
secured by two or more
parcels of real property.
[See RPI Form 450]

Further, a carryback disclosure statement with statutorily mandated
contentistobeused on carryback sales of one-to-four unitresidential property
and, as good practice, on the carryback sale of all other types of property. [See
Form 300 in Chapter 3]

A buyer and the buyer's agent need to confirm the terms of the AITD are
consistent with the underlying senior mortgage it wraps. However, if the
AITD is a consumer mortgage, the terms of the AITD need to comply with
federal mortgage law, regardless of the underlying mortgage’s terms.

To assure consistency, escrow needs to be instructed to order a beneficiary
statement from the existing mortgage holder. A mortgage holder's
beneficiary statement confirms the terms of the underlying mortgage are
as represented by the seller. The statement enables the buyer to confirm the
consistency of the terms in the underlying mortgage and the AITD. [See RPI
Form 415]

Thebuyeralsoneedstorequest that the sellerrecord and serve the underlying
mortgage holders with a Request for Notice of Default (NOD) and
Notice of Delinquency (NODq) on any underlying mortgages. [See Form
412 in Chapter 5]

The request for an NODgq assures the buyer they will promptly learn of any
failure by the carryback seller to make payments to senior mortgage holders.3

Finally,abuyerand theiragent need toreview the preliminary titlereport
to determine if the underlying mortgage is a blanket mortgage which also
affects property other than the property in question.

AITDs are sometimes used by undercapitalized developers and land sales
promoters to finance the sale of undeveloped land which has been cut out of
larger parcels. The larger subdivided parcel may be encumbered by a blanket
trust deed which lacks a partial release clause.

For their purpose, developers and promoters use AITDs which only disclose
that “underlying mortgages may or may not exist.”

Typically, in these cases of blanket mortgage, no disclosure is made of the
amount or terms of the underlying mortgage, nor of the existence of the
blanket mortgage on the parcel in question with other parcels.

If the seller defaults on a blanket mortgage which lacks a partial release
clause, the buyer of a parcel of real estate on an AITD will have to pay off or
refinance the entire blanket mortgage to protect themselves. Paying off or
refinancing the entire blanket mortgage is economically unlikely when, as
in most cases, the underlying mortgage balance exceeds the AITD balance,
and the price paid for the individual lot.4

3 Calif. Civil Code §52924b, 2924e
4 Drake v. Martin (1994) 30 CA4th 984
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The all-inclusive trust deed (AITD) and note provides agents, sellers and
buyers with the flexibility needed to finance the balance of a sales price
remaining to be paid after a down payment during periods of tightened
availability of mortgage funds.

Theadvantagesofan AITD overaregular second mortgage are primarily
in favor of the seller. However, the AITD provides more simplicity and
flexibility than conventional or government insured mortgages as a
benefit to the buyer.

The down payment in an AITD transaction is handled no differently
than on any other method of carryback or conventional financing. The
smaller the down payment, the greater the risk of loss for the seller if
the buyer defaults on the mortgage and the property is foreclosed on.

The distinguishing characteristic of the all-inclusive note is its face
amount. The amount of the all-inclusive note wraps around and
is inclusive of the underlying mortgage balance. In a typical AITD
transaction, the buyer makes installment payments on the AITD
directly to a seller while the seller makes the scheduled payments owed
to the underlying senior mortgage holder.

The seller may enter into contract collection with a servicing agent to
receive payments and make disbursements to the underlying mortgage
holder.

Two types of AITDs exist. An equity payoff AITD is reconveyed when
a seller’s equity in the AITD is fully paid. Full payoff AITDs require
payment of the entire balance on the AITD, which includes amounts
owed on the underlying mortgage, before reconveyance can occur. Tax-
wise, the full payoff AITD is preferable for the seller.

An AITD also contains pass-through provisions to cover charges
demanded by the underlying mortgage holder which are passed
through to the buyer when brought about by the buyer’s conduct.

Agents involved in any carryback transaction need to make full
disclosure to the buyer and the seller about the terms of the carryback
and the underlying financing. Disclosure is accomplished in part by
use of the AITD addendum, and a carryback disclosure statement with
statutorily mandated content.

The buyer also needs to request that the seller record and serve the
underlying mortgage holders with a Requestfor Notice of Default (NOD)
and Notice of Delinquency (NODqg) on any underlying mortgages. The
request for an NODgq assures the buyer they will promptly learn of any
failure by the carryback seller to make payments to senior mortgage
holders.

Chapter 13
Summary
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YIELD

The AITD’s leverage
yield

7

After reading this chapter, you will be able to:

« evaluate the annual yield a seller receives on their equity in an
all-inclusive trust deed (AITD);

« address due date aspects of a reverse AITD; and

+ compare alternative AITD financing to better attract buyers.

all-inclusive trust deed (AITD) effective yield

note

graduated payment mortgage
balloon payment .

leveraging
compounding

negative amortization

Consider a property encumbered by an existing mortgage which has:

« abalance of $600,000;
+ a 7% fixed interest rate; and
+ amonthly payment schedule which will fully amortized in 26 years.

The property owner wants to sell their property and cash out their equity
without reducing their sales price below $1,000,000.

However, a recent inflationary economy and over-active, speculative asset
markets have brought on a Federal Reserve (Fed)-induced corrective credit
crunch, restricting the availability of money in the markets. Thus, monetary
policy has made it difficult for buyers with modest down payments and less
than perfect credit to obtain financing from conventional lenders.

Chapter
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Learning
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all-inclusive trust
deed (AITD) note

A note entered into by
the buyer in favor of
the seller to evidence
the amount remaining
due on the purchase
price after deducting
the down payment, an
amount inclusive of
any specified mortgage
debts remaining

of record with the
seller retaining
responsibility for their
payment. Also referred
to as a wraparound
mortgage or overriding
mortgage. [See RPI
Form 421]

The AITD
interest
override

effective yield

The actual rate of
interest received by
the mortgage holder as
aresult of leveraging,
discounts and bonuses,
distinct from the
interest rate charged
on the mortgage, also
known as the effective
rate of return.

leveraging

A double-edged sword
of possible greater
returns or potential
total loss. In real
estate, leveraging is
the concept that a lien
either increases the
owner's risk they will
lose the property (and
their investment) to
foreclose or increases
the return on their
investment.

Facing a decline in sales volume, the owner lists the property for sale for
$1,000,000. To support their asking price, the seller offers to carry back a
mortgage from a buyer with a 20% down payment for the balance of the
purchase price, called an all-inclusive trust deed (AITD).

Here, the AITD will “wrap” the existing $600,000 underlying mortgage
encumbering the seller's property. Specifically, the principal amount of
the all-inclusive note will include the $600,000 principal balance on the
underlying mortgage.

Theseller, after deducting the 20% down payment from the price of $1,000,000,
carries back an AITD for $800,000 bearing an 8% interest rate with monthly
payments amortized over 30 years, all due in seven years. The seller’s
equity in the AITD is the difference between the $800,000 all-inclusive note
and the $600,000 balance on the underlying mortgage — a $200,000 equity in
the AITD at the time of closing.

Observe that the seller receives 8% interest on the entire amount of the
$800,000 AITD. In turn, the seller continues to pay the underlying mortgage
holder 7% interest on the $600,000 wrapped mortgage.

At a time when interest rates for mortgages are higher than prevailing rates
charged during the prior 18 to 24 months, a carryback seller may offer a
below-market rate on an AITD and yield a greater return on their equity in
the AITD than rates currently charged by lenders.

The spread between the interest rate on the underlying mortgage and the
interest rate on the AITD is called an overriding interest rate. The seller’s
all-inclusive note in the example above has an interest rate override on the
underlying mortgage of 1% (8% AITD rate minus 7% underlying mortgage
rate).

The spread in the override accrues to the benefit of the seller. The interest
rate override raises the effective yield, also known as the effective rate of
return, on the seller’s equity in the AITD above the all-inclusive note rate.
This feature is the result of leveraging (the ratio of the underlying mortgage
balance to the AITD equity; three to one).

However, this leveraging ability is often hindered by the seller's need for
the underlying mortgage holder’s consent under any due-on clause in the
wrapped mortgage.

For the carryback seller, the AITD with its interest override may be compared
to a private lender borrowing money from a bank at one rate (the rate on
the underlying mortgage) and lending the funds to buyers of real estate at a
higher rate (the rate on the AITD), as institutional lenders do.

In our example above, the seller receives annual interest on their AITD
of about $64,000 (8% of $800,000). In turn, the seller pays the underlying
mortgage holder about $42,000 in interest (7% of $600,000). Thus, the seller’s
net annual interest income equals $22,000 during the first 12 months.
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The $22,000 net interest income is the seller's annual interest income earned
on their $200,000 AITD equity, resulting in an 11% effective yield.

The AITD equity allows the seller to receive a greater return than the actual
all-inclusive note rate - the effective yield.

Editor’'s note — The equity leverage on the 1% override on the existing debt
is 600,000:200,000, or 3:1. Hence, the 1% override becomes an additional 3%
yield on the equity in the AITD — a yield added to the 8% AITD rate on the
$200,000 equity in the AITD. Thus, the effective yield on the $200,000 equity
inthe AITD is 11% (3% plus 8%).

The effective yield on a seller’s equity in an AITD is calculated using:

+ the principal amount of the underlying mortgage;
+ the equity amountin the AITD; and

+ the interest rate spread between the two mortgages.

To determine the effective yield, the following mathematical formula is used.
First, start with the amount of the underlying mortgage balance.
1. underlying mortgage balance = $600,000

Next, divide (+) the amount of the underlying mortgage balance by the
equity in the AITD.

2. $600,000 + $200,000 = 3

Next, multiply (x) the result by the interest rate override between the
underlying mortgage and the AITD.

3. 3x1%=3%
Last, add (+) the AITD interest rate to this amount.
4. 3% +8%=11%
This equals the effective yield on the seller's AITD equity.

The $800,000 AITD carried back at an interest rate of 8% gives the seller
the same effective yield as though the buyer had assumed the underlying
mortgage and executed a separate seller carryback mortgage for $200,000 at
11%.

However, the AITD gives the seller a great psychological advantage over
the typical buyer. With an AITD, the buyer may boast about the lucrative
financing they negotiated with the seller. Under this arrangement, the buyer
has obtained maximum financing and pays 8% interest, with no points or
garbage fees.

The effective
yield
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Figure 1 Parallel amortized AITD
S500,000.00
Parallel £800,000.00

amortized AITD £700,000.00
SO0, 000,00

S500,000.00
30 000, (K0 00
3300.000.00
5200,000.00
S100,000.00

50,00

g8

o2 o4 (113 1] i 12 14 16 18 a0 a2 24 6 28 20

An $800,000 AITD and a S600,000 underlying mortgage are both amortized over 30
years. The result is an AITD equity which gradually increases as a percentage of the
total AITD throughout the term of the AITD. For example, by year 23, the AITD principal
balance is 376,600 and the underlying mortgage balance is $264,500. Thus, the AITD
equity has increased from 25% to 30% (5112,100 + $376,600) of the remaining AITD
balance. However, the equity leverage has declined to 2.4% (5264,500 + $112,100)
reducing the effective yield to 10.4% (8% + 2.4%).

Figure 2 Increasing AITD equity
£900,000.00
Increasing AITD £800,000.00

S600,000.00
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An $800,000 AITD amortized over 30 years wraps a $600,000 underlying mortgage
amortized over 20 years. As a result, the AITD equity increased from 25% to 80% of the
AITD principal balance by year 18. Thus, by year 20, the underlying mortgage is paid
off, reducing the seller’s effective yield on the AITD equity from the original 11% to 8%.

Conversely, if the buyer executed a separate carryback mortgage for $200,000
at 11% interest, they have nothing to brag about, even though they have
taken over the first mortgage at 7% and will be paying the same overall
amount of annual interest on the two encumbrances as on the AITD at 8%
interest.

Conflicting The calculation for the effective yield on an overriding AITD sets the yield at
. . the time of sale. However, the effective yield on the AITD will vary following
amortization  each payment throughout the life of the AITD.

periods
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Shrinking AITD equity
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An $800,000 AITD amortized over 20 years wraps a $600,000 underlying mortgage
amortized over 30 years. Since the AITD equity is shrinking, the seller needs to require
a payoff of the AITD before year 12. By then, the AITD and the underlying mortgage
balances will have crossed over causing the AITD to have a negative equity which is to
be avoided.

When the amortization periods for both the AITD and the underlying
mortgage are the same, the amount of equity in the AITD decreases gradually
until the principal on the AITD and the underlying mortgage is fully paid at
the same time. However, the AITD equity as a percentage of the total AITD
balance actually increases slightly throughout the term of the AITD.

With the amortization periodsbeing the same on both mortgages, the effective
yield also decreases gradually over the life of the AITD since the ratio of the
AITD equity to the balance remaining on the underlying mortgage decreases.
[See Figure 1]

When the underlying mortgage amortizes over a shorter period of time
than the AITD, the AITD equity increases more dramatically from month
to month while its effective yield decreases. Earlier principal payoff on the
underlying mortgage decreases the AITD leverage. This causes the seller’s
equity in the remaining balance on the AITD to increase while the effective
yield decreases until the underlying mortgage is fully paid. [See Figure 2]

Whentheunderlying mortgageisamortized overa longer periodoftimethan
the amortization period for the AITD, the equity in the AITD decreases while
the effective yield increases. Thus, the seller's equity in the AITD decreases
from month to month, until no equity remains in the AITD. Consequently,
the increasing leverage causes the effective yield on the seller's equity in the
AITD to increase from month to month, until there is a cross-over in the
mortgage balances. [See Figure 3]

Accordingly, the all-inclusive note which produces a shrinking AITD
equity needs to include a due date for a final/balloon payment when
the AITD will be fully satisfied and reconveyed. The final/balloon payment
needs to occur prior to the cross-over of mortgage balances. If not, the seller
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Figure 3

Shrinking AITD
equity

balloon payment
Any final payment

on a note which is
greater than twice the
amount of any one

of the six regularly
scheduled payments
immediately preceding
the date of the final/
balloon payment. [See
RPI Form 418-3 and
419]

Shrinking
equity in the
AITD
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Yield when
wrapping two
debts

The reverse
AITD when
interest rates
are too high

is contractually liable for the amount of the underlying mortgage which
exceeds the balance of the AITD when the AITD is eventually satisfied. [See
Figure 3]

Occasionally, a seller’s property is encumbered by more than one mortgage.
Two or more mortgages may be wrapped by an AITD, with their principal
balances included in the amount of the AITD. Thus, a buyer only makes one
payment each month, which is paid to the seller. In turn, the seller makes
two payments, one to the holder of each of the wrapped mortgages.

When wrapping two or more mortgages, the effective yield on the AITD
equity is calculated by dividing the dollar amount of the AITD equity into
the seller's net annual interest income. The seller's net annual interest
income is the total of the interest earned on the AITD minus all interest
expenses incurred on the wrapped mortgages.

For example, a seller carries back an AITD which wraps two mortgages
totaling $750,000:

« afirst mortgage for $600,000 at 9% interest; and

+ asecond mortgage for $150,000 at 10.5% interest.

The seller carries a $1,000,000 AITD at 12%.

The equity in the AITD is $250,000 (51,000,000 AITD minus the $750,000 due
on the two wrapped mortgages).

The net interest income the seller receives is the difference between the
$120,000 interest received on the AITD (51,000,000 X 12%), and the $69,750
interest expense paid on the underlying first and second mortgages ($600,000
X 9% plus $150,000 X 10.5 %).

Thus, the seller'snetannual interestincome at the time of the AITD’s creation
is $50,250. The effective yield on the seller’s equity in the AITD is calculated
as the net interest income divided by the dollar amount of the equity in the
AITD.

Thus, the effective yield on the AITD is: $50,250 + $250,000 = 20%.

The interest rate on an AITD is usually negotiated at a rate higher than the
rate on the underlying mortgage, called an override rate or spread.

However, sellers occasionally have the incentive to carry back an AITD
with a lower interest rate than the rate on the underlying mortgage, called a
reverse rate of return or negative spread.

To motivate buyers to pay the price sought by the seller for a mortgaged
property during a depressed seller's market with limited availably to
mortgage financing, the seller may offer financing at a lower-than-market
interest rate through the use of an AITD.
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For example, consider a property offered for sale which is encumbered with
an $800,000 mortgage bearing interest at the current market rate of 9%. The
mortgage is payable monthly, amortized over the next 26 years.

To attract buyers and cash out their $200,000 equity in the property, the seller
will carryback an AITD at an interest rate of 6%, a sort of teaser rate used to
attract prospective buyers. The AITD rate, being lower than the rate on the
underlying mortgage — a negative spread — has the opposite mathematical
effect from an overriding rate. Thus, dollar for dollar, the seller incurs
monthly interest expenses in excess of the interest income on the principal
in the AITD, a negative annual rate of 3%.

To accommodate the 3% negative spread, the price for the property is
increased to $1,150,000, approximately 15% above its current cash market
value (determined as five years x 3% reverse spread). The down payment
will remain the same at $200,000. The 15% increase in the purchase price
will be reflected in the AITD amount at $950,000. Thus, the AITD equity at
origination will be $150,000, equivalent to five years interest on the existing
mortgage.

This add-on amount will cover the 3% reverse interest rate charged by the
seller until the AITD is due - in five years. The all-inclusive note will contain
a five-year due date so the seller avoids incurring a negative equity in the
AITD.

To continue our previous example, the price paid by a buyer is adjusted
upward to offset the seller’s cost of financing the sale by extending credit at a
lower-than-market interest rate. Financially, what occurs is a one-time “buy
down” of the interest rate for the five-year life of the AITD, paid for by the
increased price.

Of course, the buyer will pay the exact same amount of dollars for financing
and acquisition costs by the end of their first five years of ownership,
including payoff amounts, as they would have paid had they assumed the
underlying 9% mortgage and paid $1,000,000 for the property with a $200,000
down payment.

At the end of five years, the final/balloon payment on the AITD will be the
same amount as the balance on the wrapped mortgage.

Here, the entire AITD equity burns off gradually, decreasing monthly to zero
by the end of the five-year period.

Since a default on the final/balloon payment due in five years is foreseeable,
the AITD with a negative interest rate spread needs to include a default
interest rate of at least the rate on the underlying mortgage (9% in our
example). [See RPI Form 418-1]

During periods of economic recession or stagnant market conditions, new
conventional financing is not available at interest rates which support past
property values and seller sticky price expectations. Without lender help

Lower-than-
market
interest rate
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The
graduated
payment AITD

negative
amortization

Occurs when monthly
installment payments
are insufficent to pay
the interest accruing
on the principal
balance, requiring the
unpaid interest to be
added to the principal.

compounding

The adding of accrued
and unpaid interest
to principal which
thereafter accrues
interest as principal at
the note rate.

to finance the purchase of real estate, a seller seeking to successfully entice
buyers to purchase their property needs to either accept a reduced purchase
price or carry back financing at a lower-than-market interest rate.

Carryback financing facilitates a sale by supporting the seller’s elevated price
with a lower interest rate and an accommodating payment schedule which
are readily acceptable by buyers.

To attract more creditworthy buyers, the seller may agree to a graduated
payment schedule over a two- or three-year period to reduce the carrying
costs of ownership and better qualify the property for acquisition by a buyer.

For example, consider a seller whose monthly payment on their existing
mortgage is $6,500. To reduce a perspective buyer’s initial costs of ownership,
the seller carries back an AITD calling for the same ($6,500) monthly payment
for the first year, sufficient in amount to cover the seller’s payments due on
the underlying mortgage.

The payments will rise on the AITD each year until a payment schedule is
reached which will amortize the balance over the desired remaining number
of years.

The seller does not need to periodically adjust the rate of interest on the
AITD. However, during the first year(s) of payments, they will be accepting
a payment in an amount which will not cover the interest accruing each
month, a situation called negative amortization.

Here, the accrued and unpaid monthly interest on the AITD may be added by
agreement to the AITD’s principal balance each month. The unpaid interest
will then earn interest as principal, called compounding.

A seller may consider offering an AITD with an annually escalating rate
of interest and payment schedule to attract buyers instead of a fixed rate of
interest coupled with negative amortization.

Being comparable to the 2-1 buy-down programs used by builders and other
informed sellers, the terms of a graduated AITD for the first three years reduces
the present cash value of the AITD by about 5% of its principal balance, a cost
which is passed on to the buyer through a higher-than-market sales price.

Again, the seller carryback financing facilitates the sale and supports the
price sought by the seller. Without carryback financing during periods of
restricted access to purchase-assist financing and reduced buyer purchasing
power, either the price for the property is reduced or the property will not
sell.



Chapter 14: The AITD’s leverageyield 165

A seller may agree to a reduced interest rate on the AITD during the first few
years after the sale. For example, the AITD interest may start at a low initial
(teaser) rate and be adjusted upward periodically, annually or semiannually,
by one-half or one percent until a fixed rate for the remainder of the AITD
term is reached.

Payments start low and adjust upward to maintain the original amortization
period, called a graduated payment mortgage.

The graduated AITD allows property to be sold without the seller lowering
the asking price. For example, a seller wants an interest rate of 6% on their
carryback AITD due in seven years.

For the seller to maintain their sales price and accommodate the buyer, they
agree to a 4% interest rate during the first year after the sale with monthly
payments amortized over 30 years.

Further, on each anniversary of the AITD, the interest rate is increased by
0.5% until the AITD interest rate is 6%. Thus, the interest rate on the AITD is:

* 4% in the first year;

*  4.5%in the second year;

* 5%in the third year;

* 5.5%in the fourth year; and

+ 6% in the fifth year, fixed for the remaining life of the AITD.

The amount of the AITD payments graduate annually, re-amortized over the
remaining life of the AITD on each interest rate adjustment. Thus, negative
amortization, with its build up of principal, is avoided by all.

At a time of rising interest rates for mortgages, a carryback seller may
offer a below-market rate on an all-inclusive trust deed (AITD) and
yield a greater return on their equity in the AITD than rates currently
charged by lenders.

The spread between the interest rate on the underlying mortgage and
the AITD is called an overriding interest rate. The interest rate override
raises the effective yield on the seller's equity in the AITD above the
all-inclusive note rate.

The AITD equity allows the seller to receive a greater return than
the actual all-inclusive note rate, known as the effective yield. The
calculation for the effective yield on an overriding AITD sets the yield
at the time of sale.

Start low,
then adjust
upward

graduated payment
mortgage

A mortgage providing
for installment
payments to be
periodically increased
by predetermined
amounts to accelerate
the payoff of principal.

Chapter 14
Summary
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Chapter 14
Key Terms

When a seller’s property is encumbered by more than one mortgage, two
or more mortgages may be wrapped by an AITD, with their principal
balances included in the amount of the AITD.

The interest rate on an AITD is usually negotiated at a rate higher than
the rate on the underlying mortgage. However, sellers occasionally
have the incentive to carry back an AITD with a lower interest rate
than the rate on the underlying mortgage, called a reverse rate of return
or negative spread.

To motivate buyers to pay the price sought by the seller for a mortgaged
property during a depressed seller's market, the seller may offer
financing at a lower-than-market interest rate through the use of an
AITD. The price paid by a buyer is adjusted upward to offset the seller’s
cost of financing the sale at a lower-than-market interest rate.

To attract more creditworthy buyers, the seller may agree to a graduated
payment schedule over a two- or three-year period to reduce the
carrying costs of ownership. Here, the accrued and unpaid monthly
intereston the AITD may be added by agreement to the AITD’s principal
balance each month, called compounding. However, during the first
year(s) of payments, they will be accepting a payment in an amount
which will not cover the interest accruing each month, called negative
amortization.

all-inclusive trust deed (AITD) note Pg. 158
balloon payment Pg. 161
compounding Pg. 164
effective yield Pg. 158
graduated payment mortgage Pg. 165
leveraging Pg. 158

negative amortization Pg. 164
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The all-inclusive note
and trust deed rider

After reading this chapter, you will be able to:

+ prepare an all-inclusive note;

+ anticipate the existing mortgage holder's demand to recast their
note; and

+ understand the relationship between the all-inclusive note and
the two addenda which convert a regular trust deed to an all-
inclusive trust deed (AITD).

all-inclusive trust deed (AITD) call

note
due-on clause

A note in an all-inclusive trust deed (AITD) transaction, also called an
all-inclusive note or wraparound note, is evidence of an installment
debt extended by the seller to the buyer for the balance due on the
purchase price after the buyer makes a down payment. In turn, the seller
remains responsible for payment to the holder of the underlying mortgage
encumbering the property sold.

The interest rate charged by the seller carrying back an AITD with a five- to
ten-year due date is usually comparable to rates available on new mortgage
financing.

Chapter

15

Learning
Objectives

Key Terms

Negotiating
interest rates
and payments
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Waiver of
due-on clause

due-on clause

A trust deed provision
used by lenders to call
the loan immediately
due and payable, a
right triggered by the
owner's transfer of
any interest in the real
estate, with exceptions
for intra-family
transfers of their home.

Provisions
of the all-
inclusive note

Preparing the
all-inclusive
note

Conversely, the interest rate charged on carryback notes with due dates
exceeding five to ten years usually exceeds market rates for new mortgages.
However, rates charged by carryback sellers vary greatly with the needs and
expectations of the seller and the buyer.

Also, sellers rarely seek points or origination fees as compensation for
providing the buyer with AITD financing. Instead, the seller is generally
motivated by the interest rate override on the wrapped mortgage.

The AITD carryback seller agreeing to wrap a first mortgage containing a due-
on clause needs to, during negotiations, anticipate the mortgage holder’s
demand to recast their note by increasing the interest rate, payment amounts
or due date.

Prior to closing the carryback sale, the seller needs to request the existing
mortgage holder waive their right to call the mortgage on the sale and
carryback of the AITD, called a reverse assumption.

In exchange for the mortgage holder’s written waiver of the due-on clause,
the seller agrees to:

- amodification of the note; and

+ the payment of a fee. [See Form 410 in Chapter 12]

Thus, instead of the buyer assuming the first mortgage, the carryback seller
remains responsible for payment of the underlying mortgage.

The all-inclusive note is used with either the equity payoff or full payoff
varieties of AITD addenda attached to a regular trust deed.

Editor's note — The All-Inclusive Promissory Note, published by RPI
(Realty Publications, Inc.) Form 421, is not created for use without major
modification when wrapping an adjustable rate mortgage (ARM). [See RPI
Form 433; see Chapter 16]

When the underlying mortgage is an ARM, the seller needs to ensure the
AITD is adjusted concurrent with adjustments in the underlying ARM to
avoid a negative cash flow.

The following instructions are for the use and preparation of an all-inclusive
note, RPI Form 421. Form 421 consists of provisions from a reqgular interest-
included installment note modified with additional provisions which
disclose:

+ thattheamountoftheall-inclusive note includes the principal balance
on one or more underlying mortgages; and
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+ the payment on the underlying mortgages remains the responsibility
of the carryback seller. [See Form 421 §3.1 and 3.2 accompanying this
chapter]

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

Editor’s note — You are to check and enter items throughout the form
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
leftunchecked orblank.

Enterthedollaramountoftheall-inclusive note, the datethe noteis prepared
and the name of the city where the note is prepared. This information is used
when referencing this note and is to conform to the dollar amount, date and
location entered on the trust deed used to secure the debt evidenced by the
note.

1. Promise to pay: States the payor's promise to pay the debt on the terms
and provisions contained in the note.

1.1 Payee: Enterthe name of the person whoistoreceive the payments,
typically the carryback seller, their assignee or an Internal revenue
Code (IRC) §1031 buyer's trustee. The AITD identifies the payee as
the beneficiary.

1.2 Place of payment. Enter the city where payments are to be
delivered to the payee.

1.3 Debt amount: Enter the amount of the principal to be paid on the
note.

Editor’s note — The principal amount is the same as in the document
identification section above, unless escrow is instructed to enter a different
debt amount on closing due to adjustments in price or down payment.

1.4 Interest accrual date: Enter the date interest begins to accrue,
usually the date escrow closes.

Editor's note— The closing date of escrow is usually uncertain until it occurs.
Thus, the space for commencement of accrual is left blank when the note is
prepared. Escrow is instructed to enter the closing date when it is known.

1.5 Interest rate: Enter the interest rate negotiated and agreed to in the
purchase agreement.

Editor's note — The all-inclusive note is not formulated for adjustable
interest rates. Use RPI Form 433 and add AITD provisions noted in the
instructions for its use.
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Identification
and
preparation
of the all-
inclusive note

all-inclusive trust
deed (AITD) note

A note entered into by
the buyer in favor of
the seller to evidence
the amount remaining
due on the purchase
price after deducting
the down payment, an
amount inclusive of
any specified mortgage
debts remaining

of record with the
seller retaining
responsibility for their
payment. Also referred
to as a wraparound
mortgage or overriding
mortgage. [See RPI
Form 421]
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Installment 2 [nstallment payments: Enter the dollaramount to be paid as scheduled
installments. If scheduled installments change during the life of the note,
payme“ts also enter an asterisk here and at section 5 and, following the asterisk
at Section 5, enter the dollar amount of each change and the date the

change will begin.

2.1

2.2

Payment schedule: Enter the day and check the box of the
frequency of the periodic payment.

First payment date: Enter the due date (day and month) for the first
payment, typically agreed to as 30 days after the commencement of
interest, or the first day of the month first following 30 days after the
close of escrow in which case escrow credits the seller with interest
which will accrue through the end of the month of closing.

Editor's note — A payment is delinquent after the due date, unless a grace
period, by statute or by special provision included in the note, extends the
date on which payments may be delivered to the holder before becoming
delinquent.

2.3

2.4

2.5

Date of final installment: Enter the words “paid” following
“continuing until” if the all-inclusive note is to be fully amortized
by constant monthly payments, or the date when any remaining
balance is due. If the due date is on an anniversary of the close of
escrow, such as five years after close of escrow, instruct escrow to
enter this date on closing.

Form of payment: States principal and interest payments are to be
paid in United States dollars.

Interest accrual: States the installment payments are credited first
toward interest accrued and then the remainder to principal.

AITD 3. AITD provisions: Provides that the dollar amount of the existing debt
encumbering the property is included in the amount of principal of the

provisions all-inclusive note.

3.1

3.2

First underlying encumbrance: Enter the dollar amount of the
principal balance on the first mortgage as of the close of escrow,
enter the name of the current mortgage holder (beneficiary), and
enter the original dollar amount of the first mortgage. It is good
practice to order a beneficiary statement to disclose this information.
[See RPI Form 415]

Second underlying encumbrance: Enter the dollar amount of
the principal balance on the second mortgage as of the close of
escrow, enter the name of the current mortgage holder, and enter
the original dollar amount of the second mortgage. A beneficiary
statement is the primary source for disclosure of this information.
[See RPI Form 415]
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ALL-INCLUSIVE PROMISSORY NOTE SECURED BY DEED OF TRUST
ﬁ Instaliment — Interest Included
Prapared by: Agent Phane
Broker Ermail

NOTE: This form Is usad by a transaction agent o escrow officar when a seller camies back 8 nole which includes
the principal remaining on an axisting mongage, i evidence the debl owed the seller on lerms caling for installment
paymants of principal and interest with the carmyback saler remaining responsible for payments on the existing mongage.

[See RP1 Form 242 and £43]

5 dated .20 . ol . Califormia.

1. Ininstalments as hersn stated, for valee received, |, jointly and severally, promiss 1o pay 1o
1.1 a5 the Payee, or ordar,
12 ot .
1.3  thesumof DOLLARS,
14 withi frcam L0, onunpaid principal
15 &t the rate of % per annum.

2. Principal and imérest payable in instalimants of DOLLARS, of mors,
21 ontha day of every © month, T quarter, T year,
22  beginning on the day of .20 .
23  and continuing urtil L 20, when the principal is dus and payable,

24  Principal and inbarest payable in lawiul money of the Untled Siates.
25 Each payment is 1o be credited first on interest then due and the remainder on pancipal
3. The principal amount of this Nobe includes:

31  The present unpaid balance of Lon @ debt evidenced by a Mobe and Secured by
an gxisting Trust Deed held by
in the original amount of § , whilch debl remains the obligation of Payee.

32 The present unpald balance of § .on & debt evidenced by a Note and secured by
an existing Trust Dead held by .
in the original amount of § , which debt remains the obligation of Payee.

4. On dalault in paymeant of any installment whan due, the whole sum of principal and inbarest may be caled immeadiataby
due 8l the opticn of the Nole holdar.

6. In any action bo enforca this Nole, the prevailing party will receive afiomey fees.
T. This Mote i secursd by a DEED OF TRUST,
B  See attached Signature Page Addendurn, [RPI Ferm 251]

Payor's Mams: Payor's Name:
Signature: Signature:
Fayor's Mama: FPayor's Name:
Signarture: Signature:
FORM 421 031 £201& RP| — Realty Publications, Inc., P.O. BOX 5707, RWERSIDE, CAB2517

4. Default provision: Provides for the mortgage holder to declare the
entire amount of the note due and immediately payable on failure of
the payee to timely pay an installment. However, a properly executed
call is unenforceable until the reinstatement period during a foreclosure
has expired, except in the case of an incurable breach under trust deed
provisions for alienation or waste.

5. Special provisions: Enter any special provisions to be included in the
note, such as a late charge, grace period or final/balloon payment notice
if allowed.

Form 421

All-Inclusive

Promissory
Note Secured by
Deed of Trust

call

A lender’s demand for
the balance of the loan
to be immediately paid
in full. [See RPI From
418-3]
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Preparation
of the AITD
addenda

Identification
and facts

6. Attorney fees: Provides for the prevailing party in any litigation on the
note to recover their attorney fees incurred in the litigation.

7. Identification of security: States the note is secured by a trust deed.
The link up with the property which is the security is made through the
trust deed which references this note by amount, date prepared and city
of preparation, naming the original payor and payee of this note as the
trustor and beneficiary under the trust deed.

The two variations of the AITD, the full payoff and the equity payoff, are
differentiated by the amount of the payoff demand the carryback seller may
request for satisfaction of the all-inclusive note and reconveyance of the
AITD. [See Form 442 and 443 accompanying this chapter]

Each variety is documented by a different addendum which is attached to a
regular form trust deed, thus converting the trust deed into an AITD.

The two types of AITD addenda contain differing formulas for the amount of
the payoff and foreclosure sale demands. Other than their payoff formulas
which occur in Section 7 and 8 of the form, the two AITD addenda contain
the same information and provisions.

The following instructions are for the use and preparation of AITD addenda
to be attached to a regular trust deed. [See Form 450 in Chapter 10]

When attaching an AITD addendum to a trust deed, state on the face of the
trust deed, “The attached AITD addendum is a part of this Deed of Trust.”

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

Editor's note— Youaretocheckandenter itemsthroughoutthe 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
leftunchecked orblank.

Enter the date and name of the city where the AITD addendum is prepared.
This date is used when referencing this document.

Enter the same date and name of the city as entered on the trust deed to
which this addendum is attached. The same date is also entered on the all-
inclusive note.

Enter as the trustor the name of each individual or entity signing the trust
deed, typically all persons signing the note, except co-signers.

Enter as the beneficiary the payee named in the all-inclusive note, be it the
seller of the real estate, their assignee or an IRC §1031 trustee.
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ALL-INCLUSIVE TRUST DEED ADDENDUM
Equity Payol

NOTE: This foem ks used by an agent or escrow officer when a seller of property camies back an all-inclusive note
and trest deed (AITD) evidencing a principal debt which includes the balance owed on an existing mongage and the
payoll damand negotiated is payment of the difference between (he amount remaining wnpaid on the AITD nole and the
undedlying mongage, 1o prepare and attach a8 a referenced addendum o a regular ust deed, [See RPI Form 421 and

450]

DATE: 20 at . Califormia.

Nams et hignk or imchecked are nod appicale.

FACTS:

This is an addendum 1o the trust deed dated al Califormia,

beasbwean as tha Trusios,

and . Bes ther Beneficiary,

AGREEMENT:

1. This trust desd s subordinate o the folicwing noles and trust deeds redermed to &s Uinderlying Obligations:

1.1 Abnust desed reconded on as Indtrumerit Mo,
in Caounty Records, Califorma,
eacuted by . 85 tha Trusios,
in which s ther Beneficiary,
sacuring a nobd in the orignal amount of § with an unpaid balance of $ .
payabée in instaliments of § manihly, inclding % interest, | ARM,  pls impounds.
1.2 Awust deed reconded on 85 Instrument Mo, ;

in County Records, Califormia,
executed by . a5 the Trusior,
in which s the Beneliciary,
secwring a nobe in the original amourt of § with an unpaid bBalance of § .
paable in ir of 3 menthty,  induding % interest,  ARM, all due

1.3  Benafciary io pay sl instalments and paymenis called for on the Undertying Obligations.

2 Check. if applicable; _ . .

Trusior io deposl with Beneficiany sufficient funds for the payrment of taxes and firg insurance, specifically one-bwelith
(¥ of the annual requirerments on aach calendar month with instalirnent payTent, An sdvancs deposit for such payment
in the amount of § froen Trustor has been recaived by Baneficiany.

3. Check, if applicable; [This provision may cause adverse incoms tax conssquence:s for Beneficiary )

Beneficiary will place the Note on contract collecsion with a bank, savings and lean, escrow of broker authorized to do
50, Such coliection will cisburse the monies receivwed first toward the cumment instaliment on the Undertying Obligations,
then 1o taxes and insurance if provided for herein, and any amount then remaining will be disbursed 1 the holders
of the MNata,

d. |l Beneficiary delaulls in their perfonmance under his st deed, Trusior, provided that They ana not in delaull, will have
Ehe right, at their opticn, bo cure Benediciary’s detaull including the Uinderying Obligations by either: (a) crediting any and
all such paymenls against the principal and inberest payments naxt becoming due under e Nole, or (b) immediately
recovering from Beneficiary the amount of such peyments induding intenest tharecn at the MNole rabe.

. In the event of any monetary default by Trussor, Beneficiary's obligations will be suspended unil the default is cured,
I Trustor is delinquent in any payments and Beneficiary consequently incurs penalties or expenses on the Underying
Obligations, the amaunt of such penalties and expenses i5 i be added 1o the Nole and be payable by Trustor with the
niext payment.

6. Any additional principal pakl on the Mote will, i Trusior 50 directs. Banediciary in wiiting. be paid by Benediciary to the
hoiders of the Lindadying Obligations. for credit ko the unpaid principal thevecd, i the prepayment entities the holders o
receive & propayment penalty, this amount must then b pald by Trusior o Beneficiary for payment of the penalty. The
prepayment penalty will not reduce the unpaid balance of principal or interest under the Note.

T. Inhe event of foreciogune of this alk-inclusive st deed, Benaficiany: will 8t the Trusles's sale bid an smount reprasanting
i @mount then due on the obligations secuned hanetry less the total balance due on the Underlying Obligations, plus
any advances or other disbursements which Beneficiary may be permitbed o include.

B. When the Nobe becomes due and payable or Trustor requests a demand for payofl, the principal amount than unpaid
will b reduced by the then unpakd balance of the Underlying Obligations.

FORM 443 0311 ©2016 RP1 — Realty Publications, inc., P.0. BOX 5T0T, RWVERSIDE, CAB251T

1. Existing financing: Provides information identifying the existing
encumbrances on the property, the principal amounts of which are
included in the all-inclusive note amount.

1.1 First trust deed: Enter the date the underlying first trust deed was
recorded, its instrument number and the county of record. Enter
the name of the borrower (trustor) and the mortgage holder
(beneficiary) named in the underlying first trust deed. Enter the
original amount of the underlying first trust deed, the principal

Form 442

All-Inclusive

Trust Deed
Addendum —
Equity Payoff

173
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Form 443

All-Inclusive

Trust Deed
Addendum —
Full Payoff

ALL-INCLUSIVE TRUST DEED ADDENDUM
Full Payolf

MOTE: This fonm is used by an agent o esaow officar when the seller of property canies back an all-inclusie nobe and
trust dead (AITD) evidencing a principal debt which inchsdes the balance owed on an edsting mongage and the payofll
demand negotiabed is payment of the remaining debt on the AITD nole, bo prépans and atach as a referencad addendum
1o & regudar irust dead. [See RPI Form 421 and 450]

DATE: 20 af . Cal

ITevns fadf hiank or uncheched ane nol appical¥e.

FACTS:

This is an addandum b the nust desd dabed ¥ | Calfomia,

1 . a5 the Trustor,

and as ihe Beneficiary.

AGREEMENT:

1.  This trust deed is subordinate 1o the following mobes and trust deads refermed 1o a3 Underying Oblgations:

1.1 Atnest deed recorded on a5 Instnament o,
in Courity Records, Callomia,
emacuted by as e Trusior,
i which Is the Beneficiany,
securing & nobe in the onginal amount of § wilh &n urpaid balance of § .
payabie in instaliments of § manthly, Including % inlerest, 7 ARM, T plus impounds.
1.2 Atrust desd reconded on . a% Instremant N,

in County Records, Cadomia,
exaculed by . 85 the Trusior,
inwhich i5 tha Baneficiany,
sacuring & nate in the onginal amount of §. with an unpakl balance of § .
payabie in ir of § onthly,  including % inbenest. ARM, all due

Y —
1.3  Bensficiary io pay all instaliments and payments calied for on e Unoartying Obligations.

F) Chack, il applicabie;

Trusior bo deposit with Beneficiary sufficient funds for the payment of taxes and fire nsurance, specifically one-tweifih
() of the annual requirements on each calendar month with instalment payment. An advance deposit Tor such
peerymmerd in Bhe arnount of § froen Trusior has bean received by Banehary,

3. [ Gheck, if applicable: [This provision may cause Bivense income tax consequences for Benaliciary.)
Baneficiary will place the Note on conbrect collection with 8 bank, savings and loan, escrow of broker authorized to do
50. Such collection will disburse the monkes necebved first toward the curment instaliment on the mmmnﬂm
then o taoes and inswrance il provided for heéngin, and any amount then remaining will be dsbursed o the holders of
e e

d. |l Beneficiary defaults in their performance under this rust deed, Trusior, provided they are not than in dedaull, will have
thelr rigiht. @t thesir opticn, 1o cure ﬁmw‘smmmmmmmm Obligations by aither: (@) crediting amy and
all such payments against the principal and interest payments néxt becoming due under the Note, or [b) immediately
reoovering from Beneficiary the amount of such payments incheding inbenest thereon af the Nobe rale.

§. In e event of any monetary defaull by Trusior, Beneficiary's cblgations will be suspended until the default is cured.
I Trustor is delinguent in any payments and Bereficiary consequently incurs penaliies of expences on the Underlying
Obligations, the amount of such penalties and expenses |5 to be added 1o the Nobte and be payable by Trustor with the
nex payment.

8. Any addisonal princpal paid on the Nobe will, if Trusior so directs Benaliciary in wiiting, be paid by Beneficsary Lo the
hoiders of the Undanying Oblgations for cradl 1o the unpaid principal heraol. I tha prepayment antfias the holders 1o
receive & prepayment panalty, this amount must then be paid by Trusior o Bereficiary bor payment of the panalty. The
prepayment penalty will not reduce the unpald balance of principal or interest under the Nobe,

7.  Inthe evenlofl fonecksune of this all-inclusive trust deed, Baneficiary will a1 the Trustes's sake bid an amount reprasenting
thee Eemeount than dus on the obligaticons secursd harely, phus By advances or other disbursamants which Beneficiany may
be parmitted o incude, on which bid Banaficiary 1o dischange and obtain recomyanca of the Underlying Obligations,

8. When the Nobe becoemees dus and payable or Trustor requests 8 demard for payodl, the principal amount of the payol
will b the then unpaid principal and interest, and on receipt of payolf funds, Beneficiary 1o discharge and obtain
recorveyanca of the Linderying Obligations.

FORM 443 0311 C2018 RP1 — Realty Publications, Inc.. P.O. BOX 5707, RIVERSIDE, CAB251T

balance, the dollar amount of the monthly payment and the
interest rate. Check the appropriate boxes to indicate an adjustable
interest rate or impounds are provided for in the first mortgage.

1.2 Second trust deed: Enter the date the underlying second trust deed
wasrecorded, itsinstrumentnumber and the county of record. Enter
the name of the borrower (trustor) and the mortgage holder
(beneficiary) named in the underlying second trust deed. Enter the
original amount of the underlying second trust deed, the principal
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balance, the dollar amount of the monthly payment and the
interest rate. Check the box to indicate an adjustable interest rate.
Enter the due date of the second mortgage.

1.3 Paymentofwrapped mortgages:Statestheseller,asthebeneficiary
of the trust deed, remains responsible for payment of the underlying
wrapped mortgages referenced in Sections 1.1 and 1.2, subject to the
terms of the addendum.

2. Impounds: Check if monthly impounds will be paid to the seller by the
buyer for property taxes and casualty insurance.

Editor’s note — If a wrapped mortgage is impounded, then the AITD should
also be impounded.

3. Contractcollection: Checkif the seller has agreed with the buyer to place
the mortgage on contract collection with a third party.

Editor’s note — The seller does not agree to a contract collection provision
if they intend to receive the full tax benefits of an installment sale. The
collection agent under a mutual agreement with the buyer is deemed
to be the agent of the buyer, thus relieving the seller of responsibility for
payments on the underlying mortgage.

4. Seller's default/buyer’s remedies: States if the seller defaults on the
underlying wrapped encumbrances, the buyer may cure the defaults and
make payments directly on the delinquent underlying encumbrance.
Paymentsadvanced by the buyer either apply against the agreed-to AITD
installments or, alternatively, are refunded by the seller on demand. One
is an out-of-pocket set-off, the other is a refund.

5. Buyer’s default/seller's remedies: States if the buyer fails to make
payments on the AITD, the seller isno longer required to make payments
on the underlying wrapped encumbrances unless the AITD is reinstated.

Editor's note— Any late charges or foreclosure costs incurred by the selleron
the underlying wrapped encumbrances due to the buyer’s default in AITD
payments are “passed through” to the defaulting buyer as future advances
due to the seller if the all-inclusive note does not itself contain a late charge
provision.

6. Prepayment penalty pass-through: States a payoff of an underlying
encumbrance caused by the buyer or made at the request of the buyer
which incurs a prepayment penalty places responsibility for payment of
the penalty on the buyer.

7. (RPI Form 442) Foreclosure bid, equity payoff AITD: States the seller’s
demand on foreclosure of the AITD will be the amount of their equity
in the AITD. The AITD equity is the difference between the balance
remaining on the all-inclusive note and the balance(s) remaining on the
underlying encumbrance(s). The buyer at the foreclosure sale takes the
trustee’s deed subject to the underlying encumbrance(s).

Addendum
provisions

175
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Chapter 15
Summary

Chapter 15
Key Terms

(RPI Form 443) Foreclosure bid, full payoff AITD: States, on foreclosure
under the AITD, the seller will demand and bid the entire balance of
the all-inclusive note. Concurrent with the foreclosure sale, the seller
will satisfy and obtain a reconveyance of the underlying encumbrance,
unless the seller is the successful bidder and credits themselves with the
underlying mortgage amount they assume.

(RPI Form 442) Payoff demand, equity payoff AITD: States the payoff
demand for reconveyance of the AITD is the difference in the amounts
remaining unpaid on the all-inclusive note and the underlying wrapped
encumbrances.

A note in an all-inclusive trust deed (AITD) transaction is evidence
of an installment debt created to pay the balance due on the buyer's
purchase price of real estate after a down payment. In turn, the seller
remains responsible for the underlying mortgage encumbering the
property sold.

The interest rate charged by the seller carrying back an AITD varies
greatly with the needs and expectations of the seller and buyer.

Priorto closing the carrybackssale, the seller needs to request the existing
mortgage holder waive their right to call the mortgage on the sale and
carryback of the AITD. In exchange for the mortgage holder's written
waiver of the due-on clause, the seller agrees to a modification of the
note and the payment of a fee.

The all-inclusive note is used with either the equity payoff or full
payoff varieties of AITD addenda attached to a regular trust deed,
thus converting the trust deed into an AITD. These two variations of
the AITD are differentiated by the amount of the payoff demand the
carryback seller may request for satisfaction of the all-inclusive note
and reconveyance of the AITD.

all-inclusive trust deed (AITD) note Pg. 169
call Pg.-171
due-on clause Pg. 168
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Chapter

16

Adjustable rate
mortgages

After reading this chapter, you will be able to: Lea rning
+ trace the history of the adjustable rate mortgage in the United . .
States: Objectives
+ understand the economic function of an adjustable rate mortgage
(ARM);
+ identify the various components of an ARM, their purposes and
effects;
+ describe different widely adopted ARM mortgages that have
influenced the mortgage market in the last ten years; and
+ make the required consumer disclosures for ARMs on origination.
5/1 ARM index Key Terms
adjustment interval introductory interest rate
carryover provision negative amortization
fully-indexed rate subprime
hybrid ARM

The most consumer-friendly and commonly used type of mortgage financing :

in the United States is the 30-year fixed rate mortgage (FRM). Up until The genesis Of
the early 1980s, the FRM was essentially the only type of mortgage available the ARM

for the purchase of a single family residence (SFR). While some tightly

controlled variables and alternative mortgage products did exist, adjustable

rate mortgages (ARMs) as they are now known were not yet authorized by

federal regulators.
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Market
vulnerability

S&Ls are
thrown a life
preserver

Until the early 1980s, the main sources of mortgage funds were financial
entities known as savings and loan associations (S&Ls). S&Ls operated by
taking deposits and using them to lend mortgage money at a higher interest
rate than was paid to the depositors. The S&Ls kept the spread between the
two interest rates as profit, and continued the savings-and-loan cycle.

Prior to the 1980s, federal law prohibited S&Ls from dabbling in other types
of consumer finance. Mortgage lending was thus their sole source of income.
The large and multi-faceted banks familiar today were unlawful during this
period, and S&Ls were highly dependent on continuing deposits to fund
mortgages and stay in business.

The mortgages originated by S&Ls were 30-year FRMs. This committed the
S&L lender to a fixed interest rate over a long period of time. Depositors,
on the other hand, collected interest at rates set at federally regulated levels
until the introduction of money market accounts in the late 1970s. S&Ls were
viable while deposit interest rates remained below mortgage rates. However,
this dynamic left S&Ls vulnerable to interest rate fluctuations.

Congress attempted to mitigate this vulnerability in 1966 by capping the
savings interest rate for S&L depositors. It set this cap higher than the cap for
commercial banks to encourage depositors to place their money with S&Ls,
ensuring the mortgage money continued to flow.

When economic conditions and monetary policy in the 1970s triggered
excessive inflation, S&L lending became restricted by the cap on interest
rates they paid on savings deposits. Other financial companies not subject
to interest rate caps paid market-level interest. S&L depositors began
withdrawing their savings in droves, seeking to place their funds in higher-
yield investments. [See Chapters 1 and 2]

In an attempt to save the moribund S&Ls, Congress and regulatory agencies
did two things in the early 1980s:

+ passed the Depository Institutions Deregulation and Monetary
Control Act of 1980 (DIDMCA), which:

o allowed S&Ls to diversify their investments to make money
through means other than 30-year FRMs; and

o removed interest rate caps on depositor funds; and

+ adopted regulations allowing S&Ls to offer adjustable rate mortgages
(ARMs).

Unlike FRMs, ARMs allow lenders to float interest rates to the market after
a specified amount of time, an expectation from the prior decade that rates
would continue to rise. Allowing mortgage rates to change with the market
pulled the insolvent S&Ls out of the red, at least temporarily. However, ARMs
also shifted inflationary and economic risk from the mortgage holder to the
borrower.
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By the late 1980s the S&Ls had failed, but for other reasons. However, despite
their absence, ARMs remained. From the 1980s onward, the ARM has
largely been as deleterious to uninformed borrowers as it was ineffective in
ultimately rescuing the S&Ls.

The face of the ARM has changed over the years, most markedly during the
Millennium Boom.

20 years after ARMs entered the mortgage landscape, the housing market
experienced an unprecedented explosion of activity. Low interest rates and
speculative fever caused housing prices to skyrocket. [See Chapter 3]

Mortgage lending standards went lax due to rapacious investor demand for
mortgage-backed bonds (MBBs) and the hubristic belief real estate prices
were to rise indefinitely. Inflated property prices, rather than the borrower’s
creditworthiness, were expected to carry the mortgages.

By the time mortgage demand peaked in mid-2005—one year following
a rise in short-term interest rates—Wall Street had perfected its vertically
integrated system for originating, bundling and reselling mortgages through
the M BB market to millions of investors worldwide.

All these bonds were dependent on exotic new mortgage products, the most
infamous of these being subprime mortgages. A multitude of creative new
types of ARMs were created—or revived—during this era as well.

FRMs guarantee a set rate of return over a long period of time. Lenders build
the long-term cost of a fixed return into the FRM interest rate. During the
Millennium Boom, ARMs offered lower initial rates because the initial rate
was fixed for a matter of only a few months to a year (if at all), rather than 30
years. Thus, borrowers unqualified for an FRM were suddenly able to qualify
for ARMs which offered low initial interest rates and very low payment
schedule options for up to ten years.

An ARM allows for periodic adjustments to both the interest rate and the
dollar amount of scheduled payments. This is in contrast to an FRM, which
has a fixed interest rate and fixed scheduled payments for the life of the
mortgage.

ARMs are typically very popular when property prices or FRM interest rates
rise in tandem. Up to and during the Millennium Boom, ARMs allowed
homebuyers to leverage the lower initial interest rate on an ARM into
higher borrowing amounts than possible with an FRM. In turn, buyers were
able to pay a higher price for a home. This scenario attracted homebuyers
who planned to:

+ move within the fixed period of the mortgage;

+ refinance the mortgage into a lower rate after they improved their
credit; and/or

The modern-
day ARM

subprime

In mortgage lending,
a borrower who
poses a higher risk of
not timely repaying
amortgage, or a
mortgage with a high
risk of default due to
inferior underwriting
standards.

The purpose
and
popularity of
ARMs



180 Creating Carryback Financing, Fifth Edition

ARMs are in
vogue

ARMs today

5/1 ARM

A common type

of adjustable rate
mortgage with an
introductory fixed

rate period of five
yeazrs followed by an
annually-adjusted
interest rate for the life
of the mortgage.

+ use the money saved on ARM interest payments in higher-yield
investments.

Different types of ARMs fall in and out of favor in response to the housing
marketand current interestrates. During the Millennium Boom, overall ARM
use was exceptionally high. In 2004, 33% of all prime mortgage applications
nationally were for ARMs. ARM use in California rose to 78% in 2005.

In 2013, ARMs accounted for approximately 10% of all mortgages originated.
This is on the lower end of the historical ratio between ARMs and FRMs,
which typically fluctuates between 11% and 30% annually.?

The disparity between the 2004 and 2013 ARM-to-FRM ratio is due to the
unique type of borrower demand in 2004. During this time, many under-
qualified buyers were enticed to purchase property in the frenzied real estate
market.

However, these buyers’ grasp on ownership was tenuous at best. They lacked
sufficient income to make monthly payments on a 30-year FRM with a
principal amount large enough to purchase homes at the steeply inflated
prices of the period. This abundance of willingness but dearth of ability to
purchase led many buyers to opt for high-risk ARMs, expecting to either
refinance or resell the property (at a profit) before their ARMs reset.

However, the value of buyers’ properties did not increase as they were led to
believe by the gatekeepers of real estate. Instead, prices dropped dramatically
as forecast by some, preventing them from escaping the obligations of their
resetting ARMs. Mass defaults were soon to follow. [See Chapter 3]

The real estate pricing implosion caused homebuyers to view ARMs to be
both excessively risky and less favorable for purchasing homes in the years
following the Millennium Boom and bust.

Currently, ARM use is at a non-disruptive low ebb due to continued lender
risk aversion following the financial crisis. However, interest rates are
basically at zero and cannot go lower (without the Federal Reserve going
“negative” on rates). In the coming decades, any borrower who takes out an
ARM will do so at the mercy of rising interest rates.

The most popular type of ARM with homebuyers today is the 5/1 ARM, a
type of hybrid ARM. However, most homebuyers, having been burned in
recent years, prefer FRMs to ARMs. In 2012 to mid-2013, many homeowners
refinanced to trade in their existing ARMs for FR Ms.

Of the mortgages refinanced by Freddie Mac in the second quarter (Q2) of
2014:

+  40% were for shorter than the original mortgage term; and

1 Freddie Mac, 23 Annual ARM Survey
2 Freddie Mac, 29 Annual ARM Survey
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+ 76% of hybrid ARMs were refinanced as FRMs.3

Currently, the majority of ARMs originated are tied to the 12-Month
Treasury Average. In 2013, 80% of lenders offered Treasury-tied ARMs,
with the remainder offering ARMs tied to the London Interbank Offered Rate
(LIBOR).

Although a larger number of lenders offer Treasury-indexed ARMs, large
national banks typically tie their ARM products to the LIBOR index. Thus,
more than half of ARM originations in 2013 were indexed to LIBOR

As in the past, ARM use will increase as interest rates on 30-year FRMs rise
and home prices rise, a scenario that played outin 2014.

Going into California’s next economic boom, circa 2020, the following trends
will conspire to move ARM usage above 20%:

+ the coming 30-year cycle of rising interest rates;

+ the current secular income stagnation; and

« the present upward pressure of asset inflation in home prices.
However, this is not necessarily beneficial as ARMs are inherently riskier
for homeowners than FRMs. Worse, they are used by low- and mid-tier

homebuyers to overextend their finances in an effort to overreach on the
price of a home. [See Figure 1]

All ARMs are comprised of:

+ anintroductory interest rate, also known as a teaser rate;
+ anindex;
+ amargin;and

+ an adjustment interval.

The introductory interest rate is the initial interest rate charged on the ARM.
The introductory rate stays fixed for a set amount of time known as the
introductory period, lasting anywhere from a month to ten years.

A mortgage lender is able to set the introductory rate however it chooses
depending on whether it wants to attract ARM borrowers. In most cases, the
introductory rate is lower than the rate which will be experienced during the
remainder of the mortgage.

In the past (and certainly during the Millennium Boom), many lenders
evaluated borrowers’ mortgage applications as if the introductory interest
rate were fixed for the life of the mortgage. When the introductory period
expired and the rate adjusted, homebuyers were too often unprepared for the
payment increase and experienced payment shock.

3 Freddie Mac, Refinance Activities Report Q2 2014
4 Freddie Mac, 30 Annual ARM Survey (2013)
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ARMs in the
future

Elements of
an ARM

The
introductory
interest rate

introductory
interest rate

The initial rate

of interest on an
adjustable rate
mortgage (ARM),
typically lower than
the fully-indexed note
rate and lasting for a
set introductory period,
allowing for a greater
loan amount to be
borrowed. Also known
as a teaser rate.
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Figure 1 ARMS as a % of all CA Home Loans vs. 30-Year FRM Rate 1988-2014
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fully-indexed rate
For adjustable-rate However, on virtually all new consumer mortgages, federal ability-to-
E;’fﬁse ;}:iﬁz‘zﬁe of repay (ATR) rules require lenders to underwrite homebuyers based on the
application plus the fully-indexed rate, or the highest possible rate on the ARM during the first
9;055 margin stated in five years of its term. 5 [See Chapter 4]
the note.

The index The ARM index is the first of two components which, when combined, set

the adjusted interest rate after the introductory period. An ARM is said to be

“tied” to an index. The index is meant to be a proxy of the change in the cost

index of lending for a lender—as costs rise and fall, so do the index and thus the

A regularly issued o d
composite market ARM's interest rate.

interest rate for an

investment such as ARM rates can be tied to a variety of indices each of which adjusts based on
R e criteria set by the “owner” of the index. Common indices for ARMs are the:
inter-bank loans used
to set the basis for + 11% District Cost-of-Funds Index (COFI);
periodic interest rate
adjustments. « 12-month Treasury Average; and

+ LIBOR.

5 12 Code of Federal Regulations §1026.43(c)(5)(i)
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The COFI is compiled monthly based on the price lenders paid for funds to be
lent in the prior month. The COFI is appropriate for ARMs since it is a short-
term benchmark.

The 12-month Treasury Average is released weekly by the Federal Reserve
Board. Itis based on the average yield on Treasury Securities with 12 months
of their maturity remaining. This yield is based on the winning bid amounts
on Treasury Securities in the over-the-counter stock market.

The LIBORissetdaily when and international network of financial exchanges
give an estimate for their cost of funds. The average of these five estimates is
rounded to the nearest 1/16 and used as the LIBOR index rate.

Editor’s note—Until late 2012, LIBOR was set by an association of London
banks—hence its name. Administration of the index was transferred to an
independent international group with UK government oversight in early
2014.

The more frequently its affiliated index changes, the more erratic the interest
rateonan ARM is.Thus, ARMstied to the COFI or 12-month Treasury Average
are more stable than those tied to the LIBOR.

Editor’s note — Current interest rates can be found online at http.//
firsttuesdayjournal.com

A consumer mortgage holder is not permitted to arbitrarily make changes
to a consumer’s interest rate on an ARM. Regulation D of the Alternative
Mortgage Transaction Parity Act requires the index used to be:

+ readily available and verifiable by the borrower and beyond the
control of the mortgage holder; or

+ based on a formula or schedule identifying the amount and
circumstances triggering increases in the interest rate.

The margin is the second component used to set the adjusted ARM rate.
Essentially, the margin equals the points a mortgage holder adds to theindex
figure to determine its earnings. Margins vary by mortgage holder, but stay
fixed for the life of the mortgage.

The ARM'’s adjusted interest rate is determined by adding the index to the
margin (at set intervals, and subject to any caps). Together, this equals the
fully-indexed rate.

For instance, an ARM with an index of 4% and a margin of 2% has a fully-
indexed rate of 6%. If the index falls to 2%, the fully-indexed rate falls to 4%.

6 12 CFR §1004.4(a)(2)(); (ii)

How the
indices are
set

The margin
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The
adjustment
interval

adjustmentinterval
The predetermined
period of time after
which the interest rate
and payment amount
on an adjustable rate
mortgage (ARM) or
other variable rate
mortgage is recast.

Rate caps
and other
ARM features

Interest rate
caps

carryover provision
An adjustable rate note
provision allowing the
lender to apply any
margin exceeding a
periodic rate cap on a
given adjustment to
the next scheduled rate
adjustment.

The adjustment interval is the time which elapses between rate changes.
ARMs are scheduled to adjust periodically, e.g., every month, every year,
every three years, etc.

At the end of each adjustment interval the interest rate resets to the current
index, plus the margin. Thus, the monthly mortgage payment changes each
time the ARM adjusts to retain the original amortization period for payoff of
the mortgage.

ARMs are generally identified by their adjustment intervals. For example, an
ARM with payments scheduled to adjust every year is called a 1-year ARM.
An ARM with payments scheduled to adjust every three years is a 3-year
ARM. ARMs with a fixed-rate introductory period (say, five years) followed
by a one-year adjustment interval is called a 5/1 ARM.

Some ARMs have other features affecting how the interest rate or payments
adjust, including:

+ initial, periodic and lifetime interest rate caps and floors;
+ periodic payment caps;
+ conversion features; and

+ prepayment penalties (if permitted).

A cap is a ceiling on the interest rate or adjusted payment amount.

The initial interest rate cap sets a limit on the amount the interest rate is
permitted to change on the first adjustment. A periodic interest rate cap
places a ceiling on the amount an interest rate is permitted to increase with
each subsequent adjustment after the first. A lifetime interest rate cap
(or floor) is the maximum (or minimum) amount an interest rate is able to
increase (or decrease) over the entire life of the mortgage.

In response to the potential for never-ending ARM rate increases, Congress
amended Regulation Din 1987 torequire all consumer ARMs secured by one-
to-four unit dwellings to have lifetime interest rate caps. Neither the law nor
the ensuing regulation actually set guidelines for minimum or maximum
allowable caps.”

The most common rate cap arrangements are the 5/2/5 or 2/2/6. The first
number refers to the initial rate increase cap over the initial fully-indexed
note rate. The second number is the future periodic rate increase cap for
later adjustments. The third number is the lifetime rate increase cap over the
initial fully-indexed note rate. [See Figure 2]

Additionally, some ARMs with interest rate caps contain a carryover feature
in the mortgage documentation which allows the lender to “carry over” rate
increases exceeding the periodic adjustment limits to the next adjustment.
[See Figure 3]

7 12 United States Code §1004.4, 3806(d)
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Consider a buyer who obtains a$200,000 ARM with an initial 3.25% fully-indexed interest
rate. The ARM adjusts annually and has a 5/2/5 cap structure.

For the 5/2/5 rate cap arrangement:

e the initial rate increase is not to exceed 5% over the initial fully-indexed rate;
e future periodic rate increases is not to exceed 2% over the prior period’s rate; and
e the lifetime rate increase is not to exceed 5% over the initial fully-indexed rate.
At the first adjustment, the index increases by 3%. At the second year, the index goes

up another 3%. The interest rate after the second adjustment after applying the lifetime
cap is 8.25% as follows:

ARM Interest Rate Monthly Payment (rounded to nearest
dollar)

Initial year @ 3.25% 5 870*

2nd year @ 6.25% $1,221*

3rd year @ 8.25% 51,478*

3rd year (without lifetime cap) @ 9.25% 5 1,614*

*Calculations do not include taxes, insurance, homeowners’ association fees or similar
impound items.

The first adjustment (the second year rate) is within the 5% initial interest rate increase
cap. With a 3% index increase, the interest rate adjusts to 6.25%. The second adjustment,
also with a 3% index increase, is limited by the lifetime interest rate cap. Without the
lifetime interest rate cap, the interest rate during the third year shifts to 9.25%.

Instead, due to the 5% lifetime interest rate increase cap, the maximum interest rate of
8.25% is reached in the third year. In this case, the lifetime cap saves the owner 5136 per
month after the third year.

The examplesin Figures 2 and 3 are based on fully-indexed initial interest
rates. Most ARMs start with discounted interest rates, which are not
fully-indexed, meaning the first adjustment will incorporate the margin as
well as any change in the index. [See Figures 2 and 3]

These illustrations highlight the importance of the rate cap structure. If a
5/2/5 ARM has a very low teaser rate, it is possible the rate will increase
significantly—up to 5% on the first adjustment—a payment shock for most
homebuyers.

However, homebuyers intent on using an ARM are best advised to search for
similar mortgages with alower initial interest rate cap - say, a 2/2/6 structure,
which allows for more gradual interest rate increases.

Another type of ARM cap is known as a payment cap. This limits the total
payment due on the mortgage at each adjustment. For a borrower with a
$1,000 monthly mortgage payment with a payment cap of 10%, the maximum
payment increase with a periodic adjustment is $100, for a total payment of
$1,100 - regardless of interest rate changes.

Figure 2

Example 1

Payment caps
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Figure 3

Example 2

negative
amortization

An increase in the
principal balance of a
mortgage debt which
occurs when monthly
installment payments
are insufficient to
fully pay the interest
accruing on the
principal balance.

Prepayment
penalties
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Consider an owner with a 3.25% fully-indexed interest rate on a $200,000 ARM. The
ARM adjusts annually and has a carryover provision in the note. There is no initial year
interest rate cap, but the ARM has a 2% periodic interest rate cap and a 5% lifetime
interest rate cap. At the first adjustment, the index goes up 3%. At the second year, the
index goes down 1%.

The interest rate after the second adjustment is 5.25%. The index goes up by 3%, but it
is capped by the 2% periodic interest rate cap. The remaining 1% increase is carried over
to the next adjustment period. At the second adjustment, the 1% carryover increase
cancels out the 1% drop in the index. Thus, the interest rate remains 5.25% as follows:

ARM Interest Rate Monthly Payment (rounded to nearest
dollar)

Initial year @ 3.25% S 870*

2nd year @ 5.25% S$1,098*

3rd year @ 5.25% S$1,098*

*Calculations do not include taxes, insurance, homeowners’ association fees or similar
impound items.

With payment caps, however, any additional interest due above the 10%
payment cap is not simply forgiven. Instead, it is added to the mortgage
balance. Thus, payment caps can cause negative amortization, in which
unpaid interest is added to the principal balance of the mortgage. Some
ARMs have both periodic interest rate caps and payment caps.

On consumer mortgages, negative amortization, when allowed, triggers
a variety of mandatory disclosures and regulatory restrictions. Mortgage
holders subject to Regulation Z (Reg Z) are only permitted to make
negatively amortizing ARMs to first-time homebuyers if they first document
that the homebuyer has received special counseling on the risks.?

As a further restriction on the lender, negative amortization mortgages are
not classified as qualified mortgages and thus are ineligible for purchase
by Fannie Mae or Freddie Mac or insurance from the Federal Housing
Administration (FHA).? [See Chapter 4]

Prepayment penalties are fees charged by a mortgage holder when a
borrower pays a mortgage off early.

For business mortgages, prepayment penalties are usually limited to the
prepayments made in the first three to seven years of the mortgage. When
analyzing whether an investor may want to refinance, the prepayment
penalty needs to be considered by the investor and their agent.

8 12 CFR 1026.36(k)
9 12 CFR 1026.43(b)(4)
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Consider an investor who takes out a 3/1 business ARM in the amount of
$200,000 with an initial rate of 6%. The mortgage has a prepayment penalty
of six months’ interest on the remaining principal balance.

Two years later, the investor decides to refinance and pay off the 3/1 ARM.
The principal balance is $194,936. Under the prepayment penalty provision,
the investor owes a penalty of $5,850, more than the principal reduction in
two years of payments.

Not all ARMs have a prepayment penalty. If a mortgage has an adjustable
interest rate and is secured by one-to-four residential units, a mortgage
holder may not bar the borrower’s voluntary prepayment within go days of
notification of a change in the rate.*

Additionally, under Reg Z, consumer ARMs may not contain a prepayment
penalty provision.'* [See Chapter g]

Many variants of the ARM exist, each with different terms. Common types of
ARMs popular during the Millennium Boom include:

+ hybrid ARMs;

+ option ARMs;

+ conversion ARMs; and
+ interest-only ARMs.

Most of these ARM products carry unacceptably high risks for both the
property owner and the mortgage holder. Since the roll-out of Reg Z's ability-
to-repay (ATR) rules and qualified mortgage (QM) definition in January
2014, these exotic instruments have been relegated back to their rightful
place as niche products for extremely well-qualified borrowers. [See Chapter
4]

Hybrid arms, however, meet the requirements for qualified mortgages under
some conditions. This is the only type of ARM which survived the dawn of
ATR-QM standards.

The hybrid ARM is the “traditional” type of ARM. By its terms, the interest
rate is fixed for an initial term, after which it is periodically adjusted.

Hybrid ARMs are often named for the initial rate period and the period for
later adjustments, like the 5/1 ARM. 5/1 refers to the length of the period
during which the introductory interest rate applies—fixed for the first five
years of the mortgage—and the one-year intervals for rate adjustments after
the initial rate period expires.

Other common hybrid ARMs include:

+ 3/1 (fixed for three years, then adjusts annually);

10 CC§1916.5(a)(5)
11 12 CFR 1026.43(g)

Different ARM
products

Hybrid ARMs

hybrid ARM

A type of adjustable
rate mortgage which
features a fixed rate
for an introductory
period and thereafter
a periodically adjusted
interest rate based

on a predetermined
formula.
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Negotiating a

carryback ARM

Conversion
ARMs

Consider an agent who solicits a seller to list their income-producing property for sale on
terms which include short-term carryback financing by the seller, called an installment
sale. This business carryback mortgage will assist a buyer in financing the purchase price
to be paid for the property. The competitive market rate for a comparable FRM made by
a second trust deed lender is currently 10%.

To hedge against rising rates, the seller wants an adjustable interest rate on any note
they agree to carry. The initial interest rate sought for the first six months will be the
current market rate for private mortgages.

When the initial interest period expires, the note rate will adjust upward every six
months to match any periodic rate increases, indexed to short-term interest rates for
Treasury Bills.

The carryback seller wants their interest rate adjustments to be set by an index figure
based on short-term rates. In addition to an index figure, an interest rate margin needs
to be set to establish the periodic interest rate on the carryback mortgage.

The amount of the margin is set for the life of the carryback mortgage. Thus, the carryback
seller’s yield will change every sixth month in accordance with the index figures issued by
the government, reflecting any increase or decrease in short-term interest rates.

The index agreed to is the 1-year Constant Maturity Treasury Index, which is 4%. The
margin agreed to is 6% — the difference between the market rate on private FRMs
(10%) and the index figure (4%).

Thus, when short-term interest rates increase as the economy or inflation picks up, and
the index figure rises as a result, the interest rate on the note will be adjusted upward
accordingly.

« 7/1 (fixed for seven years, then adjusts annually); and

+ 10/1 (fixed for ten years, then adjusts annually).
Similar hybrid arms are intended for those with less-than-perfect credit. The
shortinitial rate allows the borrower to qualify for a mortgage with the intent
of improving their credit and refinancing out of the hybrid ARM before the
adjustment occurs. Common hybrid arms named under this convention are:

« 2/28 (fixed for two years, adjustable for 28 years); and

+ 3/27 (fixed for three years, adjustable for 27 years).

2/28 and 3/27 ARMs adjust either every six months or every twelve months
depending on the terms of the mortgage.

Some ARMs have built-in terms which allow its conversion to an FRM
at some point at the borrower’s election during the mortgage term, and
according to the rules set in the mortgage documents.

However, conversion ARMs have some drawbacks:

+ theinterestrate on conversion will possibly be higher than the average
FRM rate at the time of the conversion;
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+ the lender is able to charge a higher interest rate during the ARM
portion of the mortgage than for other mortgages without conversion
features; and/or

+ thelender is able to charge a fee for the conversion.

Editor’s note — Consumer mortgages with rates exceeding the average
prime offer rate for comparable mortgages by a percentage threshold
become higher priced consumer mortgages, and in some cases, Section 32
high-cost consumer mortgages. Each of these is subject to special rules and
restrictions. [See Chapter 9]

Conversion is not mandatory. For example, a borrower who takes out
a conversion ARM is able to adopt a fixed interest rate five years into the
mortgage term, or choose to adhere to the traditional ARM terms with an
interest rate that periodically adjusts based on a predetermined formula.

Lenders originating consumer mortgages subject to Reg Z are required to
inform borrowers of the existence of a conversion option. Since conversion
will potentially incur increased costs and fees to the borrower, the mortgage
holderisalsorequired todisclose what fees are associated with the conversion
and how the converted fixed rate is determined.*

Risks in consumer ARMs are of critical concern to regulatory agencies. In
2011, the regulators began requiring greater mortgage holder transparency
with ARMs made for consumer purposes. Lenders originating consumer
ARMs under Reg Z are required to provide disclosures that clearly detail the
specific time and circumstances that will change the interest rate or payment
schedule of a mortgage. [See RPI Form 320-1]

These regulations require disclosures made in plain language, laid out in a
format that clearly illustrates the risks of loss from variable terms associated
with the mortgage.

Under the guidelines, lenders are required to disclose the fact the ability to
refinancetoalowerrateafterthemortgageadjustsisnotassured. Additionally,
lenders are required to plainly state the maximum interest rate possible
on the mortgage — a “worst case” rate scenario previously buried deep in the
jargon of prior mortgage documents.

The Truth in Lending Act (TILA) and its Reg Z require that all features
of an ARM, including the existence of a carryover feature, be disclosed to a
borrower upon application.

Required disclosures include:
+ the Consumer Handbook on Adjustable Rate Mortgages;
+ notice that the mortgage terms are subject to change, including:

o the interest rate; and

o the mortgage payments;

12 CFPB Official Interpretation of 12 CFR 1026.19(b)(2)(viii) (Supplement I)

Disclosing
the risks of
an ARM

Required
disclosures for
consumer ARMs
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+ information regarding the index to which the mortgage is tied;
+ an explanation of how the interest rate and payments are calculated;
+ an explanation of how the ARM index is adjusted;

- arecommendation that the borrower seek more information about the
current margin value and current interest rate;

« notice that the current interest rate is discounted;

+ a recommendation that the borrower ask the amount of the rate
discount;

« the frequency of interest rate and payment adjustments;

+ any payment caps provided by the mortgage terms;

+ the possibility of negative amortization;

+ the possibility of interest rate carryover;

+ instructions for calculating mortgage payments;

« notice of the mortgage’s demand provision;

« adescription and schedule of notices for upcoming adjustments;

- a notice that the borrower has access to disclosure forms for the
mortgage holder’s other ARM programs;*3 and

« either:

o a historical example of an ARM to illustrate the effect of interest
rate changes on the borrower’s payments and mortgage balance.
This example is to be based on a $10,000 mortgage amount and the
past 15 years of index values and include a description of negative
amortization, interest rate carryover, interest rate discounts and
payment caps; or

o the maximum interest rate and payment for a $10,000 ARM under
the current mortgage terms and a disclosure that the borrower’s
payments may increase or decrease significantly.

These avuncular regulations are among the most user-friendly and effective
requirements of Reg Z. Previously, public policy demanded the government
refrain from any type of consumer protection, at great cost to consumers and
to the larger economy.

13 12 USC §1026.19(b) et. seq.
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An adjustable rate mortgage (ARM) allows for periodic adjustments to Chapter 16
both the interest rate and the dollar amount of scheduled payments.
ARMs allow homebuyers to leverage the lower initial interest rate into summary

higher borrowing amounts than possible with an FRM.

All ARMs are comprised of:

+ anintroductory interest rate;
+ anindex;

* amargin; and

+ an adjustment interval.

The introductory interest rate, sometimes called the teaser rate, is
the initial rate which stays fixed for a set amount of time called the
introductory period. The index is the first of two components which set
the adjusted interest rate after the introductory period. An ARM is said
to be “tied” to an index, meant to be a proxy of the change in the cost of
lending for a lender. Common indices for ARMs are:

« 11th District Cost-of-Funds Index (COFI);
+ 12-month Treasury Average; and
+ London Interbank Offered Rate (LIBOR).

The margin is the second component used to set the adjusted ARM rate.
The margin is the points a mortgage holder adds to the index figure to
determine its earnings.

The adjustment interval is the time between rate changes. ARMs are
scheduled to adjust periodically, e.g., every month, every year, every
three years, etc. At the end of each adjustment interval the interest rate
resets to the current index, plus the margin.

ARMs are generally identified by their adjustment intervals. For
example, an ARM with a fixed-rate introductory period of five years
followed by a one-year adjustment interval is called a 5/1 ARM.

Some ARMs have initial, periodic and lifetime interest rate caps and
floors or periodic payment caps which act as a ceiling on the interest
rate or adjusted payment amount.

Interest rate caps set limits on the amount the interest rate is permitted
to change on the first or subsequent adjustments, or over the life of the
ARM.

Some ARMs with interest rate caps contain a carryover feature which
allows the lender to “carry over” rate increases exceeding the periodic
adjustment limits to the next adjustment.
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Key Terms

Payment caps limit the total payment due on the mortgage at each
adjustment regardless of interest rate changes. Payment caps can
sometimes cause negative amortization, in which unpaid interest is
added to the principal balance of the mortgage.

The hybrid ARM is the “traditional” type of ARM. By its terms, the
interest rate is fixed for an initial term, after which it is periodically
adjusted. This is the only type of ARM which survived the dawn of
ATR-QM standards.

Lendersoriginating consumer ARMsunder RegZarerequired to provide
disclosures that clearly detail the specific time and circumstances that
will change the interest rate or payment schedule of a mortgage. The
Truth in Lending Act (TILA) and Reg Z require that all features of an
ARM, including the existence of a carryover feature, be disclosed to a
borrower upon application.

5/1 ARM Pg. 180
adjustmentinterval Pg. 180
carryover provision Pg. 184
fully-indexed rate pg. 182
hybrid ARM Pg. 187
index Pg. 182
introductory interest rate pg. 181
negative amortization Pg. 186

subprime P9-179
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Subordination of a
trust deed

After reading this chapter, you will be able to:

+ understand the priorities of trust deeds that are the subject of
subordination agreements;

+ prepare purchase agreement provisions for the subordination of a
seller carryback trust deed to concurrent or future financing; and

+ analyzetheenforceability of subordination provisionsin purchase
agreements for seller carryback transactions.

assumption subordination agreement

subordination

A seller who agrees to carryback a mortgage to help the buyer finance the
purchase of their property enters into a subordination agreement as a
provision in the purchase agreement. Under the subordination agreement,
the seller will alter their present ownership position on title to the property
by accepting a secured position junior in priority to a mortgage lender. The
nature of the provision subordinating the carryback mortgage as junior to
another mortgage alters the seller’s interest in the property, either:

« concurrent with the recording of their trust deed on the close of the
sales escrow; or

+ atalater date on a request to subordinate.
When the mortgage holder is a carryback seller, subordination means

accepting a less secure and more risky position for their trust deed lien on
either the close of escrow or a later recording of a new trust deed than the

Chapter

17

Learning
Objectives

Key Terms

Altering
priorities by
agreement

subordination
agreement

An agreement entered
into by a mortgage
holder to permit their
security interest in
title to the mortgaged
property to take an
inferior position to
another encumbrance.
[See RPI Form 281]
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The garden
variety
subordination
agreement

subordination

The rearrangement

of mortgage lien
priorities on title in
which a mortgage lien
takes a lesser or junior
position to another
mortgage lien on a
property.

Listing
broker’s duty
owed to seller

equity position they hold as owner. Thus, they alter the priority of their
interest in the chain of title while at the same time changing their rights in
the property from an ownership interest to a security interest.

For instance, consider a seller of unencumbered or under-encumbered
property (very low loan-to-value ratio (LTV)) who agrees to carry back a
mortgage. It will be a second, junior to a new mortgage originated by the
buyer to fund a portion of the price the seller receives on the sale. The seller’s
interest in the property on closing, a second trust deed lien security interest,
is now a more risky position on title than their previous ownership interest.

The purchase-assist mortgage which was not previously a lien on title to the
seller’s property now has priority to the seller’s security interest retained in
title, evidenced by the trust deed they carried back as payment for a portion
of their equity.

The subordination of a trust deed lien may be voluntary or involuntary,
with different consequence for the junior mortgage holder.

A voluntary subordination of a trust deed is agreed to in three situations:

+ concurrent subordination — escrow is instructed to record the
trust deeds in a specified order, such as the carryback trust deed will
be second in priority to a buyer's newly originated purchase-assist
mortgage [See RPI Form 401 §2.3 fand hJ;

+ future subordination — a carryback seller entering into a purchase
agreement agrees to later, after the close of their sales escrow,
subordinate their carryback trust deed to a trust deed to be recorded in
the future [See RPI Form 281 accompanying this chapter]; or

+ specific subordination — a carryback seller on request from the
buyer performs under their previous (future subordination) agreement
to reposition their recorded trust deed to become junior and second
in priority on title to a specifically described note and trust deed now
being recorded.

An involuntary subordination of a junior trust deed results from the
modification of a senior mortgage holder's debt without the junior’s consent,
impairing the security interest of the junior mortgage holder, as discussed
later in this chapter.

A seller who agrees to subordinate their carryback trust deed to a new
mortgage, either concurrent with the recording of their trust deed or at a
future date, is agreeing to accept a lesser position in the property’s title as
their security than the position they held before the subordination. Thus,
subordination exposes a seller to an increased risk of loss when compared
to the title position they held before subordinating their trust deed.

The need for a concurrent subordination agreement arises when a carryback
seller enters into a purchase agreement with provisions calling for the buyer
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Form 281
AGREEMENT TO SUBORDINATE
Agreement to
MNOTE: This form is used by an agent when negotiating terms for the subordination of trust deed debt, 1o state the Subordinate
conditions under which the rusl deed hoider will subordinate thelr trust desd 19 a future debt and trust deed the owner
will recond
DATE: L0 L8 Califormia.
Ttams Ielt biank or unchacked are nol applicabls,
FACTS:
1. This is an sdoendumm io the following agreement:
Purchase
Estrow instnicions
Tiust dead
1.1 dabed ] ,at Califomia,
1.2 entered into by a5 the BuyenTrustorn,
and a5 ihe SellenBenaficiary,

1.3 regarding real estabe referred bo a5

AGREEMENT:
2. Provided Trustor is nod in default on the Beneficiary's trus! deed, BeneSciary will, on writhen request of Trusior,
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to record a first mortgage on the property and the seller to carryback a second
trust deed to secure a note they receive for a portion of the sales price. [See
RPI Form 150 §§8 and 8.6]

The seller’s broker negotiating a carryback transaction has a duty as the
seller’s agent to inform the carryback seller about the risks of a concurrent or
future subordination. Further, they need to give the advice before the seller
enters into a purchase agreement to sell a property on carryback terms as a
carryback creates different lender-type risks of loss their seller is not likely to
understand.


http://journal.firsttuesday.us/?ddownload=50536

196 Creating Carryback Financing, Fifth Edition

Terms for
subordination

The failure of the seller's broker to advise the carryback seller about these
lender-type risks of loss subjects the broker to liability for any losses sustained
by the seller due to the broker's neglect to inform them of the risk.!

A buyer's broker who negotiates the terms of a subordination agreement
as the exclusive agent of the buyer needs to be certain the subordination
agreement is sufficiently complete in its terms to be enforceable by the
buyer. If not, the error subjects the buyer’s broker to liability for the losses
incurred by the buyer due to the inability to later enforce the subordination
agreement and record a mortgage.

A future subordination agreement needed by a buyer in a carryback
transaction to meet their expectations for financing their future use of a
property is set out in an attachment to the purchase agreement. When
the buyer is to originate a new first mortgage in the future and the seller’s
carryback trust deed is to remain of record, the recorded carryback trust deed
needs to provide for subordination of the carryback mortgage since it will not
yet be paid in full and reconveyed.

When the seller accepts the purchase offer, the attached subordination
agreementis used in the escrow process. On the close of escrow, the agreement
to subordinate (or its replacement) will be recorded as an attachment to the
carryback trust deed.

Forasubordination agreement to be enforceable, provisionsin the agreement
need to include:

+ the maximum principal amount of the new mortgage;

+ the maximum interest rate;

+ the type of interest rate — variable or fixed;

+ therepayment schedule;

+ the minimum and maximum length of time prior to the due date for
the final/balloon payment;

+ the financing charges to be added to or deducted from the principal;
and

+ a description of the purpose and use of the mortgage proceeds. [See
Form 281]

Even when the subordination agreement adequately states the parameters
of the new mortgage, it may otherwise be unenforceable. The finaltest of the
enforceability of any subordination agreement is the reasonableness of the
risks of loss placed on the seller by subordination.

A subordination agreement, to be enforceable, may not subject a carryback
seller to more than a fair and reasonable risk of loss at the time of the
subordination.?

1 Timmsen v. Forest E. Olson, Inc. (1970) 6 CA3d 860
2 Calif. Civil Code §3391
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Consider a buyer who agrees to purchase real estate on terms calling for
the seller to carry back a note secured by a trust deed. A provision in the
purchase agreement calls for the carryback mortgage to be junior to a new
first mortgage to also be recorded on the close of escrow, called a concurrent
subordination agreement. [See RPI Form 150 §8]

Sequentially on the close of escrow, the lender’s trust deed is recorded first
with the seller's carryback trust deed recorded second in time. Since the
trust deed recorded first automatically receives priority, the concurrent
recording of the seller’s carryback trust deed second in time makes it junior
and subordinate to the trust deed held by the lender.

Prior to closing, the seller's ownership interest in the property was not subject
to the lender’'s mortgage. On closing the sale, the seller receives a security
interest in the property subordinate to a lender’s mortgage not previously
affecting their interest in title, a change of position exposing the seller to a
greater risk of loss.

In contrast, a future subordination agreement calls for a carryback seller on
thebuyer'slater request of the seller to take the necessary steps to subordinate
their recorded carryback trust deed to a new mortgage to be originated by the
buyer.

A recorded carryback trust deed with an attached future subordination
agreement is loosely called a subordinated first trust deed — it records first in
time. However, on the later execution of a specific subordination agreement
by the carryback seller as agreed, the carryback trust deed becomes second in
priority and subject to the terms of a later recorded trust deed.

The enforceability of a subordination agreement under the reasonable-risk
doctrine depends on:

+  whether the subordination is concurrent or is to occur in the future;
and

+ the purpose of the mortgage to be given priority.

For example, a seller agrees to carry back a mortgage which on the close
of escrow will be subordinate to new purchase-assist financing with
principal not to exceed a fixed percentage of the purchase price or a set dollar
amount, an arrangement called a concurrent subordination. The mortgage
proceeds will be used exclusively to fund a portion of the purchase price paid
to the seller for the property. [See RPI Form 150 §8]

However, the subordination provision in the purchase agreement does not
statethemaximum interestrate or other financial parameters forinstallments
and the term of the purchase-assist mortgage. [See RPI Form 150 §§6 and 8.6]

The carryback seller attempts to cancel the purchase agreement, claiming the
purchase agreement’s subordination provision is unenforceable since it fails
to specify the maximum interest rate and installment schedule on the new
purchase-assist mortgage the carryback trust deed with be junior to.

Concurrent
vs. future
subordination

Purchase-
assist
mortgage or
construction
loan
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Argument to
subordinate
toa
construction
loan

Can the buyer enforce a subordination provision in the purchase agreement
which does not specify the interest rate and installment parameters for the
new purchase-assist mortgage when the seller carries back a trust deed note?

Yes! A carryback trust deed subordinated by agreement to a purchase-assist
mortgage provides the seller with a security interest in the property they
sold. The carryback trust deed is junior to a mortgage from which the seller
received all the net proceeds and no funds were to be used to improve or add
value to the property.

Thus, the agreement to subordinate a carryback trust deed to a purchase-
assist mortgage without establishing the interest rate or payment parameters
is enforceable. The agreement is just and reasonable. Here, the seller receives
all the net proceeds of the mortgage no differently than had they placed the
mortgage on the property themselves. Further, no impairment of the seller’s
junior trust deed exists, such as the need to complete construction to provide
improvements as additional security for the carryback seller to render the
subordination agreement unenforceable.?

In contrast, an agreement to subordinate a carryback trust deed to a trust deed
securing a construction loan requires specification of all essential aspects
of the construction loan in the subordination agreement. Here, the purpose
for the loan is not to fund the acquisition of the property, but to construct
improvements which will become additional security for the carryback trust
deed.

However, the specific terms and conditions of a loan to be negotiated and
recorded in the future are not known at the time a buyer enters into a
purchase agreement. To require specific details concerning the exact amount,
precise monthly payments, a stated rate of interest and a specific due date
for the construction loan is usually too inflexible to establish a meaningful
arrangement for a buyer.

Thus, an agreement to subordinate to a construction loan is reasonable
and enforceable when it includes parameters for the new loan’s terms and
conditions, such as stating the loan amount as either:

+ amaximum dollar amount;
+ apercentage of the construction costs; or
+ the completed value of the property.

Additionally, the maximum interest rate and minimum term for repayment
of the construction loan needs to be included. Loan amounts, interest rates,
repayment terms and use of proceeds for construction have consequences
on the carryback seller’s risk of loss of their security interest held under their
recorded trust deed. Thus, the scope of the risk undertaken by the seller needs
to be spelled out in the agreement to subordinate, and be reasonable to be
enforced.

3 RayThomas Enterprises v. Fox (1982) 128 CA3d 361
4 Stockwell v. Lindeman (1964) 229 CA2d 750
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A specific subordination agreement contains the pertinent terms for a
mortgage to be secured by a trust deed lien which when recorded is given
priority over a previously recorded carryback trust deed. Entering into the
specific subordination agreement is the performance the seller previously
agreed to in the future subordination agreement attached to the carryback
trust deed.

Fora concurrent subordination of a carryback trust deed at the close of escrow,
a separate specific subordination agreement is not required. To set priorities,
the carryback trust deed is actually recorded second in time to the recording
of a first trust deed, per instruction to escrow. [See RPI Form 150 §8]

For example, after recording a carryback trust deed containing a future
subordination agreement, the buyer obtains a commitment for a construction
loan. The buyer makes a demand on the carryback seller to subordinate
their trust deed to the construction loan in compliance with the future
subordination agreement.

To actually subordinate the carryback trust deed, the seller signs a separate
specific subordination agreement, a form provided by the title insurance
company issuing the policy insuring the priority of the construction loan.
The specific subordination agreement is then recorded with the construction
loan trust deed, completing the performance of the seller’s prior promise to
subordinate their trust deed.

When subordinating a carryback trust deed to a construction loan, a seller’s
chances for recovery of the unpaid balance of their sales price are no better
thanabuyer'scompetencyand businessacumen, ortheadverse consequences
of a cyclical local or general economic downturn — a recession.

When a seller subordinates their trust deed to a construction loan, they
bet on an anticipated increase in value of the property created by the
construction. Until construction of improvements is complete, the property
is over-encumbered. Thus, without completion of planned improvements,
the value of the property will be less than the amount of the construction
loan.

When construction is not completed, a property’s value will fail to increase
as anticipated. Without a completed structure or improvements, a carryback
seller faces the loss of their trust deed security interest in the property to
foreclosure by the construction lender.

However, the construction lender has a duty owed to the carryback seller to
properly disburse the construction loan proceeds.

For example, consider a seller who subordinates their trust deed to a
construction loan. The loan’s net proceeds will fund the cost of improvements
on the property. The construction lender is aware the seller has subordinated
their trust deed to the lender’s construction loan.

Specific
subordination
to a future
mortgage

Construction
lender’s duty
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Involuntary
future
subordination

The lender controls the disbursement of funds from the construction loan.
However, the construction lender allows the buyer to use funds for non-
construction purposes.

The misappropriation of loan funds for non-construction purposes leaves
insufficient funds to complete construction and the project is abandoned.
Thus, the property value does not increase as anticipated to support the
balance owed both the construction lender and the carryback seller.

The construction lender forecloses on the real estate and the subordinated
trust deed held by the seller is wiped out — the note’s security exhausted by
the foreclosure sale. No excess funds from the foreclosure sale exist beyond
the debt owed the lender.

The seller claims the construction lender's misappropriation of loan funds
caused their trust deed to become worthless. Thus, they have priority over
that portion of the loan funds improperly disbursed.

Does the seller have priority over the construction loan amounts which were
misappropriated for non-construction purposes?

Yes! Theselleris entitled to those funds from the foreclosure sale, whether paid
by a cash bidder or the lender’s credit bid, in excess of the construction loan
funds dispersed for construction purposes. The recovery is of course limited to
the amount due the seller on their second trust deed. The construction lender
voluntarily took control of the disbursement of the construction loan, aware
the carryback seller subordinated their trust deed to the construction loan in
reliance on the funds being applied to construction purposes only.s

Consider a carryback seller who subordinates their trust deed to a senior
mortgage. The senior mortgage holder, without the consent of the carryback
seller, later modifies the note by increasing the interest rate and mortgage
amount, and shortening the due date on the note.

After the modification, the buyer defaults in payments. The mortgage holder
forecloses, wiping out the seller’s junior trust deed interest in the property.

However, the seller claims their trust deed was not eliminated by the
foreclosure since their trust deed became senior to the mortgage holder’s trust
deed on the date the mortgage holder materially modified the note and in
doing so impaired the seller’s interest in the property without their consent,
called an involuntary subordination.

Is the carryback seller’s trust deed senior to the mortgage holder’s trust deed
as a result of the modification and thus unaffected by the foreclosure sale?

Yes! The carryback seller’s trust deed took priority over the mortgage holder’s
trust deed at the time of the modification. The mortgage holder’s trust deed
became subordinated due to the modification since the note modification

5 Middlebrook-Anderson Co. v. Southwest Savings and Loan Association (1971) 18 CA3d 1023
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significantly increased the risk of default and foreclosure causing the first
trust deed securing the modified note to lose priority at the time of the
modification.

Upon foreclosure, the mortgage holder acquires ownership and title to the
property since the owner defaulted. Thus the mortgage holder’'s ownership of
the property is subject to the seller’s carryback trust deed since the mortgage
holder’s trust deed lost priority to the carryback seller’s trust deed due to a
material modification of the debt secured by the first trust deed without the
carryback seller’s consent.®

Consider a seller who carries back a second trust deed on the sale of property, Recasting the
junior to an existing first mortgage previously placed on the property by the .

seller. The seller did not obtain a waiver from the first mortgage holder to first

avoid enforcement of their due-on clause at the time of the sale, commonly

called an assumption.

assumption
The first mortgage holder learns of the sale and calls the mortgage under the A proml;se to pay
due-on and acceleration clauses in the trust deed. To avoid the mortgage :h;i‘izﬁ;";fg‘o":t}g‘zge
holder’s call, the buyer negotiates an assumption of the first mortgage with gsi,ven by a buyer of
the mortgage holder. The note is modified by increasing the interest rate and property.

shortening the due date. The buyer defaults on the modified first mortgage.
The mortgage holder forecloses, wiping out the seller’s trust deed.

The carryback seller claims their second trust deed now has priority over the
trust deed securing the senior mortgage since the modification substantially
impaired the carryback seller’s security by increasing the risk of default and
foreclosure.

Themortgageholder claimsitstrust deed retained priority on the modification
since the mortgage holder owes no duty to the carryback seller to obtain the
seller’s consent to a modification when the seller breached the due-on clause.

Does the lender have a duty to the second trust deed holder who violated the
lender’s due-on clause to obtain their consent prior to the modification?

No!The modification of the note secured by the first trust deed does not result
in a change in trust deed priorities, in part or in whole. Here, the junior trust
deed was created without the mortgage holder’s consent, in violation of the
due-on clause in the mortgage holder’s trust deed.

The mortgage holder owes no duty to a carryback seller who violates the
terms of the mortgage holder’s due-on provision in its trust deed, to obtain
the seller’s consent to a modification of the mortgage holder’s note when the
buyer assumes the mortgage.”

6 Gluskin v. Atlantic Savings and Loan Association (1973) 32 CA3d 307
7 Friery v. Sutter Buttes Savings Bank (1998) 61 CA4th 869
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Waiver of the
subordination
agreement

In a related situation with an entirely different result, a second trust deed
is recorded without violating any provisions in the existing first trust deed.
Later, the first trust deed holder modifies their note by extending its maturity
date and increasing the principal amount.

The modification adversely affects the second mortgage holder’s security
interest by exposing them to a greater risk of loss.

On discovery of the modification, the second mortgage holder claims the first
mortgage lost its priority and is now second in priority to their trust deed
since they did not consent to the modification which impaired their security.

In this example, the first mortgage did not lose its priority. However, the
modifications made to the first trust deed note were entered into after the
second mortgage was recorded. Thus, the modification arrangements are
junior to the second mortgage when a foreclosure occurs or the modified
mortgage is paid off by the second mortgage holder after foreclosing.

Due to the loss of priority for the modifications, the second mortgage holder
retains the right to enforce the terms of the first mortgage as they existed
before the first mortgage was modified. The modifications are enforceable
against the owner, but not the second mortgage holder.®

Thus, when the second mortgage holder forecloses, the modified portion of
the first trust deed which was junior to the recording of the second mortgage
is eliminated along with the owner’s interest.

A buyer's enforceability of a concurrent subordination provision in a
purchase agreement and escrow instructions for a carryback transaction will
only, if ever, be in dispute prior to the close of escrow. Subordination will
occur on the close of escrow, if it is to occur at all.

Conversely, neither a buyer nor a seller can refuse to close escrow based on
the unenforceability of a fully negotiated future subordination agreement.

The time for determining the enforceability of a future subordination
agreementis when thebuyer makesa demand on the seller to sign the specific
subordination agreement and allow the recording of a new mortgage with
priority, not before the sales escrow closes. The request to subordinate (and
thus any subordination) takes place after the close of escrow, at a later time
when the buyer obtains a new mortgage commitment and makes a demand
on the seller to actually subordinate their trust deed.?

When a concurrent subordination provision in a purchase agreement for
a carryback transaction which calls for the priority of a purchase-assist
mortgage is challenged as unenforceable, flexibility exists for the buyer. Thus,
the buyer may to waive the provision before escrow closes. Here, the buyer'’s

8 Lennar Northeast Partners v. Buice (1996) 49 CA4th 1576
9 Stockwell, supra
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waiver of the concurrent subordination provision does not render the entire
purchase agreement unenforceable since the buyer does not seek to enforce
the provision when waived.

For example, consider a carryback seller who refuses to close escrow.
The buyer makes a demand on the seller to specifically perform on the
purchase agreement by closing escrow. The purchase agreement contains
a subordination provision calling for the concurrent subordination of the
carryback mortgage to a construction loan on the close of escrow.

However, the subordination provision in the purchase agreement fails to
establish the parameters of the essential terms of the construction loan to
state the risks the seller is willing to take.

As a result, the seller claims the entire purchase agreement is unenforceable
since the subordination provision is fatally defective.

However, the buyer waives their right to enforce the subordination
provision and seeks to enforce the remaining terms and provisions of the
purchase agreement.

May the buyer waive the defective and unenforceable subordination
provision and then enforce the remainder of the purchase agreement?

Yes! The buyer may waive a subordination provision in the purchase
agreement calling for the concurrent subordination of the seller’s carryback
trust deed while leaving the remainder of the purchase agreement intact.
Here, the subordination provision was included solely for the buyer’s
benefit. Thus, the purchase agreement is enforceable even when its
provisions for subordination are not, provided the subordination agreement
is unconditionally waived before the buyer makes a demand on the seller to
close escrow.*®

10 Reederv. Longo (1982) 131 CA3d 291

A seller who agrees to carryback a mortgage to help the buyer finance Chapter 17
the purchase of their property enters into a subordination agreement as Kev T

a provision in the purchase agreement. When the mortgage holder is a ey ierms
carryback seller, subordination means accepting a less secure and more

risky position for their trust deed lien on either the close of escrow or a

later recording of a new trust deed than the equity position they hold

as owner.

The subordination of a trust deed lien may be voluntary or involuntary,
with different consequence for the junior mortgage holder.

Subordination exposes a carryback seller to an increased risk of loss
when compared to the title position they held before subordinating
their trust deed.
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Chapter 17
Key Terms

The seller’'s broker negotiating a carryback transaction has a duty as
the seller's agent to inform the carryback seller about the risks of a
concurrent or future subordination. A buyer's broker who negotiates
the terms of a subordination agreement as the exclusive agent of the
buyer needs to be certain the subordination agreement is sufficiently
complete in its terms to be enforceable by the buyer.

On the close of escrow, the agreement to subordinate is recorded as an
attachment to the carryback trust deed.

An agreement to subordinate a carryback trust deed to a purchase-assist
mortgage without establishing the interest rate or payment parameters
isenforceable. In contrast,an agreement to subordinate a carryback trust
deed to a trust deed securing a construction loan requires specification
of all essential aspects of the construction loan in the subordination
agreement.

When a seller subordinates their trust deed to a construction loan, they
bet on an anticipated increase in value of the property created by the
construction. The construction lender has a duty owed to the carryback
seller to properly disburse the construction loan proceeds. When
construction is not completed, a property’s value will fail to increase
as anticipated. Without a completed structure or improvements, a
carryback seller faces the loss of their trust deed security interest in the
property to foreclosure by the construction lender.

A senior mortgage holder who modifies their note without the consent
of the carryback seller becomes subordinated and loses priority at the
time of the modification. However, when a carryback trust deed is
created without the existing mortgage holder’'s consent and violates
the terms of the mortgage holder’s due-on provision in its trust deed by
not obtaining a waiver, the mortgage holder owes no duty to the junior
mortgage holder to obtain the seller’s consent to a modification of the
mortgage holder's note when the buyer assumes the mortgage.

When a concurrent subordination provision in a purchase agreement
for a carryback transaction which calls for the priority of a purchase-
assist mortgage is challenged as unenforceable, the buyer may to waive
the provision before escrow closes. The buyer's waiver of the concurrent
subordination provision does notrender the entire purchase agreement
unenforceable since the buyer does not seek to enforce the provision
when waived.

assumption Pg. 201
subordination P9g. 194
subordination agreement Pg. 193
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Converting nonrecourse
debt to recourse debt
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After reading this chapter, you will be able to:

« appreciate the liability distinctions between recourse and
nonrecourse debt; and

+ understand how a nonrecourse mortgage becomes recourse debt
through later agreements.

anti-deficiency Irecourse

nonrecourse mortgage subordination

reconveyance

Consider a seller who holds a carryback mortgage secured solely by a junior
trust deed on real estate they sold. The carryback mortgage is considered
nonrecourse debt sinceitis incurred to purchase property. Thus, a deficiency
in the value of the mortgaged property to provide a full recovery of the debt
in the event the buyer defaults is protected by anti-deficiency rules, and is
therefore not collectible.

Later, the buyer defaults. On investigating the financial feasibility of
foreclosing and selling the property, the seller decides to forgo foreclosure.
[See Form 303 in Chapter 21]

The buyer locates mortgage financing which will allow them to retain the
property if the seller will agree to subordinate their mortgage to the new
mortgage obtained by the buyer.

Chapter

18

Learning
Objectives

Key Terms

Eliminating or
substituting
the security

anti-deficiency

A limitation placed
on a mortgage holder
barring recovery of
losses on a default
resulting when the
mortgaged property’s
value is insufficient to
satisfy a nonrecourse
mortgage debt, and

a recourse mortgage
debt if nonjudicially
foreclosed.
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reconveyance
A document executed
by a trustee named in
a trust deed to release
the trust deed lien
from title to real estate,
used when the secured
debt is fully paid. [See
RPI Form 472]

Substitution
of security

nonrecourse
mortgage

A mortgage subject to
anti-deficiency laws
which do not permit
the mortgage holder
(lender or carryback
seller) to pursue a
borrower to collect any
loss due to a deficiency
in the value of the
secured property on
foreclosure or a short
payoff.
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The seller offers to cancel the note and reconvey their trust deed. In
exchange, the buyer is to execute a new note in favor of the seller for the debt
owed secured by a junior trust deed on real estate other than the property
sold. Thus, the buyer provides security — a trust deed position on another
property — which the seller accepts.

By mutual agreement between the buyer and the seller:

+ the seller cancels the carryback note and reconveys the trust deed
releasing the property they sold; and

+ the buyer signs and delivers a new note and trust deed in favor of the
seller, secured by other real estate owned by the buyer and subject to
an existing mortgage.

To continue our previous example, the buyer provides substitute security
for an existing debt owed to the seller. The new note merely evidences the
same carryback debt represented by the cancelled note, but secured by other

property.

Later, the buyer defaults on the senior mortgage of the substitute security
and the mortgage holder forecloses. The forclosure eliminating the seller’s
mortgage from title, called an exhaustion of the security.

Since the carryback seller’s substitute-security interest has been eliminated
and the buyer refuses to pay on the carryback debt, the carryback seller sues
the buyer on the note to obtain a money judgment for the unpaid amount of
the carryback debt.

The buyer claims the seller is barred by anti-deficiency rules from collecting
on the note since the note evidences a nonrecourse debt created by the buyer
and the seller to finance the purchase of real estate.

The carryback seller claims anti-deficiency rules no longer bar them from
obtaining a money judgment on the carryback debt since the debt was no
longersecured by the property sold and the substitute security waseliminated
by foreclosure of a senior mortgage.

Is the seller able to enforce collection of a carryback debt which became
secured, separately or collaterally, by real estate other than the property sold?

Yes! The seller may obtain a money judgment to enforce collection on the
note even though it evidences a carryback debt.

Anti-deficiency rules no longer apply to a carryback debt when the debt
becomes secured by real estate other than the property sold, called a
substitution of security. Further, the carryback seller is able to sue directly
on the note without first judicially foreclosing since their substitute-security
interest in another property was exhausted when the senior mortgage holder
foreclosed.?

1 Calif. Code of Civil Procedure §580b
2 Goodyear v. Mack (1984) 159 CA3d 654
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If a seller is barred from obtaining a money judgment to enforce collection of
a carryback note secured by property other than the property sold, the buyer
would be improperly allowed to:

+ retain the property sold; and
+ avoid paying the seller for the property they purchased.

Construction loans are inherently precarious arrangements. They carry
the risk that improvements which will provide security for repayment of the
debt may never be completed to create the anticipated property value.

For example, consider a carryback seller who subordinates their trust deed to
atrustdeed recorded to secure a construction loan.The loan will fund the cost
of improvements to be made on the property they sold. Since the carryback
mortgage is subordinated to the mortgage securing the construction loan, the
risk of loss due to a failure of the development is thrust upon the seller.

To coverthe added risk of loss presented by the buyer'sneed toadd valuetothe
property by completing the construction, the note’s interest rate is increased.
Further, interest is prepaid for the period anticipated for construction.

Here, the carryback mortgage becomes a recourse debt since it is
subordinated to a new trust deed securing a construction loan. The seller
is not expected to assume the risk that the value of the yet-to-be-built
improvements may not prove to be adequate security for their carryback
mortgage and thus cause them to suffer a loss.

Essentially, the developer/buyer who promises to construct improvements as
additional security is not protected by anti-deficiency rules from personal
liability if the value of the property proves to be inadequate to satisfy the
subordinated carryback mortgage. As a recourse debt, the seller is allowed to
judicially foreclosure to collect their losses from the developer if the property
value at the time of the sale is insufficient to satisfy the carryback debt.3

However, an agreement to subordinate a carryback mortgage to a future
mortgage for a construction loan does not itself cause the mortgage to lose its
nonrecourse character. [See Form 281 in Chapter 17]

It is the actual subordination to the recording of a mortgage securing a
construction loan that causes the carryback mortgage to become a recourse
debt.#

Conversely, the subordination of a carryback mortgage as junior to a buyer’s
purchase-assist mortgage, or a later refinancing of a senior mortgage, does
not present a change in the use or nature of the property as security for the
carryback.s

3 Spangler v. Memel (1972) 7 C3d 603
4 Jack Erickson and Associates v. Hesselgesser (1996) 50 CA4th 182
5 Shepherd v. Robinson (1981) 128 CA3d 615

Subordination
toa
construction
loan

recourse
On a debt secured

by real estate and

not subject to anti-
deficiency defenses,
the creditor may
pursue a borrower on
default for a loss due
to a deficiency in the
value of the secured
property if the lender
forecloses judicially.

Agreement to
subordinate
a security
interest

subordination

The rearrangement

of mortgage lien
priorities on title in
which a mortgage lien
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Does choice-
of-law

avoid anti-
deficiency
rules?

When a carryback seller agrees to subordinate their carryback mortgage to
purchase-assistfinancing secured only by the property sold, the subordination
does not alter the character of the property sold (no construction of
improvements promised) or the nonrecourse nature of the seller's (now
under-secured) carryback mortgage.®

A seller who carries back a mortgage, secured only by a subordinated interest
in the property sold, is charged with knowing the value of the real estate sold
and thus the value of the position accepted as security.

For example, a lack of value may exist at the time of the subordination.
Additionally, a market-induced reduction in the value of the property sold
may later occur due to overpricing, a recession or other event that lowers a
property’s value (other than waste). Here, the buyer is not personally liable
on a carryback mortgage secured by the property sold, even if the mortgage is
later subordinated to new financing which is not a construction loan.’

Consider a buyer who executes a purchase-assist mortgage secured by a trust
deed on California real estate. The note contains a provision which adopts
the law of another state to control the legal consequences of the mortgage
financing.

Both the buyer and the lender are based in a state which does not have anti-
deficiency laws.

The buyer defaults on the mortgage. The lender judicially forecloses on the
property and is awarded a deficiency judgment.

The buyer claims the lender is barred from recovery by way of a deficiency
judgment since the debt is secured by California real estate and is therefore
subject to anti-deficiency rules.

The lender claims it is not barred from seeking a deficiency judgment since
the transaction is governed by the laws of another state which allow for a
deficiency judgment on a purchase-assist mortgage.

Is the lender entitled to a deficiency judgment?
Yes and no!

The yes part: The trust deed contained a choice-of-law provision which
controls enforcement of the California purchase-assist mortgage under out-
of-state law which does not have anti-deficiency protections. Here, the
buyer and lender are not California residents and are based out-of-state.

Asaresult, California’s public policy regarding anti-deficiency isnotadversely
affected since no California residents are involved. Thus, the deficiency in the
value of the mortgaged property to cover the debt is collectible by a money
judgment.®

6 Lucky Investments, Inc. v. Adams (1960) 183 CA2d 462
7 Brownv.Jensen (1953) 41 C2d 193
8 Guardian Savings and Loan Association v. MD Associates (1998) 64 CA4th 309
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Editor's note — The no part: The Guardian court’s holding is limited to
the narrow residency facts of the case, i.e, the buyer and lender were not
California residents, were based out-of-state and chose to abide by the laws
of a “recourse state.” Conversely, to allow choice-of-law provisions
applying the laws of a recourse state to a resident owner of property
located in California would impermissibly open the door for out-of-state
lenders to circumvent California’s anti-deficiency laws designed to protect
its residents from the vicissitudes of the real estate market.

Further, choice-of-law provisions also apply to seller-carryback financing
where both the buyer and seller reside in a “recourse state.”

A mortgage holder may notunilaterally waive and reconvey the security
for a debt, then proceed against the borrower as though the debt - now
unsecured - was converted to a recourse debt by the release of the security.

A release of the security needs to be mutually agreed to by the mortgage
holder and property owner for the secured debt to become a recourse debt.

For example, consider a carryback seller who holds a note for the balance due
on the purchase price of real estate. The note is secured by a junior trust deed
on the property sold.

The property value has decreased below the amount owed on the note due to
a cyclically-destabilized real estate market. The buyer defaults and the seller
considers a pre-foreclosure workout arrangement.

The carryback seller agrees with the buyer to modify the terms of the note
and release the security. The carryback seller senses the security interest they
hold under the junior mortgage on the property is insufficient in value to
fully recover the debt if the senior mortgage holder forecloses.

By agreement, the carryback seller reconveys the trust deed and the carryback
note becomes unsecured. [See RPI Form 472]

Continuing our previous example, the Modification of the Promissory
Note, executed by the buyer in favor of the seller, is attached to the note as
an allonge. It states the changes in its terms and the release of the trust deed
lien by reconveyance. [See RPI Form 425]

Later, the buyer defaults on the now unsecured note held by the carryback
seller. In turn, the seller sues the buyer for a money judgment to recover the
balance due on the note.

Thebuyer claims anti-deficiency rules bar the carryback seller from collecting
on the note since the seller’'s note evidenced a nonrecourse debt as it was
created to finance the sale of the property.

Reconveying
to become
unsecured

Modification
of the note
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Letters of Credit

The
unsecured
carryback

seller’s lien
rights

A lender may require a borrower to obtain a letter of credit as a condition for funding
a purchase-assist mortgage. Also, a seller agreeing to carry back a mortgage may
demand a letter of credit as additional security.

The lender or carryback seller may draw on a letter of credit before or after a trustee’s
sale without violating anti-deficiency statutes or the security first rule which requires
the agreed-to security be exhausted first before pursuing other remedies. [Calif. Code
of Civil Procedure §580.5(b)]

However, the letter of credit is unenforceable if:

* jtisissued to a mortgage holder to cover a future default on the mortgage debt;
and

e the mortgage debt is subject to an anti-deficiency defense for funding the
purchase of an owner-occupied, one-to-four unit residential property. [CCP
§580.7(b)]

Thus, a carryback seller or a purchase-assist lender on a one-to-four unit residential
property intended to be occupied by the buyer is barred from drawing on a letter of
credit at any time.

However, the anti-deficiency rules no longer apply to the carryback debt.
The buyer and seller mutually agreed to a reconveyance of the trust deed to
release the security initially provided for repayment of the debt on a default.

The carryback seller may pursue the buyer to collect the balance due on the
note since the security was released by mutual agreement.

To bar a seller from collecting on an unsecured carryback note — a note
which is unsecured by mutual agreement between the seller and the buyer
— does not advance the purposes of anti-deficiency rules. To bar recovery
would allow the buyer to realize a windfall profit as they would be able to
both:

+ Lkeep the property; and

+ pay less than the agreed-to price.

In contrast, the debt on a carryback mortgage which becomes unsecured
by mutual agreement is legally distinct from the debt on a carryback note
which was unsecured from the outset of the sales transaction, even though
both are recourse debts.

A seller who carries back an unsecured note on the close of a sales transaction
has a vendor’s lien right which they may impose on the property sold
and then judicially foreclose (if it is still owned by the buyer). Here, the note
was unsecured at all times and represents the debt owed for the purchase
price remaining unpaid, contrary to the note held by the initially secured
carryback seller.

9 Calif. Civil Code §3046
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In a related situation, a lender or carryback seller who requires a buyer to
execute two notes for the same debt — one note stating it is secured by the
real estate purchased, the other purportedly unsecured — is barred from
collecting a deficiency on the debt. The underlying debt, evidenced in its
entirety by each of the two notes, is secured by the property sold. Thus, the
debtis a nonrecourse debt which may only be collected from the value of the
property sold.”

Now consider the holder of a nonrecourse mortgage which is a senior trust
deed lien on a parcel of real estate. Local real estate values have become
depressed, causing the real estate occupied by the buyer as their personal
residence to no longer be adequate security for the note, a condition called
negative equity.

The owner defaults on the note. To cure the default, the mortgage holder and
owner mutually agree:

+ to modify the terms of the note; and

+ the owner will additionally secure the note by executing a trust deed
to create a lien on another property they own.

Later, the owner defaults again. The mortgage holder judicially forecloses on
both the owner’s personal residence and the additional security. A deficiency
exits after the two properties are sold, leaving the debt unsatisfied.

May the mortgage holder obtain a money judgment to collect the deficiency
in value when judicially foreclosing on both the buyer’s residence and the
additional security?

Yes! Anti-deficiency rules do not bar the mortgage holder from pursuing a
money judgment when a nonrecourse debt becomes additionally secured
by executing a trust deed lien on another property.!

However, a mortgage holder seeking a money judgment on a recourse debt
needs to concurrently foreclose on all of the secured properties in one judicial
foreclosure action. No piecemeal foreclosure sales are allowed under
a judicial foreclosure when multiple properties are used as security and a
deficiency judgment is sought.*

10 Freedland v.Greco (1955) 45 C2d 462
11 CCP §580b
12 CCP §726(a)

Additional
security
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Chapter 18
Summary

Chapter 18
Key Terms

A carryback mortgage is considered a nonrecourse debt since it is
an extension of credit by the seller to purchase the property sold. A
deficiency in the value of the mortgaged property to provide a full
recovery of the debt on a default is protected by anti-deficiency rules
and not collectible.

When carryback debt becomes secured by real estate other than the
property sold, called a substitution of security, anti-deficiency rules do
not apply.

Construction loans provide for future improvements and increased
property value which will provide additional security for repayment
of the debt. A carryback mortgage becomes a recourse debt when it is
subordinated to a new trust deed securing a construction loan.

A seller who carries back an unsecured note on the close of a sales
transaction has a vendor’s lien right which they may impose on the
property sold and then judicially foreclose.

However, when a lender or carryback seller who requires a buyer to
execute two notes for the same debt, one note stating it is secured by the
real estate purchased and the other purportedly unsecured, the debt is
secured and considered nonrecourse debt. Thus, the carryback seller or
lender is barred from collecting a deficiency on the debt.

When a nonrecourse debt becomes additionally secured by executing
a trust deed lien on another property, anti-deficiency rules do not bar
the mortgage holder from pursuing a money judgment. However, a
mortgage holder seeking a money judgment on a recourse debt needs
to concurrently foreclose on all of the secured properties in one judicial
foreclosure action.

anti-deficiency Pg. 205
nonrecourse mortgage Pg. 206
reconveyance Pg. 206
Iecourse Pg. 207

subordination Pg. 207
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No down payment
carryback sales

o
.
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After reading this chapter, you will be able to:

+ understand the seller's financial risks in an installment sale
structured with little to no cash down payment from the buyer;

+ differentiate between recourse and nonrecourse debt; and

+ analyze the steps taken to offset and reduce a seller’s risk of loss in
a carryback transaction.

anti-deficiency cross-collateralization
blanket mortgage nonrecourse

collateral assignment T

Consider a couple that decides to purchase income-producing property. They
want to build a long-term real estate investment program - an estate - to
create wealth for the family as an alternative to holding shares in businesses.

Each spouse earns a significant annual income, with a combined
discretionary disposable income in excess of $125,000 annually, an amount
they are prepared to commit to real estate investments.

In the past, the couple spent most of their disposable income on the costs of
living the highlife. Consequently, they have accumulated insufficient cash
savings for a meaningful down payment on a purchase.

Despite their lack of substantial savings, the couple’s large stable income
enables them to make significant additional monthly or quarterly payments

Learning
Objectives

Key Terms

Minimizing
the risks of
default
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Terms for
purchase

The risk of
default and
foreclosure

to pay the seller for property they acquire, payments far greater than
regular amortized monthly payments. Thus, the couple is willing to subject
themselves to a self-enforcing savings program by committing themselves to
build equity in real estate through large front-loaded debt reduction, called
a deferred down payment plan.

The periodic installments of principal are in addition to regular monthly
payments. The seller views the principal payments as a deferral of the cash
down payment.

The additional principal payments are made during the first two years
following the purchase of the property. With the couple’s $125,000 in excess
annual income to invest, they have the capacity to pay a seller at least an
additional $200,000 in principal over a two-year period.

Continuing our previous example, at their agent’s suggestion, the couple
signs a purchase agreement offer to acquire a suitable income-producing
property on the following terms:

+ apurchase price of $1,500,000;

* no cash down payment;

+ thebuyer pays all closing costs;

+ anote and trust deed to be executed by the buyer in favor of the seller
for the entire amount of the seller’s equity in the property;

+ the interest rate on the note set at current mortgage rates;
+ monthly payments based on a 30-year amortization schedule;

+ eight additional quarterly payments of $25,000 each towards principal
due on the note; and

+ a1o-year due date for a final/balloon payment. [See RPI Form 150]

Attached to the offer is a carryback disclosure statement prepared by the
buyer’s agent. [See Form 300 in Chapter 3]

The buyer’s agent delivers the offer to the seller’'s agent.

Before submitting the offer to the seller, the seller’'s agent concludes the offer,
as it stands, is unsuitable for their client.

Is the seller’s agent required to present the no-down offer to the seller they
represent?

Yes! A seller’s agent, acting on behalf of their broker, is duty bound to present
all offers they receive to their client, regardless of content or presentation. A
seller'sagent must present all offers no matter what form they may take, even
though they may consider an offer to be unsound or otherwise unacceptable
to the client.

1 California Bureau of Real Estate Bulletin, Fall 2013 “A Licensee’s Duty to Present All Offers”
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The seller’s agent, on fulfilling their fiduciary duty and submitting the offer
to their client, points out the carryback aspects of the offer which present
additional legal and financial risks to them. These risks include:

« the seller is not cashed out since the net proceeds of the sale are in the
form of a note — thus, the seller needs to consider countering with a
greater down payment, a higher-than-market interest rate or a higher-
than-market price for their property to compensate for the risk of loss
eliminated by an all-cash sale?

+ the carryback note evidences a nonrecourse debt — if the buyer
defaults, the seller's only remedy is to foreclose on the property since a
money judgment is not allowed on nonrecourse debt3; and

+ without a down payment, cash proceeds from the sale do not exist to
absorb the out-of-pocket cash costs to foreclose on a default.

For the property to support the financial burdens imposed on the carryback
seller by a foreclosure, an equity of no less than 10% to 15% needs to exist
in the property above the seller’s carryback mortgage. Without a cash down
payment large enough to generate net cash proceeds for the seller on closing,
the buyer has no net equity in the property at the time of closing.

To demonstrate the financial risk facing the seller if the buyer defaults and
the seller forecloses, the seller's agent prepares a Foreclosure Cost Sheet
and reviews it with the seller. Using the cost sheet, the agent reveals the costs
the seller will incur during a foreclosure and later resale of the property. The
disclosure is used to estimate the cash reserves the seller needs to cover the
costs of foreclosure on the property. [See Form 303 in Chapter 21]

The seller's agent also prepares a carryback disclosure statement on a
form designed to comply with mandatory financial and legal disclosures for
carryback sales of one-to-four unit residential properties. Although its specific
use is not required on other types of property, the financial disclosures of
carryback consequences still fully apply and may be documented with the
carryback disclosure statement designed for one-to-four unit residential
properties. [See Form 300 in Chapter 3]

The seller's agent owes a fiduciary duty to the seller of care and protection
by providing advice throughout the transaction. When presenting an offer
to the seller, the seller's agent needs to disclose aspects of the proposed
transaction which are known or readily knowable by the agent that might
affect a prudent seller’s decision to accept or reject the offer.

This advice includes:

+ the legal aspects of carryback financing since the seller takes on the
rights and obligations of a mortgage lenders;

2 Timmsen v. Forest E. Olson, Inc. (1970) 6 CA3d 860
3 Calif. Code of Civil Procedure §580b
4 Calif. Civil Code §2956
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Seller
motivation
to extend
financing

Default and
beyond

« the tax aspects of the profit and income reportable in an installment
sales [See Chapter 26]; and

+ the financial suitability for the seller of the risks of loss involved in
carrying a mortgage.’

Instead of accepting the offer or returning it as rejected, the seller’s agent
suggests a counteroffer to restructure the transaction so it is financially
suitable for the seller.

The agent considers that one hundred percent carryback financing on a no-
down payment transaction provides benefits for a seller (along with risks).

A seller may be motivated to enter into a no-down offer on some terms by
their desire to:

+ increase their likelihood of selling the property at the asking price;
+ receive a monthly flow of interest income; and

+ defer profit tax reporting on the sale until the principal is paid.

The seller who is willing to provide carryback financing may sell their
property more readily if the property is not aggressively (properly) priced to
sell for cash. Buyers often prefer to use the leastamount of cash fundsrequired
for a down payment. For this reason, buyers are typically more interested
in acquiring one property over another if the seller provides the financing
buyers need to acquire property. Thus, seller carryback financing allows the
buyer and seller to handle all the financing of the sale without the cost and
effort of arranging financing with a lender.

The seller contemplating a no-down payment transaction may be motivated
by benefits in tax considerations:

+ no profit reported in the year of sale except for pro rata profit in
principal received in the monthly payments through amortization;

+ no debt relief occurs to trigger profit tax in the year of the sale, unless
a mortgage exists with a balance greater than the seller’s cost basis (in
which case the seller may use an all-inclusive trust deed (AITD) note to
defer taxes on that amount of profit); and

+ profit in the carryback note is only reported when principal is paid or
the note is assigned in a sale or as collateral. [See Chapter 26]

In alittle- to no-down payment carryback sale, the major legal and financial
risk the carryback seller faces is a default by the buyer on the carryback
mortgage. A default and failure of a pre-foreclosure workout forces the seller
to initiate foreclosure to recover the amounts still owed.

Regarding foreclosure, first recall the sum of the combined amounts of the
carryback mortgage, first mortgage and the costs of foreclosure and resale

5 26 United States Code §453
6 Timmsen, supra
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are supported solely by the value of the property. Further, the amount of
the down payment is insufficient to cover the cost incurred to foreclose and
resell the property.

As a result, on commencing foreclosure, the seller will need to use separate
cash reserves to pay the costs of foreclosure and the carrying costs of the
property until resold if they are to protect the value of their security interest
in the property.

Unless the property valuerises after the sale, funds expended on a foreclosure
by the seller in a little- to no-down payment sale will not be recovered on
resale of the property.

Also, an actual decrease in the marketability, and thus the value of the
property, is foreseeable due to deferred maintenance and upkeep which
often accompanies a default as the buyer knows they may lose the property.

Even if the carryback seller immediately initiates the steps necessary to
foreclosure on a default, completing a typical problem-free second mortgage
foreclosure and resale of the property can easily consume cash funds equal
to 15% of the property’s value, paid approximately 50:50 from the seller’s cash
reserves and cash proceeds from a resale.

All carryback sales involve some degree of risk of loss, as do all mortgages.
However, a seller does not need to avoid a sale or a carryback mortgage solely
because a potential risk of loss exists.

A prudent approach for the seller and their agent is to analyze the extent of
the risk and take steps to offset and cover the risk. This is done by:

+ reducing the degree of risk with a proportionately larger down
payment sufficient in amount to cover the cost of foreclosure and
resale;

+ receiving a premium in the form of an increased price, a higher
interest rate or greater principal reductions on the carryback mortgage
than provided by monthly amortization; or

+ acquiring additional security, guarantees or letters of credit.

The seller does not need to rely solely on the real estate sold to secure
their carryback note in a no-down transaction. Through discussions and
counteroffers, sellers negotiate with buyers for additional security acceptable
to the seller. The additional security can be in the form of real estate or
personal property owned by the buyer or others.

Also, a carryback debt becomes recourse debt when it is secured by property
other than, or in addition to, the property sold. However, carryback debt on
real estate sold with, and additionally secured by, personal property sold as
part of the transaction does not become recourse debt.

Minimizing

the seller’s

risk of loss

recourse
On a debt secured

by real estate and

not subject to anti-
deficiency defenses,
the creditor may
pursue a borrower on
default for a loss due
to a deficiency in the
value of the secured
property if the lender
forecloses judicially.
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anti-deficiency

A limitation placed
on a mortgage holder
barring recovery of
losses on a default
resulting when the
mortgaged property’s
value is insufficient
to satisfy a nonrecourse
mortgage debt, and

a recourse mortgage
debt if nonjudicially
foreclosed.

cross-
collateralization
The use of one trust
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multiple parcels of
real estate ora UCC-1
financing statement
encumbering personal
property together

with a trust deed as
additional security for
payment of a debt. [See
RPI Form 436]

blanket mortgage

A mortgage which is
secured by two or more
parcels of real property.
[See RPI Form 450]

The
brokerage fee
in a no-down
deal
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With recourse debt, the seller may foreclose judicially and pursue a money
judgment against the buyer if the fair market value (FMV) of the mortgaged
property becomes insufficient to satisfy the seller’s carryback debt at the time
of the judicial foreclosure sale.”

On preparing and presenting a counteroffer, the carryback seller and their
agent negotiates to include provisions such as:

+ acontinuing guarantee for the carryback mortgage (guarantors are
not protected by anti-deficiency laws as is the buyer who signed the
note) [See RPI Form 439];

+ a security interest in personal property or other real estate, called
cross-collateralization [See RPI Form 436]; and

+ the carryback of an unsecured note for part of the price (5% to 10%
of the price). [See Form 424 accompanying this chapter]

The seller can negotiate to cross-collateralize the carryback note by securing
it by both the property purchased and other property, personal or real. Cross-
collateralization may be used by the buyer to secure the carryback note
with one trust deed describing multiple parcels of real estate as security for
payment of the carryback note, called a blanket mortgage.

A blanket mortgage encumbering the property sold and other property
provides the seller with more security and protection as the debt becomes
a recourse debt. Thus, the seller is able to obtain a money judgment against
the buyer when the combined market value of the properties on the date
of a judicial foreclosure sale does not cover the balance due on the cross-
collateralized carryback note.®

Payment of the brokerage fee is a personal concern for brokers and sellers
involved in minimal or no down payment transactions.

The problem is not negotiating the amount of the fee, but when and how the
broker will collect the fee in a cashless transaction, as occurs in a no-down
sale or an exchange of equities (properties).

In cash sales, the fee is paid in cash by the seller on the close of escrow. When
the sale or exchange includes little- to no-cash down payment and no new
financing to generate cash funds, the broker, like the seller, often waits to be
paid.

Typically, the broker’s fee in a carryback sale or exchange is paid by the seller
out of the first payments made by the buyer on the carryback note.

Alternatively, the buyer may pay the broker fees by signing a separate note
to the broker for the amount of the fee (and reduce the seller’s carryback note
by an equal amount) secured by a junior trust deed on the property acquired.
The purchase price for the real estate and transaction costs incurred by the
buyer remain the same.

7 CCP §580b
8 CCP §8580a, 580C
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ﬁ PROMISSORY NOTE — UNSECURED
Prepaned by: Agent Phone

Broker Email

MOTE: This form is used by a loan broker or esorow oficer when originating an unsecured loan or seller exiension of
ored 10 @ baysr withoul  irust deed lisn on réal estate, 10 evidencs the debl owed and the lerms e payrmant,

DATE: 20 Ll Califormia
Mems laft Bank or unchecked are nod applicatve.
FACTS:
1. On or bafone 20 wilthoul a graca peried, of | on demand,
11 . @5 he Payor,
promisas o pay o the order of;
1.2 . &5 1he Papes,
address
1.3 thesumof §
2. Interest will be changed from Date ol the rate of ____% pér annum untl paid,
Principal and inberest will be payable in lawlul meney of the Uiniled States,
4. W a defaull ocours in payments when due, the entine sum of principal and inberest will become immediately due at the
option of the payee,
5. In any aclion lo enforce this agreament, the prevailing party will recaive allorney fees,

=

Ses attached Signalure Page Addendum. [RP1 Fom 251)

Sagnature of Payor

Signature of Payor:

FORM 424 03-11 22016 RPl — Realty Publications, Inc., P.O. BOX 5707, RWERSIDE, CA 92517

However, the broker needs to understand that a note signed by the buyer and
secured by one-to-four unit residential property, purchased and occupied by
the buyer, is nonrecourse debt.?

Thus, if the buyer defaults and a senior mortgage holder (i.e, the seller)
forecloses on the property, the broker's trust deed is wiped out, leaving the
nonrecourse note unsecured. Here, the broker simply loses their fee.

Editor’s note — This anti-deficiency rule only applies if the buyer purchases
and occupies a one-to-four unit residential property. Under all other buyer
situations, the broker may recover a money judgment for their unpaid
services evidenced by the note previously secured by a now wiped-out trust
deed.*

To avoid being wiped out by the foreclosure of a senior mortgage, a broker
may wish to avoid holding a nonrecourse mortgage.

Several other options are available:

+ a seller may guarantee a buyer'’s junior mortgage making the seller
personally liable to the broker if a foreclosure wipes out the broker’s
security;

9 CCP §580b
10 Kistlerv.Vasi(1969) 71 C2d 261

Form 424
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nonrecourse
debt
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collateral
assignment

An agreement
providing additional,
cumulative and
concurrent security
for a debt, in the form
of personal property,
to additionally secure
the property owner’s
performance under the
debt. [See RPI Form
437 and 446]

+ the buyer or seller may provide property other than the real estate
being sold or personal property included as part of the transaction as
additional or substitute security;

+ the broker may become a co-owner/beneficiary of a pro rata share of
the carryback note;

+ the broker may carry an unsecured note payable by the seller or by the
buyer which is a recourse debt; or

+ the brokerage fee may be a note signed by the seller and secured by a
collateral assignment of the seller’s carryback mortgage, a recourse
debt. Here, a security agreement is needed calling for all or part of the
carryback payments to be received by the broker until the brokerage
fee is paid in full. When the fee is fully paid, the broker reassigns the
trust deed to the seller. [See RPI Form 438]

However, the seller takes on an additional risk of loss under any arrangement
in which they agree to pay the deferred broker fee. The risk arises when the
buyer defaults on payments and the carryback seller is then required to pay
the fee, whether or not they foreclose on the property.

If the broker owns a percentage of the carryback note, the carryback seller and
the broker become partnersin any foreclosure process. To avoid anarchy, they
need to enter into a co-ownership agreement as the beneficiaries of the trust
deed before the closing of the sales escrow. Otherwise, on a foreclosure, they
need to find a way to cooperate as tenants-in-common without the benefit of
a previously written co-ownership agreement, which can be chaotic.

If the broker holds a note for the fee signed by the seller, whether or not
collateralized by the seller’s carryback note, the note for the fee is a recourse
debt. The seller may be forced to pay — even when the carryback sale sours
and the seller is faced with a loss — unless the note held by the broker
provides for relief in the event the buyer defaults on the carryback mortgage.
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A seller of real estate takes on financial risk when extending carryback
financing to a buyer. The seller’'s agent prepares a Foreclosure Cost Sheet
to demonstrate the financial risk if the seller ever has to recover the
property on a buyer's default, including the estimated costs incurred
during a foreclosure and later resale of the property.

The carryback note is a nonrecourse debt. If the buyer defaults, the
seller’s only remedy is to foreclose on the property.

A seller may be motivated to enter into a no-down offer on some terms
by their desire to:

+ increase their likelihood of selling the property at the asking
price;

+ receive a monthly flow of interest income; and

« defer profit tax reporting on the sale until the principal is paid.

In a little- to no-down payment carryback sale, a default by the buyer is
the major financial risk the seller faces.

A carryback seller needs to promptly start a pre-foreclosure workout
or foreclosure proceedings on a default due to the value of any equity
securing the carryback note diminishing daily.

A prudent approach for the seller and their agent is to analyze the
extent of the risk and take steps to offset and cover the risk is done by:

+ reducing the degree of risk with a proportionately larger down
payment sufficient in amount to cover the cost of foreclosure and
resale;

+ receiving a premium in the form of an increased price, a higher
interest rate or greater principal reductions on the carryback
mortgage than provided by monthly amortization; or

+ acquiring additional security, guarantees or letters of credit.

A carryback note becomes a recourse debt when itis secured by property
other than, or in addition to, the property sold, unless it is included as
part of the transaction.

The seller may negotiate to cross-collateralize the carryback note, also
known as a blanket mortgage, by securing it by both the property
purchased and other property owned by the buyer.

Typically, the broker’s fee in a carryback sale is paid by the seller from
the first payments made on the carryback mortgage. Alternatively,
the buyer may create a separate note for the amount of the broker’s
fee, secured by a junior trust deed on the property acquired. However,
the broker needs to understand that a note secured by one-to-four
unit residential property, purchased and occupied by the buyer, is a
nonrecourse debt.

Chapter 19
Summary
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Chapter 19
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collateral assignment
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Chapter

20

note

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

+ discuss a buyer's use of their equity in property they own to secure
a note they execute in favor of a seller of property they want to
buy, given as a down payment on the seller’s price in lieu of cash;
and

+ understand purchase transactions involving the payment of a
portion of a seller’s price by executing a note carried back by the
seller but secured by real estate other than the property sold.

Objectives

all-inclusive trust deed (AITD) exculpatory clause Key Terms

gote hypothecate

blanket mortgage T YT

bridge loan prepayment penalty

cross-collateralized recourse

due-on clause waiver

A cash-poor real estate investor, during a post-recessionary period of still Buying
weakened real estate prices and tight credit, perceives the scarcity of willing

buyers on the departure of speculators as their opportunity to purchase proPerty
additional real estate on favorable terms. by creating

Theinvestor presently ownsarental property valued at $400,000,encumbered  Paper
by a first mortgage with a $200,000 balance. [See Figure 1]

However, the investor does not currently, nor in the foreseeable future,
want to sell or exchange the real estate they now own since it is a consistent
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Figure 1

Debt and Equity
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income producer. Their long-term investment goal is to buy properties and
then keep those which routinely produce net operating income (NOI) and
are located in relatively recession-proof areas that are likely to appreciate in
the future — primarily urban center areas.

To this end, the investor will not submit offers to buy property contingent
on the sale of other property they own in an effort to generate cash for a
down payment — even though their present cash reserves are inadequate to
purchase property.

Likewise, the investor will not consider raising down payment funds by
borrowing against the equity in the property they currently own due to lost
time, expenses and risks involved with new financing attributable to:

+ loan origination costs (points, fees, title);

+ thenon-negotiability of interest rates, often tied to volatile lender cost-
of-funds indexes; and

+ thelengthy and uncertain qualification process.

For the same reasons, the investor is not interested in arranging purchase-
assist financing to buy property. Instead, they want to assume or take title
subject to an existing mortgage when the interest rate and assumption fees
to do so are favorable. Thus, they are not interested in cash-to-new-loan
acquisitions.

To increase their holdings, the investor will place their existing equity at
risk by putting it up as security to buy property on credit — financing by a
different name. The factual matrix of their offer to buy another property will
include:
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+ executing a note for the dollar amount of a 20% down payment; and

+ encumbering the property they own up to a loan-to-value ratio (LTV)
of 80% with a trust deed to secure their down payment note.

With insufficient funds for a 20% cash down payment, the investor's offer to
acquire property will include terms calling for them to execute an installment
note for the amount of a 20% down payment, given in lieu of a cash down
payment. The installment note will be secured by a trust deed on the equity
in the property the investor presently owns, up to an 80% LTV. [See Form 420
in Chapter 8]

For example, consider a broker employed by the investor under an exclusive
right-to-buy retainer agreement who locates a suitable property worth
$600,000, encumbered by a $400,000 first mortgage. [See Figure 1]

The seller wants to liquidate their investment in the property with the goal
of converting its equity into management-free interest bearing assets.

The investor's broker views the seller’s aspirations as a prime match to satisfy
the investor's real estate acquisition objectives.

Both the property owned by the investor and the seller's property have
adequate equity to support additional financing for up to 80% of their value.
Thus, both properties could be properly used as security for new institutional
financing to generate enough cash to pay the entire purchase price of the
seller’s property — if the investor were to so choose.

Figure 2

Papering Out
the Seller

Papering out
the seller
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Overlapping
goals make a
match

An offer is prepared by the investor’s broker calling for the investor to acquire
the seller’s real estate by creating two notes, both in favor of the seller and
given in exchange for their equity:

1. a $120,000 down payment note to be secured by a second trust deed
on the property presently owned by the investor; and

2. an $80,000 carryback note to be secured by a second trust deed on the
seller’s property to be purchased by the investor.

The investor is to assume or take title subject to the existing mortgage on the
seller’s property. [See Figure 2]

Thus, the further encumbering of both properties with second trust deeds
will leave each a combined LTV of 80%, a sufficient 20%-of-value cushion to
allow full recovery on the notes in the event the seller needs to foreclose on
either trust deed.

By using the equity in each property and assuming the existing mortgage on
the property being acquired, the investor finances 100% of the purchase price.
However, some cash will be needed to pay the closing costs and brokerage
fees (transaction costs which can be controlled through negotiations with
providers), often called the creation of wealth formula, or papering out
the seller.

For the seller, this 100% financing arrangement meets their investment goals.
Selling the property on a down payment note and a carryback note converts
the seller’s real estate equity into:

+ investment income with a high level of safety (secured by a trust deed
with an 80% LTV);

+ ahigher yield on the carryback notes than offered on savings accounts;
and

« fairly liquid assets if the investor suddenly needs to sell or collateralize
the notes to quickly obtain cash.

Instead of a $120,000 down payment in cash, the investor executes an
installment note for $120,000 in favor of the seller, literally a deferred down
payment arrangement. The use of a down payment note secured by a
redeemable equity in real estate is for many sellers a viable substitute for an
immediate cash down payment.

The balance of the seller's equity remaining after deducting the $120,000
down payment is $80,000. To pay this amount, the investor will execute an
$80,000 carryback note in favor of the seller. The security for this note will be
a second trust deed on the property sold by the seller.

Consequently, the broker structures the transaction calling for:

+ two notes, each for separate portions of the total $200,000 equity in the
seller’s property;
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+ two trust deeds, each securing one note and recorded as liens on the
separate properties; and

« two California Land Title Association (CLTA) joint-protection (JP)
standard coverage policies, one for each property insuring the priority
of the trust deed which encumbers it.

Sellers who are in their retirement years, or at least trying to retire from
property ownership, need to be informed so they can consider the many
reasons for being “papered out” (using 100% carryback financing), including:

+ the deferral of profit taxes on an installment sale until the principal
is paid or the notes assigned;*

+ thesolid equity cushionsprovided bythe LTVsforthe down payment
note and purchase-money note, with each secured by separate trust
deeds encumbering different parcels of real estate;

+ the conversion of the seller’'s income flow from management-
intense rental (passive category) income, which may have long lost its
depreciation shelter, to relatively management-free interest (portfolio
category) income; and

+ the ability to collect on a deficiency from the buyer on the down
payment note which is recourse paper since the note is secured by
property other than the property being purchased.?

Taxwise, a seller taking a profit on the sale of property (price minus cost equals
profit) will eventually pay approximately 25% to 30% in combined state and
federal taxes on the entire profit.

Many carryback notes secured by second trust deeds on income property
are comprised entirely of profit. This is due largely to the sold property’s
depreciation schedules, refinancing and increased value resulting from
inflation, appreciation and maintenance. On a cash-out sale, the seller ends
up retaining around 70% of their net proceeds, the balance being lost to the
Internal Revenue Service (IRS) and the Franchise Tax Board (FTB) as profit tax
due for the year of sale. Thus, the seller will earn no interest in the following
years (at the note rate) on the taxes they paid when cashed out.

However, profit taken on a sale which is allocated to an installment note
is not taxed when the sale takes place. The profit allocated to the principal
amounts of the down payment note and carryback note remain untaxed
until the principal is received. The profit allocated to the principal will thus
bear interest until the principal is paid.

Asprincipal onthenoteis paid or when thenoteissold or hypothecated, the
profitallocated to the principal is taxed. Until payoff, sale or hypothecation of
the notes, a seller collects interest on the 30% of the profit they will ultimately
pay in taxes — the earning power of the unpaid profit tax is retained by the
seller.

1 26 United States Code §453
2 Calif. Code of Civil Procedure §580b

Motivated
sellers

recourse
On a debt secured

by real estate and
not subject to anti-
deficiency defenses,
the creditor may
pursue a borrower on
default for a loss due
to a deficiency in the
value of the secured
property if the lender
forecloses judicially.

hypothecate

To pledge a thing as
security without the
necessity of giving
up possession of it. To
mortgage a property.
[See RPI Form 242]
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prepayment penalty
A provision in a note
giving a lender the
right to levy a charge
against a borrower
who pays off the
outstanding principal
balance on a loan prior
to expiration of the
prepayment provision.
[See RPI Form 418-2]

Only existing

property
owners may
try this

Properties
with
qualifying
equity

all-inclusive trust
deed (AITD) note

A note entered into by
the buyer in favor of
the seller to evidence
the amount remaining
due on the purchase
price after deducting
the down payment, an
amount inclusive of
any specified mortgage
debts remaining

of record with the
seller retaining
responsibility for their
payment. Also referred
to as a wraparound
mortgage or overriding
mortgage. [See RPI
Form 421]
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Thus, the typical seller in a carryback installment sale is earning a yield 50%
to 100% greater than the after-tax yield on a taxable cash transaction.

To prevent a premature loss of principal due to the payment of taxes on an
early payoff, an informed seller will consider negotiating the inclusion of a
prepayment penalty. The amount of the penalty assessed with be equal in
amount to the profit tax they will pay when a portion or the entire balance
of the note is prepaid. [See RPI Form 154 §4.3]

Additionally, an all-inclusive trust deed (AITD) note with the proper
collection provisions, carried back and secured by the property sold, will defer
even greater amounts of profit tax when the property sold has an existing
encumbrance of any amount. [See Chapter 14]

The down payment note arrangement only works for buyers who already
own real estate with a financeable equity. Before locating a willing seller, a
buyer needs to already own a property with an equity adequate to secure a
down payment note given to purchase the seller’s property.

Thus, first-time buyers cannot use the down payment note technique — they
own no real estate and thus have no equity to offer as security for the down
payment note. In some instances, a relative (i.e.,, a parent) may provide the
security needed to get first-time buyers started in real estate ownership,

Real estate presently owned by a buyer and the real estate they will acquire
need to each possess sufficient amounts of equity to support the note it will
secure. Otherwise, the properties will not provide adequate security in the
event of a default, foreclosure and resale of the property.

Thus, the property owned and the property to be acquired need to each have
existing equities well in excess of 20% of the property’s total value. To make
any economic sense, the further encumbrances placed on the respective
properties in the form of a down payment note and a carryback note need to
be for dollar amounts calculated to leave each property encumbered with an
LTV no greater than 80%. [See Figure 2]

In our previous example, the real estate owned by the investor has an LTV of
50%. Thus, the real estate they own has 30% of its value available to provide
adequate security (up to an LTV of 80%) for a down payment note created to
buy the seller’s property.

The real estate the investor wants to acquire is encumbered by a first trust
deed with a 67% LTV ($400,000 debt/$600,000 value). Thus, the seller’s real
estate has $80,000 of equity available to secure an equal dollar amount of
carryback financing and be encumbered at an 80% LTV.

With an 80% LTV, the seller has adequate security in the property sold to
provide a cushion sufficient to allow for a full recovery on the carryback note
from the present value of the real estate if they foreclose on the property.
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TERMS: Buyer to pay the purchase price as follows! FIgU re3
3. Cash payment through escrow, inchading deposits, in the amount of .......ocoes .
A Anote, o be execued by Buyes in tvor of Saller, in the amount of ., R . .
a5 & doam payTment thiowgh esorow, payable § monthly, of more, beginning Excerpt from
one month after closing, incuding nterest a1 % per arnum from closi
e o " S " Form 154
41  This note i b0 be secured by a trust dead on real estsle
refemed o a5
Purchase
42  This trust deed o be junior o cument taxes, CC8Rs and the following encumbrances: Ag reement
First encumbrance: Second encumbrance;
LT . AmoU e
Monthly payment..... § Maonthly payment...... §
Iereest Fae ... % INbBrast rake ... %
Due date Due date
Lencher Lendar

43  This note ard tnust deed bo conain provisions bo be provided by Seller for
due-on-sale,  prepagmentpenalty,  latecharges.

44  This nobe and trust deed ane subject 1o the purchase money anti-deficiency provisions of
California Code of Civil Procedung §5800.

45 Buyer 10 provide a Reques for Nolice of Default and Nolice of Delinguency 10 sanior
encumbrancers. [See RPI Form 412)

48  Buyer o hand Seller 8 complied credit application on acceptance. [See RIPI Form 302)

4.7 Within ______ days of receipt of Buyer’s credlt application, Seller may terminate the
agreemen] based on a reasonable disapproval of Buyer's creditworthiness. [See RPY
Fomm 183]

48 This bust deed Io be insured by a Lender's _ CLTA, or _ ALTA, form policy of title
insurance paid for by Buyes, if Buyer is unable 10 deliver this insured trust deed, o if
fthe improvements on the secured real estate are destroyed or malenally damaged pnor
o dosing, then Seller may berminate this agreement and demand all instraments and
funds be refurned to the parties depositing them, and Buyer is 1o pay all reasonable
B5Crow COEts and charges.

The costs of foreclosure and resale of a property by a junior mortgage holder
typically represent around 20% of its resale value. [See RPI Form 303
accompanying Chapter 21]

Buyers purchase real estate by giving a seller U.S. dollar-denominated assets,  Pgq per in the
such as:

real estate
market

+ cash;
+ notes, existing or to be created;
+ an exchange of an equity in real estate or personal property; or

+ a percentage participation in the ownership of a limited liability
company (LLC), partnership, corporation or real estate investment trust
(REIT).

The actual assets a buyer may use to buy real estate and the form of
consideration acceptable to sellers depend on the economic condition of the
real estate market and the seller’s objectives at the time of the transaction.

In times of easy, low-interest money accompanied by a reciprocal rise in real
estate prices, a seller is more likely to demand all cash since an abundance of
cheap money is available to marginally creditworthy buyezrs.

Conversely, when institutional lenders and federal monetary policy combine
to tighten the availability of money necessary to finance a continuing high-
volume of real estate sales transactions, the alternative for buyers and sellers
is to create the needed supply of credit (carryback financing) themselves.
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Structuring
the two paper
legs

The financial alternative to borrowing cash to fund a purchase or exchange
of properties is a credit sale evidenced by notes executed by the buyer and
secured by real estate.

In a credit sale, the buyer also creates wealth for themselves. The buyer is
able to purchase real estate during a vicious cycle in the market which has
become nonresponsive for financially distressed sellers. An enterprising
buyer looks forward to a future with an improving economic environment; a
conflicted seller views the market retrospectively as producing continuously
declining prices.

Additionally, the use of carryback paper eliminates all the problems
associated with institutional financing, except for the assumption of the
existing mortgage.

For example, in times of tight mortgage money, the use of a down payment
note may be the only way for a seller to close a sale at the price they seek,
since interest rates or prices (or both) are too high to allow real estate to be
readily sold.

A down payment note permits the buyer to qualify for financing, not just
based on their personal income, but rather on their credit history as a debtor
and the solid value in two parcels of real estate as perceived by the seller.

A down payment note transaction is structured in sets of two:

+ two notes;

+ two trust deeds; and

« two title insurance policies.
A buyer's first step when making an offer to buy property begins with a
form purchase agreement drafted specifically for the down payment note

transaction. It contains an additional provision for the down payment note
in lieu of a cash down payment. [See Figure 3]

A good-faith cash deposit, or cash through escrow, in an amount at least
equal to the seller’s closing costs and brokerage fees needs to be considered.
Logically, the down payment note is reduced by the amount of cash the
seller needs for closing costs.

The terms of the down payment note and trust deed set forth in the purchase
agreement include:

« the amount of interest and principal payments;

+ the due date for the final/balloon payment;

+ identification of the property securing the note;

+ the terms of existing financing on the property securing the note; and

+ any provisions for a late charge, prepayment penalty and due-on-sale
interference. [See Figure 3]
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All other terms contained in a regular purchase agreement for income
property are included in the purchase agreement in addition to the down
payment note provision.

Ironically, the longer the period before the due date for the final/balloon
payment, the more lucrative the transaction is for both a long-term investor
and a tax-minded seller. The buyer, being an investor, wants the greatest
period of time to pay off or arrange financing to pay off the notes. The seller
wants to retain the benefits of the deferred tax liability on installment sales
reporting for as long as feasible, a motivation parallel in time to the buyer's.

For the seller, the down payment note is recourse paper since it is secured by
property other than the property sold.:

However, the buyer is able to remove the recourse nature of the down
payment note by the inclusion of an anti-deficiency provision in the
purchase agreement, called an exculpatory clause. [See Figure 3; see RPI
Form 154 84.4]

In addition to the down payment note, the buyer executes a separate
carryback note secured by the property acquired. The dollar amount of the
note represents the balance of the purchase price remaining to be paid after
subtracting from the purchase price the principal amounts of the down
payment note and the existing mortgage the buyer assumes.

Carryback paper secured only by the property sold is nonrecourse paper.
It is seller-extended credit which assists the buyer to finance the purchase of
the real estate that is the security for repayment.4

Unlike the elimination of the recourse nature of the down payment note by
inclusion of an exculpatory clause, the nonrecourse nature of the carryback
note cannot be eliminated by conduct or agreement, called waiver.

Two policies of title insurance are required to insure the down payment
note transaction. One policy will jointly insure both the grant deed and the
carryback trust deed on the property sold, called a California Land Title
Association (CLTA) Joint-Protection (JP) policy.

The second policy will insure the trust deed on the property owned by the
buyer, a lender’s policy of title insurance most likely similar to a CLTA policy
since the seller will have inspected the property and not need American
Land Title Association (ALTA) protection.

3 CCP §580b
4 CCP §580b
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exculpatory clause
A provision in a note
secured by a trust
deed which converts
arecourse debt into
nonrecourse debt

to bar recovery by

a money judgment
against the borrower.
[See RPI Form 418-5]

nonrecourse
A debt secured by real
estate, the creditor’s
source of recovery on
default limited solely
to the value of their
security interest in the
secured property.

The regular

carryback note

waiver

A mortgage holder's
consent to forego

a right to enforce

a provision or
agreement.

Title
insurance on
two parcels
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Bridge loan
aspect for a
cash sale

bridge loan

A short-term mortgage
arranged for a buyer
to fund the purchase
of a property but
encumbering other
real estate owned by
the buyer, pending
the arrangement of
long-term financing
or the sale of the other
real estate as the
source of funds for its
repayment.

cross-
collateralization
The use of one trust
deed to describe
multiple parcels of
real estate ora UCC-1
financing statement
encumbering personal
property together

with a trust deed as
additional security for
payment of a debt. [See
RPI Form 436]

blanket mortgage

A mortgage which is
secured by two or more
parcels of real property.
[See RPI Form 450]

due-on clause

A trust deed provision
used by lenders to call
the loan immediately
due and payable, a
right triggered by the
owner's transfer of
any interest in the real
estate, with exceptions
for intra-family
transfers of their home.
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Conceptually for sellers, a down payment note may be used as a bridge
loan to complete their sale of real estate when down payment funds are
not yet available to their buyer and escrow needs to be closed. This situation
frequently arises as the “sale-of-other-property” contingency in a purchase
agreement. [See RPI Form 150 §10.4]

When the cash down payment to be made by the buyer is not forthcoming
and the seller is willing to wait several months or a year to receive the cash,
a down payment note may be negotiated as a temporary substitute for the
buyer’s cash down payment so the sale can be closed.

Forexample, consider abuyerand seller who enterinto a purchase agreement
contingent on the sale of other property the buyer owns.

On the date the buyer is to close their purchase escrow, the sale-of-other-
property contingency has not been waived. The buyer has not yet closed a
sale on their other property. Without the cash net proceeds from the sale of
their property, the buyer cannot acquire the seller’s property as agreed in the
purchase agreement.

The seller’s broker advises the seller to consider accepting a down payment
note executed by the buyer and secured by the buyer’s unsold property.
When suitable and the seller agrees, the buyer will be able to close the sale
using this temporary bridge loan in lieu of cash.

In this scenario, the equity in the buyer’s other property not yet sold needs to
be confirmed by the broker as sufficient to justify accepting it as security for
the delayed cash down payment evidenced by the note. The bridge loan note
may also be cross-collateralized, securing it with a trust deed describing
both parcels, the seller's and the buyer's — an encumbrance called a blanket
mortgage.

If the buyer's property does not sell, the buyer will need to negotiate an
extension of the note, refinance or further encumber the properties to
generate cash to meet the seller’s payoff demand and avoid foreclosure.

A word of caution: creating a further encumbrance on property, other than
one-to-four residential units, junior to an existing trust deed containing
a due-on clause, triggers the lender’s right to call or recast the existing
mortgage. Before recording a second trust deed on a property which is not a
one-to-four unit residential property, it is prudent to obtain a waiver by the
mortgage holder of the first trust deed containing the due-on clause.



Chapter 20: The down payment note 233

Investors who do not want to buy property contingent on the sale of
other property they own or raise down payment funds by borrowing
against the equity in their property may consider assuming or taking
title subject to an existing mortgage when the interest rate and
assumption fees to do so are favorable.

To increase their holdings, an investor places their existing equity at
risk by putting it up as security to buy property on credit.

The use of a down payment note secured by a redeemable equity in
real estate is for many sellers a viable substitute for an immediate cash
down payment.

Sellers need to consider the many reasons for being “papered out,”
including:

+ the deferral of profit taxes on an installment sale;

+ the solid equity cushions provided by the loan-to-value ratios
(LTVs) for the down payment note and purchase-money note;

+ the conversion of the seller's income flow from management-
intense rental income to relatively management-free interest
income; and

+ the ability to collect on a deficiency from the buyer on the down
payment note.

To prevent a premature loss of principal due to the payment of taxes
on an early payoff, a seller will consider negotiating the inclusion of a
prepayment penalty.

Further, the longer the period before the due date for the final/balloon
payment, the more lucrative the transaction is for both a long-term
investor and a tax-minded seller.

The down payment note is recourse paper since it is secured by property
other than the property sold. Conversely, a carryback note secured only
by the property sold is nonrecourse paper.

A down payment note may also be used by a seller as a bridge loan to
complete their sale of real estate when down payment funds are not
yet available to their buyer and escrow needs to be closed.

all-inclusive trust deed (AITD) note Pg. 228
blanket mortgage Pg. 232
bridge loan Pg- 232
cross-collateralized Pg. 232

due-on clause Pg. 232
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Chapter

21

Carryback foreclosure
and resale costs

After reading this chapter, you will be able to: Learning

+ advise a seller on the inherent risk of loss and mitigating factors
that exist when carrying back a mortgage;

+ understand the carryback seller’s rights and obligations when a
buyer defaults; and

+ distinguish between a deed-in-lieu of foreclosure remedy, a pre-
foreclosure workout (such as a short sale or modification of the
note) and a trustee’s foreclosure sale.

Objectives

cross-collateralization private mortgage insurance Key Terms

deed-in-lieu of foreclosure (PMI)
further-approval contingency putoption

guarantor Iecourse
mortgage-in-fact security interest

power-of-sale

Consider an absentee owner who is unable to effectively manage a small Protecting
income-producing property they own. The absentee owner is confronted

with: the seller
+ below market rents; begins with
« unreliable tenants; and advice

+ deferred maintenance.
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Further-
approval
contingency

further-approval
contingency

A provision in an
agreement calling for
the further approval
of an event or activity
by the seller, buyer

or third party as a
condition for further
performance or the
cancellation of the
transaction by a person
benefitting from the
provision. [See RPI
Form 185 §9 and 279
§2]

Agency duties
and carryback
risks

private mortgage
insurance (PMI)
Default mortgage
insurance coverage
provided by

private insurers for
conventional loans
with loan-to-value
ratios higher than 80%.

The condition of the property and its income will continue to deteriorate
until it is sold to a local buyer who has cash reserves and can provide hands-
on management.

The owner contacts an agent and lists the property for sale. The property
has an existing fixed-rate, long-term mortgage which a qualified buyer may
assume. The owner’s agent believes the owner's asking price for the property
is properly set to attract a buyer.

To pursue their asking price and pass on the cost of deferred maintenance
and the delinquent rent situation to the buyer, the listing terms include
seller carryback financing with a low down payment.

The owner and their agent agree an acceptable offer needs to include a
further-approval contingency calling for the owner to confirm that the
buyer:

+ isfinancially and personally qualified to purchase the property; and

» has sufficient cash reserves to cure the deferred maintenance and
upgrade the tenancies on the property. [See RPI Form 159 §§88.4 and
8.5]

However, the owner'’s agent quickly concludes the owner is not familiar
with real estate financing techniques and does not fully understand the
risk of loss involved in carrying back a second mortgage. The risks, if
known and understood, may cause a prudent owner to take additional steps
beyond a carryback trust deed to cover the risks and protect their continuing
investment in the property represented by the carryback note.

The owner's agent understands they are duty bound to inform the owner
of the risks in carrying back a second mortgage. With advice, the seller may
make appropriate decisions regarding the terms for payment of the sale price
and management of the carryback mortgage. [See Form 303 accompanying
this chapter]

Sellers often do not know the extent of the risks which exist when carrying
back a mortgage, much less understand or even ask about them. Brokers
and their agents who represent carryback sellers need to be knowledgeable
enough to provide essential risk-management information for the care and
protection of their clients.

Seller's agents who do not know or understand the risks of carrying back a
mortgage on a sale often brush them aside as minimal. However, a seller, to
be best served by their agent, needs advice so they can consider risk-reduction
remedies other than just “taking back the property” if the buyer defaults.

When a seller does not inquire about the risks, the seller's agent has an
affirmative duty to voluntarily advise them of the risks known or readily
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knowable to the broker and the agent. Further, the agentis torecommend any
due diligence investigation or analysis they believe needs to be undertaken
by the seller or themselves in a carryback sale.

Risks posed to a carryback seller differ dramatically from the more commonly
understood risks of owningreal estate. When the seller carriesbacka mortgage
on the sale of property, their ownership interest is conveyed in exchange for
a mortgage holder’s lien on title to the property, called a security interest.

The risks of carrying back a mortgage are similar to the risks taken by an
equity lender holding a comparable junior lien position on title to a property.
Therisks of a junior mortgage holder, and thus a carryback seller, are covered
or compensated by employing several techniques and variables:

1. The amount of the buyer's down payment, as it sets the amount
of both the equity the buyer feels compelled to protect and the
cash sales proceeds the seller nets to cover the risk of future
advances they may have to make if the buyer defaults;

2. Further collateral, as additional security to the equity in the
property, be it personal property or other real estate, a situation
sometimes called cross-collateralization, an event which
converts a carryback mortgage to a recourse debt and avoids
anti-deficiency laws;

3. A personal guarantee from someone other than the buyer,
which may be secured by real estate owned by the guarantor,
a “put option” requiring the guarantor to pay off (buy by
assignment) the carryback mortgage on the buyer's default;

4. A premium interest rate on the note greater than the current
market rate to further cover the risks created by an inadequate
down payment to provide the seller with cash sales proceeds
sufficient to pay all the costs of foreclosure and resale of the
property if the buyer defaults;

5. Monthly payments based on a shorter amortization schedule
to more quickly reduce the principal balance remaining on the
note and increase the seller’s cash reserves before a default (which
usually does not occur for three to five years, except during a
period of severe declines in property values);

6. Private mortgage insurance (PMI), available to some sellers
from insurance companies if the buyer qualifies, to cover any loss
of principal and interest due to a default by the buyer;

7. Assignmentofrentsasadditional security on the sale ofincome
property, rents which may be readily collected by the use of pre-
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recourse
On a debt secured

by real estate and

not subject to anti-
deficiency defenses,
the creditor may
pursue a borrower on
default for a loss due
to a deficiency in the
value of the secured
property if the lender
forecloses judicially.

Covering the
risks of junior
financing

cross-
collateralization
The use of one trust
deed to describe
multiple parcels of
real estate ora UCC-1
financing statement
encumbering personal
property together

with a trust deed as
additional security for
payment of a debt. [See
RPI Form 436]

guarantor

A person who agrees
to pay a money
obligation owed

by anothertoa
mortgage holder or a
landlord under a lease
agreement on a default
in the obligation and
demand for the sums
remaining unpaid.
[See RPI Form 439 and
553-1]

putoption

The provision in all
trust deeds which, in
tandem with anti-
deficiency laws, grants
an owner-occupant

of a one-to-four unit
residential property
under a purchase-
assist mortgage the
right to defulat and
force the lender to
buy the property
through foreclosure
for the remaining loan
amount.
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The
foreseeability
of a default

security interest

A generic term
designating the
interest held in real
estate or personal
property by a lender,
carryback seller or
judgment creditor
which is evidenced
by either a trust deed,
UCC-1 financing
statement or abstract
of judgment. [See RPI
Form 450 and 436-1]

printed notices sent to both the buyer and the tenants informing
them to pay the carryback seller or be personally liable to the
carryback seller for nonpayment;

8. A credit application and a net worth statement (balance
sheet) from the buyer, authorization to order a credit report to
confirm the buyer's propensity to timely pay their debts, debt-
to-income ratios, several months cash reserves for payments, tax
documentation and a review of the buyer's assets for sufficient
equity to bolster the buyer’s ability to pay the carryback mortgage
(and possibly provide additional security for the carryback note)
[See Form 302 in Chapter 4 and RPI Form 209-3]; and

9. Inspect and investigate the buyer's care and management of
the real estate to confirm it is properly maintained.

A mortgage holder becomes acutely aware of their rights and obligations
when a buyer defaults, a foreseeable occurrence for which the trust deed
lien provides the first line of defense.

When the buyer defaults on a mortgage, the carryback seller may proceed
with a foreclosure. Only through foreclosure can the carryback seller recover
what is owed to them, limited to the value of their security interest in the

property.
Defaults on a mortgage include the buyer’s failure to:

+ pay installments on the carryback note;
+ pay property taxes, assessments and hazard insurance premiums;
+ pay senior mortgage holders; or

+ maintain the property.

During the foreclosure period, the carryback seller may need to draw on their
cash reserves to keep the senior mortgage current and avoid the initiation
of foreclosure proceedings by a senior mortgage holder. Commencement of
foreclosure by the senior mortgage holder is part of the carryback seller’s costs
of recovering the property.

If the down payment amount is a small percentage of the price, which results
in a high loan-to-value (LTV) ratio for the carryback seller, the seller who
begins foreclosure and makes a full credit bid stands a good chance of taking
the property back at the trustee’s sale.

Most importantly, the seller's source of recovery on a carryback mortgage
which is secured solely by the property sold is limited to the value of their
security interest held under the second trust deed lien. The dollar value
of a junior mortgage holder’s secured position on the property’s title is the
property’s fair market value (FMV), minus:

+ the balance remaining due on the senior mortgage;
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+ the dollar amount of foreclosure;

+ resale costs; and

+ carrying costs (taxes, insurance, operating expenses) until the property
is resold.

Any rents collected from tenants by the seller's enforcement of their
assignment of rents lien (in the trust deed) are applied to offset the costs of
“carrying” the property during foreclosure and the amounts due the seller
when setting the bid at the trustee’s sale. Also, interest on the carryback note
will be unpaid and uncollected unless paid by a cash buyer bidding at the
trustee’s sale or the price received on a resale when the seller takes back the
property at the trustee’s sale.

For the seller to limit their risk of lost equity and interest on non-income
producing property, the cash proceeds from the buyer's down payment on
the initial sale of the property need to equal or exceed the total of:

+ eight to twelve months of senior mortgage payments;

« other carrying costs incurred during the foreclosure process; and

+ foreclosure and resale costs.
If the buyer's down payment is large enough, the value of the seller’s security
interest in the property needs to be sufficient to recoup:

+ the principal balance and interest on the carryback note;

+ the property’s carrying costs during the foreclosure process; and

+ the costs to foreclose and resell the property.

Continuing our previous example, the seller's agent prepares and reviews a
Foreclosure Cost Sheet with the carryback seller to impress upon them the
need for:

+ anadequate down payment;

+ sufficient cash reserves;

+ additional security; or

* aguarantee.
The information in the disclosure aids everyone in an analysis of the risks a

second mortgage holder is exposed to and the steps to be taken and premiums
needed to cover those risks. [See Form 303]

The Foreclosure Cost Sheet is a useful illustration of the financial risks of a
carryback sale. The worksheet also documents the agents’ disclosure of the
potential expenditures, and the cash reserves required to cover the risk of the
buyer’s default.

Foreclosure cost calculations are made by the agent and reviewed with the
seller who is considering an installment sale on each of two occasions:

+ once when accepting the listing; and

Seller’s
foreclosure
cost sheet
illustrates
risks
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Form 303
FORECLOSURE COST SHEET
Foreclosure Cost é Costs and Met Proceeds on Foreclosure and Resale
Sheet Prepared by: Agent Phone
Broker Email

NOTE: This form ks used by a seler's agent or morigage loan broker whan the transaction imohves a camyback seller or
lender secuned by @ junior trust deed, to advise them of the funding necessary to foredlose and the Bty net proceeds of
a foreclosune and resale of the encumbered property.

1. This estimate of costs incumed to forsdosa and resell property under 8 rust deed is prepared for the following:

Purchase Agresment Loan Agreemen Exchange Agreement
Trust Deed and Note Optican
1.1 dated , 20, at , Califesmia,

1.2 entersd into by

1.3 regarding propesty referred o 85
2. Estmaled resale value of the real estate, e e 8 s e e e e e 1

3, Bmmwwstw“uhﬂnmamh
31 Undedying first trust deed,, -
32 Undedying second trust dmd S J— ]
4, Cash advances h'm'lﬂ'letl‘mnlﬂufalil mmuw ﬂoﬂm ofal'm

3

4.2 INSUrance..... 3
4.3 improvement bond B55855MEaNs. .. 5
5

5

44 Common |Mw&5td&vﬂuﬂmmiﬂlﬂb355&55rnems (condos)....

45 Payments on underlying tust deeds {number of menths |
5. Forecksure costs and leas 1o racover a propety

51 Trstee's guaraniee pobcy...............

52

53

54

55

1] P
6. Resale costs after formum ard myd Iml:mpcny

G.1  Repairs and fosr-up COSE.. ...

62  Tithe insurance premiums...

6.3 Escrow fees and charges..

6.4 Broker fees and charges.... 8
7. Estimated loans, advances, costs and {:hamansh:- foreciose and resell (3, 4, 5 and B o -)§
8. Esbmated nal procesds available b pay off cAmyDack MUSEOBEI_. ... |
1| have diligently prepaned this estimate | have read and received a copy of this estimate.
Drale: 20 Date: , 20
Seller's Broker: Sallars Mame:
CalBRE w:
Saellar's Sagnabure
By
Sallars Signature:
FORM 303 03-11 ©2015 RP| — Realty Publications, nc., P-0. BOX 5707, RIWVERSIDE, CAB2517

+ asecond time when presenting an offer or counteroffer.

Therisk of having to sell the property again due to a foreclosure is often shared
by the brokers and agents in the transaction through various deferred fee
arrangements to reduce any moral hazards present in an overly optimistic
agent’s encouragement of the seller to accept the terms of an offer calling for
a carryback mortgage.
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When the amount of an underlying senior mortgage is more than 75% of the
property’s current market value and a buyer defaults on the seller’s carryback
mortgage, the seller needs to first negotiate with the buyer for a deed-in-lieu
of foreclosure and possession to the property before initiating foreclosure.
Negotiations for a deed-in-lieu of foreclosure are best considered at the time
of the default, but do need to be considered before commencing foreclosure.

A deed-in-lieu is a grant deed containing special language to assure title
insurers the debt has been cancelled, and no lease-option or other lender/
debtor relationships has been created to cause the deed-in-lieu to be re-
characterized as a mortgage-in-fact. [See RPI Form 406]

A deed-in-lieu of foreclosure is a pre-foreclosure workout technique which
eliminates many of the financial risks of foreclosing. The deed-in-lieu
potentially benefits both parties, saving the carryback seller the high cost of
foreclosure, while providing the buyer with some “walking money” or “cash
for keys” in exchange for conveying title and transferring possession back to
the seller.

Also, the deed-in-lieu needs to be insured by a title insurance policy before
the prudent seller accepts it. Without title insurance on the deed-in-lieu to
confirm the condition of the title, liens may have attached to the property or
a change in vesting may have occurred, rendering the deed unacceptable to
a mortgage holder.

If a deed-in-lieu remedy or other pre-foreclosure workout (such as a short sale
or modification of the note) does not resolve a default, a trustee’s foreclosure
sale is the next most expedient procedure for recovery.

However, due to a foreclosure, the financial benefits of a carryback mortgage
may be reduced by the:

« carrying costs and trustee’s charges incurred during a trustee’s
foreclosure if the down payment is inadequate (less than 15% to 20%
of the price);

+ lack of or minimal increase in value of the property; or

+ seller's procrastination in commencing foreclosure on a default.

For example, consider a buyer who makes a $100,000 down payment and
assumes $800,000 in existing mortgages on a $1,000,000 sales price. The
seller carries back a $100,000 mortgage on the property sold for the balance
remaining to be paid on the purchase price.

The brokerage fees and other costs, credits and adjustments associated with
the sale amount to $50,000. Thus, the seller's net proceeds on the sale are
$50,000 cash and the $100,000 carryback mortgage. [See RPI Form 310]

However, foreclosureandresale costscanrun from 15%to 20% of the property’s
resale value, which in this case totals $150,000 or more. More than half of this
amountisrequired from the seller’s cash reserves to pay foreclosure and other
carrying costs until the property is resold. Foreclosure on income producing
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A deed-in-lieu

deed-in-lieu of
foreclosure

A deed to real property
accepted by a lender
from a defaulting
borrower to avoid the
necessity of foreclosure
proceedings by the
lender. [See RPI Form
406]

mortgage-in-fact

A grant deed given by
an owner for the sole
purpose of securing
the performance of
an obligation owed

a creditor, such as
payment of a debt.

Trustee’s
foreclosure
remedy
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Managing the
risk

Eviction

by the
involuntary
landlord

property can be less demanding on a seller’s cash reserves since the carrying
costs may be offset by rent received under the trust deed’s assignment of rents
provision.

The carryback selleris also subject to theriskthe buyer may file a bankruptcy
petition to preserve any equity they may havein the property. The carryback
seller’s foreclosure sale is automatically halted by filing the petition, called a
stay, and remains in effect until the bankruptcy court releases the stay.

Any delay in the foreclosure process results in further expenditures by the
seller to pay the property’s carrying costs. Further, a buyer who realizes they
will lose the property often fails to continue to properly maintain it, called
impairment of the security or waste.

If only deferred maintenance occurs, the carryback mortgage holder will
incur the expense for fixing up the property to resell it (or to keep it and rent
it out).

These above conditions are common risks any mortgage lender is exposed
to. As with all mortgage risks, the risks are manageable and capable of being
covered by a mix of:

+ asufficient down payment;

* apremium interest rate;

+ anassignment of rents on income property;
+ ashortamortization period;

+ additional security; and

* guarantees.

A real estate market of rising values — when it is not rapid and is sustainable
— isalways a cure for a failure to adequately cover the risks of loss.

An owner wiped out by a foreclosure sale needs to vacate and deliver
possession of the property to the carryback mortgage holder who acquires
it at a foreclosure sale. If the owner does not vacate, the carryback mortgage
holder serves them with a written Three-Day Notice to Quit Due to
Foreclosure.' [See RPI Form 578]

However, if a wiped-out owner refuses to vacate the property on expiration
of the three-day notice, the carryback mortgage holder will need to proceed
with an unlawful detainer (UD) action, as would any landlord dealing
with any tenant who unlawfully detains the property after their right to
possession has be terminated.

1 Calif. Code of Civil Procedure §1161a(b)
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To evict the wiped-out owner at the UD hearing, the carryback mortgage
holder needs to show the property was acquired at a trustee’s sale and all
statutory notice requirements for the sale and the UD action have been
satisfied.

After foreclosure and recovery of possession, the carryback mortgage holder
who reacquires the property is back to square one — they own the property
they do not want again, minus their out-of-pocket expenses due to foreclose.

Further, when a tenant or subtenant is in possession of a residential unit at
the time of a foreclosure sale, they are given a go-day notice to quit due to
foreclosure if the carryback mortgage holder (as the owner-by-foreclosure)
intends to force the tenant to vacate. [See RPI Form 573]

Also, a residential tenant has the right to enforce the terms of their rental or
lease agreement entered into with the priorowner and live out the remainder
of the lease term if:

+ thetenant holds a bona fide lease agreement;

+ thelease agreement was entered into before title was transferred to the
owner-by-foreclosure; and

+ the owner-by-foreclosure is not going to occupy the property as their
primary residence.?

A lease agreement is bona fide only if it calls for rent that is substantially the
fair market rent for the property.: [See RPI Form 550]

Some types of installment sales typically include the additional risk
and cost of a judicial foreclosure if the buyer defaults and challenges an
eviction action, including:

» land sales contracts;
« reverse trust deeds;

+ unexecuted purchase agreements with occupancy (lease-purchase
sale); and

+ lease-option sales.

The completion of a foreclosure of the lien created by any security device is
a requisite to recovering possession. The buyer’s right of redemption (to
pay off the debt) needs to be eliminated to clear title of the buyer’s equitable
or legal ownership interests in the property. These alternative security
devices do not usually contain a power-of-sale clause to authorize the more
efficient, less expensive trustee’s foreclosure sale. [See Chapters 21]

The exposure to the repossession risk of a judicial foreclosure outweighs any
purported benefit these alternative security devices might offer on a small-
down payment installment sale to a buyer.

2 Public Law 111-22 §§701, 702, 703
3 12 United States Code §5220

Other
security
devices

power-of-sale

A trust deed provision
authorizing the
trustee to initiate

a non-judicial
foreclosure sale of the
described property on
instructions from the
beneficiary.
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Chapter 21
Summary

Sellers often do not know the extent of the risks which exist when
carrying back a mortgage. Brokers and their agents who represent
carryback sellers need to be knowledgeable enough to provide essential
risk-management information for the care and protection of their
clients.

When the buyer defaults on a mortgage, the carryback seller may
proceed with a foreclosure. Only through foreclosure can the carryback
seller recover whatis owed to them, limited to the value of their security
interest in the property.

Defaults on a mortgage include the buyer’s failure to:

+ pay installments on the carryback note;
* pay property taxes, assessments and hazard insurance premiums;
+ pay senior mortgage holders; or

* maintain the property.

For the seller to limit their risk of lost equity and interest on non-income
producing property, the cash proceeds from the buyer’'s down payment
on the initial sale of the property need to equal or exceed the total of:

+ eight to twelve months of senior mortgage payments;
+ other carrying costs incurred during the foreclosure process; and

» foreclosure and resale costs.

The Foreclosure Cost Sheet is a useful illustration of the financial risks
of a carryback sale.

When the amount of an underlying senior mortgage is more than 75%
of the property’'s current market value and a buyer defaults on the
seller’s carryback mortgage, the seller needs to first negotiate with the
buyer for a deed-in-lieu of foreclosure and possession to the property
before initiating foreclosure.

If a deed-in-lieu remedy or other pre-foreclosure workout does not
resolve a default, a trustee’s foreclosure sale is the next most expedient
procedure for recovery.

If an owner wiped out by a foreclosure sale does not vacate and deliver
possession of the property back to the carryback mortgage holder who
acquires it at a foreclosure sale, the carryback mortgage holder serves
them with a written Three-Day Notice to Quit Due to Foreclosure.

If the wiped-out owner refuses to vacate the property on expiration
of the three-day notice, the carryback mortgage holder will need to
proceed with an unlawful detainer (UD) action.
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A tenant or subtenant is in possession of a residential unit at the time of
a foreclosure sale is to be given a go-day notice to quit due to foreclosure
if the owner-by-foreclosure intends to force the tenant to vacate.

cross-collateralization Pg.237 Cha pter 21
deed-in-lieu of foreclosure Pg. 241

further-approval contingency Pg. 236 Key Terms
guarantor Pg. 237

mortgage-in-fact Pg. 241

power-of-sale P9-243

private mortgage insurance (PMI) Pg.236

putoption Pg.237

Iecourse Pg. 237

security interest Pg.238
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The unsecured
carryback seller

S —

After reading this chapter, you will be able to:

+ discuss the merits of an unsecured carryback note when the
seller’s equity is less than 20% of the property’s market value;

+ distinguish between a vendor’s lien and a trust deed lien;

+ identify the process of establishing a vendor’s lien; and

+ advise a seller on their use of a vendor’s lien when the buyer owes
unsecured amounts remaining unpaid on the purchase price after
the close of escrow.

abstract of judgment lis pendens
anti-deficiency law nonrecourse
land sales contract vendor’s lien

Consider a seller whose equity in their income-producing real estate is less
than 20% of the value of the property. Also, the rental income produced
by the property is insufficient to pay its operating costs and the mortgage
payments. Thus, a negative cash flow exists on the property.

The seller wants to sell the property to rid themselves of the carrying costs
and avoid what they anticipate will be a further decline in its value.

A creditworthy buyer is located who sees potential in the property and has
substantial net worth according to their financial statements.

The buyer offers to purchase the property at a price based on:

+ a5%down payment;

Learning
Objectives

Key Terms

Vendor’s
lien allows
foreclosure
on default



248 Creating Carryback Financing, Fifth Edition

nonrecourse
A debt secured by real
estate, the creditor’s
source of recovery on
default limited solely
to the value of their
security interest in the
secured property.

anti-deficiency law
California legislation
limiting a mortgage
holder's ability to
recover losses on a
default when the
mortgaged property’s
value is insufficient to
satisfy the mortgage
debt.

Little equity:
go unsecured

+ the assumption of the existing first mortgage equal to 80% of the price;
and

+ aseller carryback mortgage for 15% of the purchase price.

The seller and their broker know a carryback note secured by the property
sold is nonrecourse paper. Thus, the carryback seller holding a trust deed
noteislimited in their recovery on a default by the buyer to solely foreclosing
on their security interest in the property they sold. A money judgment for
any deficiency in property value is barred by anti-deficiency law .’

Further, if the buyer defaults on the first mortgage, the seller will face the
loss of their second trust deed on a foreclosure by the first mortgage holder. A
default on the first mortgage forces the seller to either bring the first mortgage
current and keep it current or pay it off. Otherwise, a foreclosure sale will be
held by the first mortgage holder causing the seller’s carryback trust deed to
be eliminated from title.

However, the property lacks sufficient equity to allow the seller to foreclose
and recover on a carryback note which is junior to a first mortgage with an
80% or greater loan-to-value ratio (LTV). The seller's remedy of foreclosure
under these conditions provides little financial incentive to secure the
carryback note with a trust deed on the property.

Asdisclosed by their broker, the costs to foreclose, carry and resell the property
are equal to about 20% of the property value by the time of the resale.
Consequently, most of these costs will be paid in cash before reacquiring and
reselling the property. [See RPI Form 303]

The financial aspects of the carryback trust deed note do notjustify foreclosing
and taking title to the property unless the property’s value increases in excess
of 10% — an unlikely development in a flat or declining real estate market.

Continuing with our previous example, the seller agrees to carry back a note.
However, the note as agreed will not be secured by a trust deed. Thus, the
carryback seller avoids the nonrecourse risk of not being able to recover for
failure of the property’s value to satisfy both the first mortgage and their
carryback note. The risk of loss inherent in a nonrecourse note needs to be
reviewed when the carryback note is secured by a trust deed on the property
sold, called the value-deficiency risk.

Now consider a seller whose equity is 40% of the value of the property they
are selling. A buyer makes a no-cash offer to buy the property, agreeing to
take over the existing mortgage and execute two separate notes in favor of
the seller:

+ anote for 20% of the purchase price to be secured by the property; and
+ an unsecured note for the remaining 20% of the price.

1 Calif. Code of Civil Procedure §580b
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The buyer has substantial net worth, including equities in other real estate
they own. However, the buyer does not want to use the other real estate
they owns as primary, additional or substitute security for either of the two
carryback notes. [See RPI Form 154]

The buyer wants the real estate they presently own to remain unencumbered
so they have easy access to cash to manage their real estate acquisition
programs.

Do the sellers in the previous unsecured carryback examples have any
remedy besides obtaining a judgment for monies due on their unsecured
carryback notes when the buyers default?

Yes! The carryback sellers also have a vendor’s lien on the property they
sold. The lien allows the sellers to foreclose on the property for the amount of
the purchase price which remains unpaid. The lien was not waived since the
debt owed to them by the buyers was always unsecured.?

On a default in payment, the seller may exercise their vendor’s lien and
foreclose on the property sold. However, unlike a money judgment lien
which attaches to all properties owned by the debtor, the vendor’s lien only
attaches to the property sold, and only when the buyer still owns it.

When the value in the property is insufficient to recover the unsecured
balance remaining due on the purchase price as evidenced by the carryback
note, the seller may obtain a money judgment for the deficiency. The seller
may also obtain a money judgment when:

« the vendor’s lien rights are wiped out by a foreclosure sale on the first
mortgage secured by the property sold; or

+ the property has been resold to a buyer or further encumbered by a
lender who did not know the buyer still owed the seller a portion of
the purchase price.

On obtaining a money judgment for a deficiency in value, an abstract of
judgment is recorded. Unlike the vendor’s lien, a judgment lien attaches on
title to all of the properties in the county vested in the buyer's name.

Now further consider our seller who carries back both a secured note and an
unsecured note to evidence separate amounts owed on the purchase price,
as occurred in our last example.

The buyer defaults on both debts and the seller forecloses on the debt secured
by the property sold. On completion of their foreclosure, the seller's right to a
vendor's lien for the amount owned on the separate unsecured debt is wiped
out. However, the seller is still entitled to a general money judgment for the
amount of the unpaid balance remaining on the unsecured note.

2 Calif. Civil Code §3046
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vendor’slien

An unrecorded interest
on title to property
sold granting the seller
the right to foreclose
on the property when
the buyer defaults on
payment of remaining
amounts owed on the
purchase price.

Money
judgement for
a deficiency
in value

abstract of judgment
A condensed written
summary of the
essential holdings of a
court judgment.
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Establishing a
vendor’s lien

land sales contract
An agreement
infrequently used by
a carryback seller in

a sale of real property
to retain title to the
property until all

or an agreed part of
the purchase price
has been paid. Also
commonly called

a land-contract,
conditional sales
contract, installment
sales contract or real
property sales contract.

An
unrecorded
equitable
interest

Further, when a buyer misrepresents their net worth to the seller to induce
them to carry back the unsecured note and then later files a bankruptcy
petition, the carryback note is a non-dischargeable debt. Here, the seller
financing was obtained through the misrepresentation of the buyer.

Vendor'slien rights are not available to sellers foramounts remaining due on
the purchase price when legal title to the real estate has not been transferred
to the buyer. A vendor's lien is an unrecorded interest held by the seller in
the property they sold.

For example, consider a buyer and seller who enter into a land sales
contract (or lease-option sales agreement). In it, the seller agrees to convey
title to the buyer on the buyer's completion of payments on the purchase
price.

The buyer later defaults on payments due under the land sales contract.
The seller attempts to obtain a vendor’s lien against the buyer’s interest in
the property since the value in the property has fallen below the amount
remaining due on the land sales contract. If the seller is permitted to enforce
a vendor's lien, they will be entitled to a money judgment for the deficiency
in the property’s value to satisfy the principal remaining unpaid on the land
sales contract.

The buyer claims the seller, due to their retaining title to the property under a
land sales contract, is a secured creditor who is barred from using the vendor’s
lien to recover the money due on the purchase price.

Is the seller entitled to a vendor’s lien?

No! The vendor's lien is waived and does not exist when the seller sells
real estate and by agreement retains the title (as security) until the amount
remaining dueis paid. The seller is entitled to a vendor’s lien only when they
convey legal title and receive no security for the portion of the purchase price
remaining to be paid.4

A land sales contract is a security device, different in purpose than a trust
deed lien on property. The contract is evidence of the buyer's debt owed to
the seller for the unpaid amount of the purchase price. It states the conditions
allowing the seller to retain title to the property.

When the buyer defaults on a land sales contract, the seller needs to foreclose
by holding a sale of the property, even though the property remained
vested in the seller’s name. Foreclosure is mandated since the seller needs to
terminate the buyer’s rightof redemption as the only method for eliminating
the buyer'’s right to pay off the land sales contract and obtain clear title —
unless they enter into a deed in lieu of foreclosure.

3 11 United States Code §523(a)(2)(A)
4 Allen v. Wilson (1918) 178 C674
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Thus, a vendor's lien is not a security device, as is a trust deed, mortgage,
land sales contract or lease-option sales agreement. A vendor’s lien is an
unrecorded equitable interest in the property sold, retained by the seller for
monies due on the sales price. Further, the lien does not attach to title until it
is judicially imposedin an action brought by the seller to judicially foreclose.

A seller records a lis pendens on filing an action to foreclose on their
vendor’s lien since the action is a claim to an interest in title. From the
time of recording, the lis pendens puts any subsequent buyer or lender on
constructive notice of the seller’s claim to an interest as a lienholder in the
title to the real estate.’

A vendor’slien has priority against all later acquired interests in the property
sold, except a buyer who purchases the property or a lender who further
encumbers the property, for value and without notice of the seller’s rights to
alien.®

Consider a sales transaction on terms involving a new 90% first mortgage
to be obtained by the buyer to fund their purchase of property. The seller is
to carry back an unsecured note for the 10% balance of the purchase price.
The lender has received copies of the purchase agreement and escrow
instructions which state the seller will not be fully paid in cash and will hold
an unsecured note for the balance due on the price when the lender’s trust
deed is recorded.

The buyer defaults on both the unsecured carryback note and the lender’s
mortgage. The lender forecloses on the property under its first trust deed.

The seller claims they hold a vendor’s lien which is senior to the lender’s trust
deed since the lender knew when its trust deed was recorded that the seller
had not been paid in full and thus did not receive its interest in the property
in good faith.

In this example, the lender has a priority position over the carryback seller’s
unsecured vendor’s lien even though the lender did not have a good faith
defense against the seller's vendor's lien since the lender knew the seller had
not been paid in full when the lender recorded its mortgage.

However, the lender’s knowledge of the carryback seller’s equitable interest
in the property under the vendor’s lien law does not destroy the lender’s
priority position on title when the secured mortgage and the unsecured
carryback note are financial conditions agreed to by the seller as stated in the
purchase agreement.”

Now consider a lender who originates a mortgage on property owned by the
borrower — a refinance. The borrower originally acquired the property by

5 CCP §405.24
6 CC8§3048
7 Brockv. First South Savings Association in Receivership (1992) 8 CA4th 661

lis pendens

A notice recorded

for the purpose of
warning all persons
that the title or right

to possession of the
described real property
isin litigation.

Priority of the
vendor’s lien
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Waiver of
vendor’s lien

Money
judgement
loses priorty

executing an unsecured carryback note in favor of the seller as part of the
price paid for the property. The lender is aware the seller holds an unsecured
note that has not yet been paid.

Further, the seller does not waive their vendor’s lien interest in the property
or agree to subordinate their vendor’s lien rights to the lender’s trust deed.

Here, the seller’s interest has priority over the lender’s trust deed when the
buyer defaults on the unsecured note held by the seller. The lender knew
the seller had not been paid in full and the mortgage originated by the
lender was unrelated to the sales transaction which produced the seller’s
right to a vendor's lien.®

Additionally, a vendor's lien is given priority over a judgment lien against
a buyer since the judgment creditor holding the judgment lien is not a bona
fide encumbrancer. An abstract of judgment lien is not an encumbrance for
value, whether or not the judgment creditor has knowledge of the seller’s
lien rights in the property.?

A sellermay waivetheirrighttoa vendor'slien by their conduct. For instance,
a seller holds an unsecured carryback note which they sell and assign to an
investor.

Here, by the assignment of their unsecured carryback note, the seller waives
their vendor’s lien right since they are no longer owed money by the buyer.
The right to a vendor's lien is personal to the seller and cannot be enforced
by a person who is not the seller.*

Additionally, a seller waives their vendor’s lien rights by taking any security,
such as stock, other real estate or personal property, to assure payment of the
balance due on the purchase price.”

Consider a seller who seeks a money judgment for the unsecured balance
outstanding on the sale of their property without first pursuing foreclosure
under their vendor’s lien rights. No equity remains in the property sold to
justify their pursuing foreclosure of their vendor’slien interestin the property.

Here, the seller does not need to first foreclose on their vendor’s lien before
obtaining a money judgment on the unsecured note. However, they waive
their right to later enforce their vendor’s lien since they are no longer owed
money on their note as the amount isnow owed as a money judgment. Thus,
the seller loses their right to priority over abstracts of judgment previously
recorded by other creditors.

Also, when the seller does foreclose on their vendor's lien and is awarded a
money judgment for a deficiency in the property’s value, their recording of
an abstract of judgment for the amount of the deficiency attaches as a lien

8 McGreevy v. Constitutional Life Insurance Company (1965) 238 CA2d 364
9 Schutv. Doyle (1959) 168 CA2d 698

10 CC8§3047

11 McGreevy, supra
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on all other real estate owned by the buyer. However, the judgment lien
attaching to other properties will be junior to all liens of record, whether they
are voluntary trust deed liens or involuntary judgment liens.

Finally, the recording by the buyer of a declaration of homestead
exemption does not interfere with or have priority over a vendor’s lien. The
buyer knows of the seller’s outstanding unsecured debt they owe the seller
on the purchase price and is not allowed to avoid the vendor’s lien by a claim
of homestead.*

12 CC8§3048

A seller who has an unsecured carryback note has theright toa vendor’s
lien on the property they sold. The lien allows the sellers to foreclose on
the property when the buyer defaults for the amount of the purchase
price which remains unpaid.

However, unlike a money judgment lien which attaches to all
properties owned by the debtor, the vendor’s lien only attaches to the
property sold, and only when the buyer still owns it.

When the value in the property is insufficient to recover the unsecured
balance remaining due on the purchase price as evidenced by the
carryback note, the seller may obtain a money judgment for the
deficiency.

Vendor's lien rights are not available to sellers for amounts remaining
due on the purchase price when legal title to the real estate has not been
transferred to the buyer. The seller is entitled to a vendor's lien only
when they convey legal title and receive no security for the portion of
the purchase price remaining to be paid.

A vendor’s lien has priority against all later acquired interests in the
property sold, except a buyer who purchases the property or a lender
who further encumbers the property, for value and without notice of
the seller'srights to a lien. Additionally, a vendor's lien is given priority
over a judgment lien against a buyer since the judgment creditor
holding the judgment lien is not a bona fide encumbrancer.

A seller may waive their right to a vendor’s lien by their conduct. The
seller’'s right to a vendor's lien is waived by taking any security, such as
stock, other real estate or personal property, to assure payment of the
balance due on the purchase price.

Chapter 22
Summary
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Chapter 22
Key Terms

A seller does not need to first foreclose on their vendor’s lien before
obtaining a money judgment on an unsecured note. However, they
waive their right to later enforce their vendor’s lien since they are no
longer owed money on their note as the amount is now owed as a
money judgment.

abstract of judgment Pg. 249
anti-deficiency law Pg. 248
land sales contract Pg. 250
lis pendens Pg. 251
nonrecourse Pg- 248

vendor’s lien P9. 249
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Usury and the
carryback note

After reading this chapter, you will be able to:

+ distinguish loans from carryback installment sales; and
+ understand how a carryback mortgage remains excluded from
usury laws on any modification, forbearance or assignment.

assignment unconscionable advantage
balloon payment usury
forbearance

The interest rate yield received by a lender on a real estate loan, unless
exempt, is limited by California’s usury law to the greater of:

* 10% per year; or

« the rate comprised of the discount rate at the Federal Reserve Bank
of San Francisco (FRBSF) and a margin figure of 5%.*

A non-exempt real estate loan is usurious if the note evidencing the loan
provides for an interest rate exceeding the ceiling interest rate yield on the
day the loan is agreed to by the lender.

However, usury laws apply only to a loan origination or forbearance
of lender rights on the default of a money loan. Thus, credit sales are not
subject to the interest limitations of usury laws.

1 Calif. Constitution Article XV §1

Chapter

23

Learning
Objectives

Key Terms

Modified,
assigned and
unconscionable
rates

usury
A limit on the lender’s
interest rate yield on
nonexempt real estate
loans.
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Not subject
to usury
limitations on
interest rate
yields

forbearance

An agreement that the
lender will temporarily
reduce monthly
mortgage payments
for the homeowner at
risk of default, without
altering the original
loan terms.

Carryback notes

modified at
usurious rates

balloon payment
Any final payment
on a note which is
greater than twice the
amount of any one

of the six regularly
scheduled payments
immediately preceding
the date of the final/
balloon payment. [See
RPI Form 418-3 and
419]
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Further, loans exempt from usury limitations on annual yields include real
estate loans made or arranged by a licensed real estate broker.?

Consideran investor who entersinto an agreement for the purchase ofincome
producing real estate. The purchase agreement calls for a down payment
with the balance of the price to be evidenced by a carryback mortgage in
favor of the seller.

The carryback note prepared by escrow based on the terms set by the purchase
agreement call for the buyer to make monthly payments of interest only
on a straight note. The principal is due one year after the close of escrow.
The interest rate negotiated for the carryback note is 20%.

The buyer defaults on the carryback mortgage after making payments for
several months. The seller begins foreclosure on the real estate under the
trust deed.

The buyer claims the seller cannot foreclose since the interest charged on the
note is in excess of the rate allowed by usury laws, rendering the interest
provisions in the note void. Thus, the buyer claims no payments are due until
the principal is due, and all payments made are to apply only to principal.

Canthenote carried back by the seller ever, at any rate of interest, be usurious?

No! A carryback debt is the result of a credit sale by the seller. Carryback debt
is not a loan of money or forbearance of the right to foreclose on default of
a money loan. Thus, a carryback mortgage is not subject to usury limitations
on interest rate yields.3

Consider a property sold to a buyer on terms which includes a carryback
mortgage in favor of the seller for a portion of the sales price. The carryback
note includes a due date for a final/balloon payment.

When the due date for a final/balloon payment arrives, the buyer, unable to
obtain funds to pay off the carryback mortgage, defaults.

The buyer and seller agree to extend the note’s due date for the final payment
of principal. In exchange, the buyer agrees to an increase in the note’s interest
rate, raising the rate above the usury threshold. Thus, the seller’s yield on the
debt after the modification exceeds the rate ceiling set by usury laws.

The buyer makes all payments due on the modified carryback note, including
the final/balloon payment.

The buyer then makes a demand on the seller to return all the interest paid
after the modification, claiming the seller's modification of the note was a
forbearance controlled by usury limitations.

2 Calif. Const. Art. XV §1
3 Verbeckv.Clymer (1927) 202 C 557
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Is the buyer entitled to recover the interest paid after the modification in the
rate of interest due on the carryback debt?

No! The transaction in which the debt was created was a credit sale. As a
credit sale, the debtisnot a loan and thus not subject to usury laws. Although
the terms of the note evidencing the carryback mortgage were modified and
a forbearance (such as a cancellation of foreclosure) occurred, the status of
a carryback debt is not transformed by a forebearance into a loan. Thus, a
modification of the terms for payment — an interest rate increase — does not
subject the carryback debt to usury laws since the debt created in a credit sale
isnotaloan.

Consider a buyer of real estate who acquires property and takes over the
seller’s existing mortgage evidenced by a note carried back by a prior owner
of the property.

Later, the buyer defaults on the carryback mortgage. The mortgage holder
initiates foreclosure.

A pre-foreclosure workout agreement is negotiated between the buyer
and the mortgage holder. Under the terms of the agreement, the original
carryback note is cancelled and the trust deed lien is reconveyed.

In exchange for cancelling the note, the buyer signs and delivers a new
note and trust deed in favor of the holder of the cancelled carryback note
and reconveyed trust deed. The new note is secured by the same property as
described in the new trust deed.

The new note is for a greater amount than the principal amount which
remained on the carryback debt since the holder of the note was given a
bonus for restructuring the terms for payment of the debt, a sum added to the
unpaid principal. Also, the interest rate on the new note is increased.

Continuing with this example, the higher yield on the new note resulting
from the modified note rate and bonus paid to the mortgage holder exceeds
the maximum annual average yield allowed over the life of the debt by
usury laws.

After paying off the new note, the buyer demands the return of all the interest
paid on the new note, claiming it was the result of a forbearance which
brought the carryback debt under the protection of usury laws.

Is the mortgage holder entitled to retain the interest bargained for and paid
on the note?

4 DCM Partners v. Smith (1991) 228 CA3d 729

Restructuring
the carryback
debt

Rollover of
the debt
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Loan
disguised as
a carryback

assignment

A transfer to another of
rights held by a person.
A transfer to another

of a person’s right
under a contract such
as a mortgage, lease,
purchase agreement or
option.

Usury laws
avoided?

Yes! The new note evidenced a restructuring of the original credit sale debt,
and the debt remained secured by the property originally sold. As a rollover
of the debt created in a credit sale into a new mortgage on the property sold,
the debt retained its original characteristics as a carryback debt.

Restructuring the carryback debt with a new note and trust deed did not
convert the debt into a loan. Thus, the debt remained exempt from usury
laws.s

While the modification of a carryback note on a default does not convert the
debt into a loan, a loan transaction disguised as a carryback sale is subject
to usury laws. In this instance, the documentation for a loan as a carryback
transaction is merely a sham, a masked loan transaction.

For example, consider a seller of real estate who negotiates with a buyer to
cash out their equity in the property and assume the existing mortgage.
However, the buyer does not have the cash reserves needed to cash out the
seller’s equity.

The buyer is referred to a lender which is not a licensed real estate broker in
California. The buyer contacts the lender directly. The lender agrees to lend
the buyer the additional money needed to cash out the seller’s equity.

However, therate of interest demanded by the lender exceeds the maximum
yield allowed by usury laws.

Rather than lend the money directly to the buyer, the lender requires the
sales transaction be restructured as a carryback sale evidenced by a note
and trust deed executed by the buyer in favor of the seller. The note is to be
payable on terms dictated by the lender. The lender will acquire the note at
an agreed price by assignment from the seller concurrent with the close of
the sales escrow.

Thus, the buyer will cash out the seller's equity in a two-step transaction
consisting of:

+ thebuyer's down payment funds; and

+ thelender's funds structured as payment for the seller’s assignment of
the carryback note to the buyer’s lender.

Concluding our previous example, will the lender’s plan to structure its
advance of funds as a purchase of a carryback note by an assignment from
the seller avoid the interest limitations of usury laws?

No! Although the transaction on its face appears to be a credit sale and an
assignment of a carryback note to a trust deed investor, the initial purpose
for the involvement of the trust deed investor was to loan money to the
buyer. As a loan transaction initiated and negotiated by the buyer to obtain

5 Ghirardo v. Antonioli (1994) 8 C4th 791
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purchase-assist funds from a lender without the involvement of a broker to
arrange the loan, the transaction is a loan of money and subject to usury law
limitations.®

Editor's note — One way for a private lender to exempt its loans from the
lIimitation on interest rates imposed by usury laws is to retain a licensed real
estate broker to arrange the loan or become licensed as a real estate broker
itself, since all loans made or arranged by licensed brokers and secured by
real estate are exempt from usury limitations.”

Consider a buyer and seller in reverse roles from the previous example, but
with the same goal of cashing out the seller on close of the sales escrow. The
seller, not the buyer, initiates negotiations to sell the carryback mortgage to a
trust deed investor, who is also a non-exempt lender.

The buyer and seller enter into a purchase agreement calling for the buyer
to make a down payment and execute a carryback mortgage in favor of the
seller for the remainder of the purchase price. Closing is contingent on the
seller assigning the mortgage to a trust deed investor.

From the outset of negotiations, the seller intends to immediately sell the
carryback mortgage. To assure the mortgage can be sold, the seller (not the
buyerin this example) structures the terms of the carryback note for its sale to
a trust deed investor. A trust deed investor approves the buyer’s credit history
before the seller waives the contingency for further approval of the buyer’s
credit. [See RPI Form 150 §8.6]

The yield the trust deed investor is to receive for the funds they advance to
acquire the mortgage exceeds the usury limits.

The sales escrow closes concurrent with the trust deed investor funding the
purchase of the carryback mortgage by an assignment from the seller.

Later, the buyer claims the mortgage is usurious and they owe no interest to
the trust deed investor since the creation and sale of the carryback mortgage
was a sham designed to circumvent usury laws.

However, the carryback mortgage evidenced a debt intended by the buyer
and seller to arise out of a valid credit sale. The trust deed investor was not
brought in by the buyer to make a loan, but was sought out by the seller to
purchase the mortgage the seller intended to carryback and resell.

No recharacterization or alteration of the purchase agreement or the sales
escrow instructions was required to complete the seller’s sale of the carryback
mortgage by assignment to the trust deed investor.

6 Harris v. Gallant (1960) 183 CA2d 94
7 Calif. Const. Art. XV
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Unconscionable
advantage

Unconscionable
and excessive

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.
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Thus, the seller may freely assign their carryback mortgage to a trust deed
investor. The assignment does not transform the carryback debt into a loan or
subject the debt to the annual yield limitations of usury laws.2

Although a carryback mortgage and any modification (forbearance) of the
terms of an existing carryback note are exempt from usury laws, another
judicial limit controls for interest rate charges on carryback debts.

For example, consider a buyer of real estate with a 5% down payment who is
only able to obtain financing for 80% of the purchase price. The seller agrees
to carry back a second mortgage for the remainder of the purchase price.
However, the seller demands an interest rate of 20% per annum to cover
their risk of loss from default and foreclosure. Further, the note amortizes the
principal in payments over 30 years, but calls for a full payment in five years.

The buyer agrees to the seller’'s terms for the carryback mortgage since the
buyer believes they can obtain the funds necessary to pay off the carryback
mortgage prior to the five-year due date.

When the due date arrives, the buyer is unable to obtain the funds necessary
to pay off the carryback mortgage. The buyer defaults on the final/balloon
payment and the seller begin foreclosure proceedings.

Prior to the foreclosure sale, the seller agrees to extend the due date of the
mortgage for one year, provided the buyer agrees to increase the interest rate
to 200%. The buyer, not wanting to lose their equity in the property after five
years of ownership, agrees to the increased interest rate.

Interest payments under the modified carryback mortgage are made for six
months, after which the buyer defaults on the mortgage again. As before, the
seller begins foreclosure proceedings.

Continuing our previous example, the buyer now claims they are not liable
for the interest since the increased interest rate is usurious. Further, the
buyer claims the modified interest rate is voidable as it was the result of an
unconscionable advantage exercised by the seller when the increased
rate was negotiated.

The seller claims the mortgage is not subject to usury laws since it evidences a
carryback debt. In regards to the voluntary modification of the annual rate of
return, the seller claims the rate is justified based on the risk of loss inherent
in a 95% combined loan-to-value (LTV) ratio and rapidly rising mortgage
rates.

On the first issue, is the seller correct that the note is not subject to a claim of
usury?

8 Boernerv. Colwell Company (1978) 21 C3d 37
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Yes! The carryback note evidences a debt owed to the seller which is secured
by the property sold, the result of a credit sale. Thus, the carryback mortgage,
no matter how it is modified, is not subject to usury limitations on interest
rates.

However, the seller is incorrect on the second issue of an unconscionable
rate. The interest rate provision of the note as modified is so unconscionably
high as to be shocking to a court. Thus, as an unconscionable annual rate
of return on the debt, the excessive rate is not enforceable by the carryback
seller.’

9 Carboniv. Arrospide (1991) 2 CA4th 76

The interest rate yield received by a lender on a real estate loan, unless
exempt, is limited by California’s usury law to the greater of:

* 10% per year; or

» the discount rate at the Federal Reserve Bank of San Francisco
(FRBSEF) plus 5%.

A non-exempt real estate loan is usurious if the note evidencing the
loan provides for an interest rate exceeding the ceiling interest rate
yield on the day the loan is agreed to by the lender.

Usury laws apply only to a loan origination or forbearance of rights on
the default of a money loan. Thus, credit sales, such as carryback debt,
are not subject to the interest limitations of usury laws. Loans made or
arranged by a licensed real estate broker are also exempt.

The transaction in which the terms of a note evidencing the carryback
mortgage are modified or a forbearance occurs does not change to
transform the debt into a loan. Thus, a loan modification of the terms
for payment does not subject the debt to usury laws since the debt is
not a loan.

A new note evidenced a restructuring of the original credit sale debt
where the debt remained secured by the property originally sold and
retains its original characteristics as a carryback debt does not make the
debt a loan, and is not subject to usury laws.

While the modification of a carryback note on a default does not convert
the debt into a loan, a loan transaction disguised as a carryback sale is
subject to usury laws.

Chapter 23
Summary
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However, a seller assigning their carryback mortgage to a trust deed
investor does not transform the carryback debt into a loan subject to
usury laws.

Although a carryback mortgage and any modification (forbearance) of
the terms of an existing carryback note are exempt from usury laws, an
unconscionable annual rate of return on the debt is not enforceable by
the carryback seller.

assignment Pg. 258
balloon payment Pg. 256
forbearance Pg. 256
unconscionable advantage Pg. 260

usury Pg. 255
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Chapter

24

Alternative security
devices for sellers

After reading this chapter, you will be able to: Learning

+ identify the proper forms to be used in a sale of real estate to
document carryback financing;

+ explain how failing to record documentation of a sale does not
avoid triggering lender due-on enforcement rights;

+ discuss the use of the land sales contract to structure seller
financing and the corresponding issues of due-on enforcement
and reassessment; and

+ identify the consequences of concealing a sale from a mortgage
holder.

Objectives

land sales contract masked security device Key Terms
lease-purchase sale

The variables for repayment of any debt make up the fundamental aspectsof ~ Creative
financing, such as:

financing
+ theinterest rate; vs. creative

+ payment schedule; and chaos
* due date.

- the amount of debt owed;
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masked security
device

Alternative
documentation

for a carryback

sale, substituted

for a note and trust
deed in a deceptive
attempt to avoid
due-on enforcement,
Regulation Z,
reassessment for
property taxes,

profit reporting and
the buyer's right of
reinstatement or
redemption on default.
[See RPI Form 300-1
and 300-2]

Mistaken
expectations
with alternative
documentation

ARternative
instruments
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Two sets of forms are used in a sale of real estate to document the terms of
carryback financing which will be junior to any existing mortgage liens:

- anoteandtrustdeed, toevidenceand securethebalance of theseller’s
equity remaining to be paid following the buyer's down payment; or

+ anall-inclusive note and trustdeed (AITD), to evidence and secure
the balance of the price remaining to be paid after the buyer makes a
down payment. [See Chapter 13]

All other forms used to document the terms of carryback financing offer not
creative financing, but introduce an element of creative chaos, both legal
and financial. The economic function of all types of documentation of the
carryback sale is the same - debt, interest and payment.

Seller financing consists solely of arranging the financing of real estate
through the seller’s extension of credit to pay a portion of the sales price in
the future — an installment sale. Arranging financing does not include
the creation of alternative documentation to replace the note and trust deed,
called masked security devices.

Creating new forms, by using documents designed to serve a different purpose
than a trust deed (such as a lease-option) or using forms which have outlived
their once useful purpose (such as the obsolete land sales contract), is the
primary cause of creative chaos and the resulting mistaken expectations.

Documents developed for otherwise legitimate business purposes are
occasionally substituted for notes and trust deeds to set up a smoke screen in
an attempt to avoid:

+ amortgage holder’s exercise of its due-on clause;

+ reassessment for property tax purposes;

« income tax reporting of profits; and

+ the buyer’s right of reinstatement or redemption on a default on the

debt.

The purpose of this activity is to corrupt the system set up to track
conveyancing. All too often, the intended result is actually attained without
penalty.

Alternative documentation for a carryback sale includes such instruments
as:

« land sales contracts, sometimes called contracts for deed;
+ long-term escrows with interim occupancy agreements;

+ unexecuted or open-ended purchase agreements with interim
occupancy, sometimes called lease-purchase agreements;

+ lease-option sales contracts; and

« reverse trust deeds coupled with one of the above.
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During periods of rising interest rates and decreasing sales, when the
frequency of lender due-on enforcement also tends to rise, these alternative
financing techniques are used to mask the existence of a sale in order to
avoid due-on enforcement. Similarly, in the masking process, reassessments
for an increase in property taxes do not automatically occur.

However, mortgage holders with due-on clauses are allowed to call or recast
a loan on the transfer of any property interest, including:

+ asale;
+ atransfer of any possessory interest;
+ a further encumbrance; or

+ aforeclosure of the property.:

All of these activities trigger the due-on clause, whether recorded or not.

Editor's note— Notable exceptions for the marketplace allow leases of three
years or less on any property (without an accompanying purchase option),
and further encumbrance of owner-occupied, single family residences
(SFRs) to escape due-on enforcement.

Since attempts to hide sales from the mortgage holder and county assessor
usually involve the use of alternative security devices, inherent financial
and legal disadvantages exist from the outset of the transaction.

By changing the intended use of legitimate documents, the legal rights of the
partiestothe transaction becomedifferent from therights permitted by the use
for which the document was originally drafted, called recharacterization.

With most alternative security arrangements, the new owner/buyer fails
to become the owner of record and often fails to exercise the full benefits of
ownership, such as:

+ interest/depreciation deductions;
+ theright to further encumber the property; and
* property tax exemptions, etc.

Hiding the purchase from the mortgage holder generally includes hiding it
from everyone, including the Internal Revenue Service (IRS), Franchise Tax
Board (FTB), assessors and creditors.

Other disadvantages exist for owner/buyers who use alternative carryback
devices in lieu of a note and trust deed. These negative results include the
failure to record the documents used and the loss of the benefit extended
to recorded documents, as well as the lack of title insurance.

Ifacarrybacktransactionistogounrecorded,unescrowed anduninsured,
at the very least the proper documents need to be used — a grant deed, trust
deed and note — to avoid compounding the failure to record and obtain a
title insurance policy by using chaotic documentation.

1 12 Code of Federal Regulations §591.2(b)
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land sales contract
An agreement
infrequently used by
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a sale of real property
to retain title to the
property until all

or an agreed part of
the purchase price
has been paid. Also
commonly called

a land-contract,
conditional sales
contract, installment
sales contract or real
property sales contract.
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The land sales contract was widely used from the late 1960s to the late
1970s as the preferred method for avoiding due-on enforcement by mortgage
holders.? [See RPI Form 168]

The financing arrangement is deceptively simple.

Undera landsales contract,abuyer and seller enter into a contract for the sale
of property. The buyer takes possession of the property and makes payments
according to the terms of the contract. The transaction lacks a formal escrow,
title insurance, and the numerous disclosures of property conditions and
statutorily mandated seller financing disclosures. [See RPI Form 300-1]

Title does not formally pass to the buyer by grant deed until the buyer pays
the seller in full.

One might argue the existing mortgage holder of record has no cause to call
the loan since the record of ownership of the property does not officially
change until the contract is fully performed. However, this argument fails
since title is not in issue — property ownership and possession are.

On entering into a land sales contract, an equitable conversion of ownership
occurs.

From that moment forward, the seller is only entitled to receive money, not
a return of the property, except by foreclosure. Thus, the buyer becomes the
equitable owner of the real estate with the right of redemption to pay all
sums due the seller and get clear title. No right of reinstatement exists for the
buyer under a land sales contract.?

However, as straight forward as the land sales contract may sound, it has
proven to be an extremely fragile financial and legal affair.

Although a land sales contract with a power-of-sale provision is accorded
the same statutory treatment as a trust deed, courts give unequal treatment
to the defaulting buyer under a land sales contract which does not contain a
power-of-sale provision.

Most land sales contracts provide no such power of sale. Thus, they need to
be judicially foreclosed on a default since in essence they are a two-party
mortgage.

A defaulting buyer who has built up a substantial equity under a land sales
contract has an unconditional right to complete the purchase by paying the
entire remaining balance, a redemption. However, the buyer hasnoright to
reinstate on a default, unless the contract includes terms for a reinstatement
or a trustee’s power-of-sale provision (which automatically permits the rights
of reinstatement and redemption).*

2 Tuckerv. Lassen Savings and Loan Association (1974) 12 C3d 629
3 Tucker, supra
4 Petersen v. Hartell (1985) 40 C3d 102
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Thetrendistoregard theland sales contract withouta power-of-sale provision
as a mortgage. A mortgage bears no legal difference from a carryback trust
deed, except for the lack of a power-of-sale provision.

A basic land sales contract is an agreement to convey title to the buyer
when the buyer fully satisfies the dollar amount remaining unpaid on the
purchase price.

Also, to fit within the statutory definition of a land sales contract, the
agreement to convey title may not call for the transfer of title within one
year after the buyer is given possession of the property.s

The seller under the land sales contract, recharacterized as a vendor, retains
legal title to the property as security for the buyer's promised payment of the
balance of the purchase price. The buyer, recharacterized as a vendee, receives
possession of the property and automatically becomes the equitable owner
of the property.

Although the unrecorded land sales contract is often used to mask a sale
of real estate, the sale is actually completed when the land sales contract is
signed by the parties and delivered to the seller in exchange for the transfer of
possession of the property to the buyer. A small down payment to the seller
usually accompanies the transaction.

Conveyance of title to the buyer usually occurs years later when a formal
sales escrow is opened to complete the seller’'s performance of the land sales
contract. The escrowing of the conveyance under a land sales contract is an
event no different in legal and financial effect than the reconveyance of a
trust deed mortgage lien from title on payment in full.

The conveyance escrow is not a traditional “sales escrow” at all as the
sale and occupancy by the buyer occurred years before. The conveyance
escrow is merely the means used to pay off and release the seller’s security
interest in the property under the land sales contract. Throughout the buyer’s
occupancy, the seller retained title to the property not as owner, but as the
holder of security for the remaining unpaid balance on the credit sale. What
escrow ultimately records and the assessor sees is a sale, not the mortgage-
burning party it is.

It is prudent for the buyer and seller to determine and analyze the risks
and benefits accompanying their use of an unescrowed, unrecorded and
uninsured land sales contract before they either:

+ signand deliver an offer to purchase on a land sales contract [See Figure
1, RPI Form 167]; or

+ sign and deliver the land sales contract and exchange down payment
funds and possession. [See Figure 2, RPI Form 168]

5 Calif. Civil Code §2985

Conveyance
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contract
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Figure 1
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Typically, when a land sales contract is used, the formal aspects of an
escrowed sale of real estate are imprudently deferred until a “sales escrow” is
opened to handle the buyer’s payoff and the seller’s transfer of title to close
out the land sales contract.

The later sales escrow employed to satisfy the land sales contract by final
payoff fails to reflect the fact that the actual sale occurred years earlier when
the buyer and seller entered into the land sales contract.


http://journal.firsttuesday.us/?ddownload=50405
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The sales escrow, opened to close out the land sales contract transaction, is for
the purpose of either:

+ afull conveyance and refinancing of the property with a new mortgage
holder to provide funds for the payoff of the debt owed to the seller on
the land sales contract; or

+ aseller “rollover” of the remaining contract debt into a note and trust
deed, executed by the buyer and received by the seller on a transfer of
the title to the buyer.

All costs of a conventional closing incurred in a formal sales escrow, also
called transactional costs, are avoided at the time of entering into a land
sales contract. A sellerand a buyer choosing to use a land sales contract rarely,
if ever, escrow the land sales contract transaction, obtain title insurance,
local government occupancy or retrofit certificates, or energy reports. They
also lose the corresponding benefits of these activities.

Closing costs are deferred until a sales escrow is opened to complete
performance of the land sales contract and convey title to the buyer.

Closing costs on a sale include:

+ escrow fees;

+ recording costs;

+ title insurance premiumes;

+ abeneficiary statement; and

+ assumption or loan fees.

Reassessment, supplemental tax bills and income taxes are soon to follow
these fees.

The payment of brokerage fees is often in large part deferred, evidenced as a
fractional ownership in, or a lien on, or a provision in the land sales contract
until the seller is paid in full through the sales escrow.

Consistent with their rationale for not recording a land sales contract, buyers
and sellers do not request a beneficiary statement from the mortgage
holder ora waiver of the mortgage holder'sright to call or recast the mortgage
on a transfer of equitable ownership. [See RPI Form 415]

Thus, sellers and buyers often mistakenly believe an unrecorded sale of real
estate (such as a sale on a land sales contract), which is not brought to the
attention of the mortgage holder or the county assessor, does not trigger the
due-on clause or reassessment as a sale and change of ownership.

On the contrary, even if the land sales contract document is not recorded,
entering into a land sales contract triggers both:

+ the due-on clause in an existing trust deed as a transfer of an interest;
and

Closing costs
deferred

Due-on-
sale and
reassessment
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* reassessment for property tax purposes as a change of ownership.

Whenever the holder of a mortgage containing a due-on clause discovers
the mortgaged property has been sold on a land sales contract, the mortgage
holder can enforce the due-on clause. Likewise, the county assessor can
retroactively reassess on their discovery of the sale (and the tax collector can
demand back taxes).

Escrow companies have contributed to the creative chaos scene in the form
of the contract escrow.

The contract escrow actually involves two escrows.

On the close of the sales escrow, the cash down payment is disbursed to a
seller. However, all documents normally recorded, such as a grant deed and
atrustdeed, are placed in a second “holding” escrow. Nothing is recorded, but
the proper documentation has been completed.

The sale of property has been closed for purposes of reassessment, due-on-
sale and income tax.

The second contract escrow holds the documents until a written request from
the buyer or the seller is received by escrow instructing them to record the
grant deed and trust deed.

Since both the seller and the buyer have an insurable interest in the property,
two separate policies of fire and hazard insurance are frequently obtained
— one for the seller and another for the buyer. Alternatively, an agreement
is entered into by the buyer and seller giving the buyer an interest in the
proceeds of the insurance policy.

The carryback note is often placed on contract collection with the same
escrow company.

Similar in approach to the land sales contract is the transfer of possession to
the buyer under an unexecuted purchase agreement, as a sales escrow
will not be closed for an extended period of time.

Here, a marketing instrumentis used, such as a regular purchase agreement
form.The purchase agreement is turned into a security device characteristic
of a land sales contract or lease-option. The purchase agreement contains a
provision for transfer of possession and buildup of equity by a credit to the
purchase price for a portion of the buyer's payments to the seller, called a
lease-purchase sale.

For example, consider a buyer and seller who sign a standard purchase
agreement. [See RPI Form 150]
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Escrow is opened. A grant deed, a carryback note, a trust deed, and the down
payment are deposited into escrow within 30 to 6o days. A preliminary title
report may even be ordered. However, the closing and disbursement of funds
are delayed until after one to three years of timely performance by the buyer.

During the extended escrow period, payments are made by the buyer to the
seller which include credit of a portion of the payment toward the down
payment (or price) called for in the purchase agreement. Often, the buyer’s
payments are sent to the same escrow company that received the down
payment and documents. In turn, the escrow forwards the funds on to the
seller, the mortgage holder or a portion to both.

Since the buyer wants to take possession of the property prior to the close
of escrow, they enter into an interim occupancy (lease) agreement with the
seller. Neither the lease nor the escrow will extend beyond three years to
avoid triggering any due-on clauses.

If the seller enters into a lease for more than threeyears or applies payments
toward the purchase price, the transfer of possession will qualify as a sale,
triggering reassessment, profit tax reporting, the mortgage holder’s right to
accelerate the loan, etc.®

For the buyer to protect any increase in the property’s value which occurs by
the end of the occupancy period, the buyer needs to:

+ timely close the long-term escrow;
« renew or extend the lease; or

+ find a buyer who will purchase their position.

Buyers and sellers of real estate need to understand that a sale structured as a
lease-optionisstill a sale. The form used to structure the sale doesnot change
a buyer’s or seller’'s rights and obligations under mortgage and contract law.

Moreover, a seller seeking to disguise a sale as a lease-option transaction
creates risks that are eliminated by more conventional wraparound formats,
like the all-inclusive trust deed (AITD).

A sale documented as a lease and option to purchase typically lacks a power-
of-sale provision— the seller’s best remedy to recover the property (title and
possession) if the buyer defaults. [See Figure 2]

The lease-option sale usually is not documented through an escrow, nor is
there delivery of a grant deed or a note and trust deed.

Instead, the buyer will lease the property and hold an option to purchase
the property at a predetermined price, not a price based on market value at
the time of exercising the option. Thus, any increase in value accrues to the
buyer, not the seller.

6 12CFR§591.2(b)
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A sales transaction
characterized by a
purchase agreement
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of the buyer’s lease
payments.
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Figure 2
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The down payment, labeled option money, is applied toward the purchase
price of the property if the option is exercised. Similarly, a portion of the
monthly payment, called rent, will apply as principal paid toward the price
on exercise of the option prior to its expiration. Of course, the expiration of
the option is the legal equivalent of a due date for payment of the balance of
the purchase price. [See Figure 3, RPI Form 163]

However, when a buyer as tenant receives credit toward the purchase price
on payment of their option money orrent, the lease-option is recharacterized
as a land sales contract or mortgage.


http://journal.firsttuesday.us/?ddownload=50395
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Also, a carryback sale structured as a lease-option typically fails to include a
trustee’s power- of-sale provision. Thus, the seller is prohibited from rapidly
foreclosing by a trustee’s sale to eliminate the equity the buyer has paid for
and built-up in the property.

Except for the absence of documentation in the form of a grant deed, note
and trust deed, the terms of the lease-option sale have all the economic
characteristics of a credit sale. Under a lease-option sale, there is:

« an agreed-to price;
+ adown payment;

+ monthly rent payments which apply in whole or in part toward
principal (the balance being interest); and

+ afinal/balloon payment for the balance of the unpaid purchase price.

When a buyer in possession of property under an agreement with the
seller receives credit toward the purchase price for a portion or all of their
payments to the seller, the buyer has built up and established equity in the
property. Thus, the buyer has an ownership interest in the property which
carries with it the right of redemption to pay off the seller and get clear
title. The buyer's redemption rights can only be terminated by a judicial or
nonjudicial foreclosure, or a deed-in-lieu of foreclosure. Either way, the seller
(the mortgage holder in this arrangement) will likely be called on to pay “key
money” to get possession of the property.

A lease-option agreement structured on terms economically consistent with
a credit sale (a down payment, a credit of payments toward the price or both)
is neither a lease between a tenant and a landlord nor an option to buy.
The lease-option sales agreement is a disguised security device for credit
financing of a sale arranged by a buyer and a carryback seller.’

An actual lease coupled with a separate option to buy is the antithesis of seller
financing. A borrower’s debt obligations and a mortgage holder’s foreclosure
rights are diametrically opposed to a tenant’s leasehold obligations and the
eviction rights of a landlord.

Also, all lease-options trigger due-on provisions in mortgages which
encumber property.

Tax-wise, lease-option sales are recharacterized by the IRS, the state FTB and
the county assessor as carryback financing or land sales contracts.

One reason sellers conceal property sales behind the format of a lease-option
is to avoid added tax burdens on a change in ownership. Under an actual
option agreement, any option money received by the seller is reported
as either profit or income when the option is exercised or expires, or the
property is sold subject to the option. [See Chapter 26]

7 Oesterreich v. Commissioner of Internal Revenue (9th Cir. 1955) 226 F2d 798

Economic
characteristics
of a credit sale

Tax aspects
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Figure 3
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The seller, disguised as a landlord, might also deduct the amount of the
property’s annual depreciation to reduce income taxes, until the IRS
recharacterizes the lease-option as a sale and disallows the deductions.

Buyersaremotivated tostructureasaleasan unrecordedlease-optiontoevade
additional taxes due on property reassessment by the county. However, the
use of a lease-option to mask a sale has property tax consequences, since the
economic characteristics of the transaction constitute a change of ownership,
triggering retroactive reassessment when later discovered.
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The reverse trust deed is occasionally used to provide recorded protection
for a buyer’s investment in an otherwise unrecorded transfer, such as one
involving the two-step contract escrow.

As the name suggests, the economic roles of the buyer and seller in the
transaction are reversed by recharacterization of events.

Under a reverse trust deed, escrow is instructed to document the amount of
the down payment on the property as a loan made to the seller.

The seller, disguised as an owner borrowing money, signs a note for the
amount of the down payment and a trust deed in favor of the buyer. The trust
deed appears as the buyer's lien on the very property the buyer is acquiring,
hence its name: reverse trust deed.

When escrow closes on the sale, the buyer’s reverse trust deed is recorded
naming the buyer as the beneficiary. The seller receives the net proceeds
from the down payment. The buyer takes possession of the property under a
lease signed by both the seller (as the landlord) and the buyer (as the tenant).

All other documents regarding the buyer's actual purchase of the property
— the executed grant deed and any carryback notes or trust deeds — are
left unrecorded and placed into a contract or holding escrow. The escrow
agent is instructed to hold these documents (together with the note and a
request for a reconveyance of the reverse trust deed) until the buyer or seller
requests they be recorded.

As a result, the record title indicates the seller merely equity-financed the
property. Neither the mortgage holder nor the tax assessor is alerted to the
transfer as long as the grant deed remains unrecorded and undisclosed.
However, both the mortgage holder’s due-on clause and the assessor’s right
to reassess have been triggered.

The reverse trust deed takes the place of the Memorandum of Agreement
recorded in some contract escrow arrangements.

Despite its duplicitous nature, the reverse trust deed presents a degree of
financial protection to the buyer. When recorded, it prevents the seller from
defeating the buyer's down payment by further encumbering or deeding out
the property to a bona fide purchaser (BFP).2

If the seller interferes with the buyer's unrecorded grant deed interest, the
buyer can foreclose on the trust deed and wipe out the seller’s position.

8 Miller v. Cote (1982) 127 CA3d 888

Reverse trust
deed
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requested
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Economic and
legal flaws

Reverse trust
deed tax
liabilities

The reverse trust deed is not perfect and has several potentially fatal flaws,
both economic and legal.

Economically, price inflation or value appreciation of the property will
cyclically outstrip the buyer's ability to protect their equity (due to the
historical 2% annual rate of inflation as a monetary policy of the Federal
Reserve and cyclical asset inflation).

If the buyer needs to foreclose on the property to recover the amount of their
down payment, the buyer will only become the legal owner of the property
if they are the successful bidder at a trustee’s sale.

Further, the buyer runs the risk of being overbid by other bidders who appear
at the sale. At a minimum, the buyer as the foreclosing beneficiary of the
trust deed will only get back the amount of their original down payment,
plus interest.

Legally, the reverse trust deed is even more disenchanting than lost inflation
or appreciation. Even if the buyer could bid high enough at the trustee’s sale
to acquire title to the property, they still stand to lose it if the senior mortgage
holder calls the loan, and if unpaid, forecloses.

If the property is an owner-occupied, one-to-four unit residential property,
the owner (meaning the seller, not the buyer) can further encumber and
avoid a call under the existing mortgage holder’s due-on clause only if they
continue to occupy the property.?

Thus, the very purpose for using a reverse trust deed (to transfer possession
without the risk of the due-on-sale/reassessment) renders it legally useless,
except to foreclose on the property. The reverse trust deed does not avoid a
call or the recasting of the existing financing or a reassessment when the
transaction is discovered by the mortgage holder or the county assessor.

Tax-wise, a reverse trust deed transaction, unless reported as a sale, exposes
the seller to liability for tax evasion for deliberately restructuring a sale to
appear as a non-taxable event (a loan) — unless it is actually reported as a
sale in the year of the transaction.

The substance and function of the transaction (the sale of the property)
supersedes its recorded form (the trust deed loan).

Also, concealing the sale from the county assessor results in the imposition of
stiff property tax penalties by the county tax collector. The seller is also faced
with penalties for their failure to report profit to the IRS and FTB.

When the grant deed is eventually recorded, its date prepared and notarized
will probably alert the assessor to the unrecorded transfer of the property,
which occurred a few years earlier, triggering retroactive assessment and the
mailing of tax bills.

9 12 CFR §591.5(b)(1)(i)
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When a formal sales escrow is not used to handle documents and funds on a
sale, the person arranging the sale, generally the broker, is required to report
the transaction to the IRS on a 1099-S form.°

The IRS recognizes the sale date to be the earlier of the dates on which:

- title is transferred; or

+ the economic benefits and burdens of ownership shift from the seller
to the buyer.™

Typically, reporting the sale to the IRS with a 1099-S form is incorrectly
deferred until the title is conveyed to the buyer through escrow on payoff of
the land sales contract, lease-option or other masked security device or off-
record handling. Here again, escrow improperly collaborates with the seller,
buyer and broker to prevent discovery of the previously masked sale by all
persons or agencies, even when escrow closes and reports the closing as the
date of the sale.

10 Revenue Regulations §1.6045-4(a)
11 Rev. Reg. §1.6045-4(h)(2)(ii)

Two sets of forms are used in a sale of real estate to document the
terms of any carryback financing which will be junior to any existing
mortgage liens:

* anote and trust deed; or

* an all-inclusive note and trust deed (AITD).

All other forms used for documenting the terms of carryback financing
offer not creative financing, but introduce an element of creative chaos,
both legal and financial.

During periods of rising interest rates, alternative financing techniques
share a common strategy of masking the existence of a sale in order to
avoid due-on enforcement.

However, mortgage holders with due-on clauses are allowed to call
or recast a loan on the transfer of any property interest, including a
sale, a transfer of any possessory interest, a further encumbrance or a
foreclosure of the property, whether recorded or not.

The land sales contract was widely used from the late 1960s to the late
1970s as the preferred method for avoiding due-on enforcement by
mortgage holders. However, entering into a land sales contract triggers
both the due-on clause in an existing trust deed as a transfer of an
interest and reassessment as a change of ownership, even if the land
sales contract document is not recorded.

Filing the IRS
1099-S

Chapter 24
Summary
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Concealing a sale from the county assessor results in the imposition of
stiff property tax penalties by the county tax collector. The seller is also
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After reading this chapter, you will be able to: Lea rning
+ distinguish between reportable interest income and profits in Objectives

payments received by the seller on a carryback note;

+ calculate the seller's annual tax reporting of interest income
from a carryback note at no less than a minimum interest rate by
imputing interest as an allocation from principal; and

+ understand the process of converting principal to interest using
an Applicable Federal Rate (AFR).

Applicable Federal Rate (AFR) imputed interestrate Key Terms

cost basis portfolio category income

Consider a seller of investment real estate who extends carryback financing, Charge or
also called an installment sale, to a buyer for a portion of the property’s  «
Y ”*  impute at the

sales price.
note’s own
In addition to stating the principal amount owed, the carryback note sets
forth: AFR
+ theinterest rate charged by the seller;
+ the monthly installment payments of principal and interest; and

+ the due date for the final/balloon payment.
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portfolio category
income

Unearned income
from interest on
investments in bonds,
savings, income
property, stocks and
trust deed notes.

cost basis

The cost incurred to
acquire and improve
an asset subject to
adjustments for
destruction and
depreciation, used
primarily for tax
reporting and recovery
of capital.

The dynamics
of planning
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Taxwise, the interest income portion of each installment payment is
reported by the seller as portfolio category income. The interest income
is then offset by any losses in the operation or sale of portfolio assets, such as:

« land holdings;

+ ground leases;

+ income property subject to a management-free, net lease agreement;

* mortgages; or

+ stocks and bonds.
Anyremaininginterestearningsin the portfolioincome category are reported
and, unless offset by losses from the business or rental income categories and

personal deductions, taxed at ordinary income rates. Ordinary income tax
rates range from a floor of 10% to a ceiling of 39.6% (in 2016).

When the seller's remaining cost basis in the property is greater in amount
than the mortgage encumbering the property, the principal amount of the
carryback note represents an allocation of:

+ part of the basis; and

+ aportion of the profit taken on the sale.
The cost basis portion of each payment of principal is a return of capital and
thus is not taxed. Conversely, the profit portion of the principal is comprised
of gains to be reported within the property’s income category (trade/

business, rental/passive, portfolio or personal residence) and is taxed, if not
offset by other losses.

The profits on the sale of income-producing property comprise:

« unrecaptured depreciation gains; and
+ long-term capital gains.

These gains are taxed at a ceiling rate of 25% for unrecaptured depreciation
gains and 15% for long-term capital gains, unless offset by:

+ capital or operating losses on other properties owned by the seller
within the same income category;
« allowable losses spilled over from other income categories; or

» itemized deductions.

The 164% spread that exists between the long-term capital gain tax (15%) and
the maximum tax on interest income (39.6%) is the dynamic which makes
tax planning interesting to brokers, attorneys and accountants.

Sellers can reduce the overall amount of their taxes on an installment sale,
while still receiving the same total amount of dollars over the life of the
installment sale, by:

+ increasing the purchase price of the property sold (thus increasing
profits which are taxed at a 15% rate); and
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+ decreasing the interest rate charged on a carryback note (thus reducing
ordinary income which is taxed at a 164% higher rate than gains).

To combat this shiftin earnings from interest income to profits on installment
sales, which reduces the overall tax on the entire transaction, the federal
government set a floor rate for minimum interest reporting on carryback
notes. Minimum interest rates limit the extent to which taxes can be reduced,
properly called tax avoidance.

Conceptually, all sums received by the seller on the carryback note, whether
labeled as principal or interest, are subject to a reallocation of principal to
interest under imputed interest reporting rules.

The rules for imputing interest only apply to the seller. The buyer reports the
principal and the interest as agreed in the carryback note, and the terms of
the note remain unaltered by any imputing reported by the seller.

Carryback financing arrangements are subject to the minimum imputed
interest rate reporting rules if the terms of the note call for any installment
payments to be made for more than six months from the date the transaction
closes.

Every debt that is the result of an extension of credit on a sale, such as a note
carried back by a seller, has an Applicable Federal Rate (AFR) of interest.
The note’s AFR sets the minimum rate of interest the seller will report over
the life of the carryback note. The rate of interest reported is fixed and does
not vary during the life of the note, unless the terms of the note are modified.

Each carryback debt, regardless of the type of security device employed, has
its own AFR. These financing arrangements include:

* atrust deed note;
+ aland sales contract;
+ alease-option sale; or

+ alease-purchase agreement.

These security devices used by the seller include the terms for payment of the
installment debt owed the seller for the unpaid portion of the purchase price.

Any carryback debt negotiated at an interest rate lower than the note’'s AFR
triggers the reporting of a portion of the note’s principal balance as interest.
AFR reporting entails an allocation and conversion of principal to interest by
the taxpayer, called imputing.’

Taxwise, imputing decreases the amount of principal reported on the
carryback note. In effect, imputing also reduces the sales price the seller
reports for the property sold. Likewise, the profit which would have been
reported without imputing is decreased. Further, the interest income is
increased by the amount of principal allocated to interest.

1 26 United States Code §1274(b)

imputed interest
rate

The applicable federal
rate (AFR) set by the
Internal Revenue
Service (IRS) for
carryback sellers to
impute and report as
minimum interest
income a portion

of principal when
the noterateon a
carryback debtis a
lesser rate.

Reallocation
of principal
to interest

Applicable Federal
Rate (AFR)

Rates set by the
Internal Revenue
Service for carryback
sellers to impute and
report income at the
minimum interest
when the note rate on
the carryback debt is a
lesser rate.
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Applicable
Federal Rates

Periodic
payment
schedules

The financial result of this allocation of principal to interest is a shift of profits
to interest income. Further, this results in an overall increase in the amount
of taxes the seller will pay on the transaction during the life of the carryback
mortgage.

The buyer is completely unaffected by the imputing and the seller’s income
tax reporting, and simply reports the principal and the interest as agreed in
the carryback note.

Figures for the AFRs are set monthly by the Internal Revenue Service
(IRS). AFR figures are loosely based on the rates of return (yield) on Treasury
notes (T-notes) and bills (T-bills) issued by the government.

The percentage figure set as the AFR for a particular carryback note is based
on three factors from the installment sales transaction, including:

+ the acceptance date of the purchase agreement;

+ the term of the note; and

+ thenote’s periodic payment schedule.
The first step towards identifying the proper AFR for a note is to locate
the AFRs for the month of acceptance of the purchase agreement or
counteroffer, lease-option or land sales contract. Alternatively, the AFR

figure may be selected from the AFRs for either of the two months before the
date the purchase agreement is accepted.>

The IRS sets 12 fixed-rate AFRs each month. Thus, based on the note’s due
date, the fixed rates are broken down into three AFR categories:

+ short-;

+ medium-; and

+ long-term.

Further, each category contains four rates, classified as monthly, quarterly,
semi-annual and annual periodic payment schedules, one of which is
selected based on the payment schedule in the carryback note. [See Figure 1]

The second step towards identifying the proper AFR for a note is to select the
AFR category in which the note belongs, based on the term of the note. The
selection of a category is set by the number of years from the closing of the
sale to the due date of the note’s final payment.

The categories are divided as follows:
+ notes with due dates of three years or less fall into the short-term
AFR category;

+ notes due between three and nine years fall into the mid-term AFR
category; and

2 26 USC §1274(d)(2)
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March 2016 Figure 1
Short term, not over 3 years: AFR Example
Applicable
Monthly ... ... 0.65% Federal Rates
Quarterly .. ... 0.65%
Semi-annual .. ... .. 0.65%
ANNUAL . .o 0.65%
Medium term, between 3 and 9 years: AFR
Monthly . ... 1.47%
Quarterly . ... 1.47%
Semi-annual .. ... 1.47%
ANNUAl . ..o 1.48%
Long term, over 9 years: AFR
Monthly . ... . 2.31%
Quarterly . ... 2.31%
Semi-annual . ... . 2.32%
ANNUAL . ..o 2.33%

+ notesdue in over nine years fall into the long-term AFR category.3

Option periods to renew or extend the note’s due date are included when
figuring the length of the note’s term and selecting the correct AFR category .4

The last step towards identifying the proper AFR for a note is to select the
rate within the due date category that matches the note’s periodic payment
schedule (monthly, quarterly, etc.).

For all carryback sales entered into in 2016 in an amount no greater than 9Y% il

o ceiling u
$5,664,800, called the interest threshold, the minimum reportable interest gup
rate is the lesser of 9% or the note’s AFR.5 to threshold

amount

3 26 USC §1274(d)(1)(A)
4 26 USC8§1274(d)(3)
5 26 USC §1274A(b); IRS Revenue Ruling 2015-24
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Re-amortize
and report

Thus, 9% compounded semi-annually is the maximum rate for imputing
carryback notes with a principal balance at or below the threshold amount,
even though the AFR may exceed 9% (as it did in the early 1980s and will
likely occur again by the 2030s).6

The threshold amount for applying the 9% ceiling is adjusted for inflation
each year by the IRS, starting from a base amount of $2,933,200 in 1990.7

A carryback note with a principal amount greater than the interest threshold
reports interest at or above the note’s AFR on the entire amount on the note.
Reporting is without regard to the ceiling of 9% and not just on the amount
exceeding the threshold. In summary, if the note rate is less than the note’s
AFR, the principal amount of the note (for reporting purposes only) is reduced
to conform to the amortization schedule, due date and the note’s AER in the
process of imputing.

All carryback notes that are part of the same transaction or a series of related
transactions are considered to have occurred in one sale. The amounts to
be paid in principal and interest over the life of all carryback notes in related
sales transactions are totaled to determine whether the 9% threshold ceiling
or the AFR restrictions apply.2

The IRS, to avoid economic distortion in private transactions, injects an
equalizer in the form of a minimum annual rate of interest the seller may
report on a carryback note.

This floor rate for reporting interest income neutralizes the seller’s incentive
to effectively raise the price a buyer will pay in exchange for reducing the
interest charges on the carryback note. Thus, the minimum reportable
interest rate implicitly removes an incentive to artificially increase the sales
price of property to exceed its market value.

Consider a seller who agrees to carry a note for $100,000 at an interest rate of
7%, monthly payments of $665.30 with a $94,797.06 final/balloon payment
due in five years. Based on the month the purchase agreement is entered
into, the carryback note’s medium-term due date and the monthly principal
and interest payment schedule, the fixed AFR which controls for the entire
life of the note is 8%, a higher rate than the 7% note rate. [See Figure 2]

Over the life of the note, the seller is scheduled to receive a total stream of
principal and interest payments equal to $134,049.76 — $100,000 in principal
and just over $34,000 in interest under the terms of the 7% note.

Each year, the seller will receive payments of principal and interest totaling
$7,983.60. This amount is first applied to and reported as interest at no less
than the note’s AFR. The amount of the remaining payment is then deducted
from the note’s principal balance.

6 26 USC§1274; Rev. Rul. 2015-24
7 26 USC8§1274A(d)(2)
8 26 USC8§1274A(d)(1)
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v" $100,000 note at 7% annual interest rate, AFR is 8%
v $665.30 monthly payments
v five-year due date
v Total payments collected equal $134,049.76; $665.30 x 59
months plus $94,797.06 final payment
Principal reduction
Term 7% note balance 8% AFR balance
origination $100,000 $95,994
end of year 1 $98,984 $95,679
year 2 $98,984 $95,338
year 3 $96,727 $94,968
year 4 $95,475 $94,568
Final payoff $94,797.06 $94,797.06

The principal received is further broken down into basis and profit on the
profit-to-equity ratio for installment sale reporting of profit taxable from year
to year.?

Taxwise, the interest rate the buyer is charged is less than the AFR. Thus,
interest income is imputed (from principal) and reported by the seller as
portfolio income at the AFR figure.

To calculate the interest income reported to the IRS, the seller re-amortizes
the note (based on the amount of the scheduled installments, the final/
balloon payment amount and the number of months until due) at the note’s
AFR of 8%. These figures will set the amount imputed as reportable interest,
and in turn, reduce the principal amount reported on the note.

Continuing our previous example, to calculate the note’s AFR principal
balance on origination for tax reporting, the seller first needs to calculate the
principal amount to be received as the final/balloon payment by subtracting
one month’s interest at the AFR.

1. Interest =$94,797 final payment x .08/12 = $632

9 26 USC§453

Figure 2

Re-amortization

of imputed
interest

Greater portion
of each payment
reported as
interest income
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Commingling
interest and
profit

2. 594,797 - $632 = 504,164 principal amount in the final/balloon
payment

Next, the number of years it will take to pay off the principal amount of the
final principal payment needs to be calculated using a financial calculator.

3. Principal balance (in final payment) = $94,164; monthly payment =
$665.30; annual AFR interest = 8%

4. Resulting term = 36 years to fully amortize

Next, add the number of years running from origination to the date of the
final/balloon payment to the AFR amortization period determined for the
payoff amount. The total years for amortization is used to calculate the AFR
principal balance at origination, or present value (PV).

5. 36years + 5 years = 41 years, the amortization of AFR principal at the
AFR interest figure

Next, using a financial calculator, calculate the AFR balance at origination,
or PV, using the recalculated AFR amortization period, the scheduled
monthly payment and the AFR interest figure.

6. Term = 41 years; monthly payment = $665.30; annual interest = 8%
7. Resulting AFR balance at origination = $95,994

Using an amortization table or financial calculator, the AFR balances at
the end of each year may now be determined for each year up to the final/
balloon payment.

This re-analysis of the principal and interest in the note’s stream of scheduled
installments and payoff amounts at the imputed interest rate reduces
the profit by reducing the original principal amount of the note and the
principal amount contained in each payment. Conversely, a larger portion of
each payment than agreed to in the note executed by the buyer is reported as
interest income. [See Figure 2]

Profits reported on the sale of real estate are taxed at rates ranging from 10%
to 25% for various types of gains on real estate sales.

Ordinary income is taxed at higher rates than profits, ranging from 10% up
t0 39.6%, which sets the rates for taxes paid on interest income.

The objective of imputed interest reporting is to prevent carryback sellers
from structuring the price and terms of payment to convert interest income
into profit (gains) and achieve up to a 60% reduction in taxes on the amount
converted to profits over the life of the mortgage.

For example, consider a carryback seller of rental property who compensates
for their increased sales price by negotiating a reduced interest rate on their
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carryback mortgage, resulting in a zero-sum difference in the amount of
dollars they will receive over the life of the mortgage. The remaining rentals
they own are highly leveraged and produce annual operating losses.

The interestincome will not directly offset the rental operating losses (since it
is portfolio category income, not passive rental category income). However,
if the seller is classified as being in a real estate-related business, they can
annually offset the interest income by any rental operating losses.*°

Taxwise, the high sales price/low interest rate generates enlarged profits
as principal payments are received from year to year on the mortgage.
Thus, the large annual reportable operating losses from the seller’s highly
leveraged rental properties will annually offset the enlarged profit from the
installment sale of a rental which will be reported each year in the passive
income category.

Continuing our previous example, unless the seller can write off the
operating losses as resulting from a real estate-related business, the losses
will not offset interest income on the carryback note since interest is reported
in a separate income category.

The seller will use their annual reportable rental operating losses to shelter
their artificial profit received annually on the installment sale of the rental
property at an above market price.

The monthly payments received by the seller equal the same amount they
would receive in monthly payments on a lesser purchase price with a higher
interest rate.

Here, compulsory reporting of imputed interest at minimum rates prevents
sellers who are not in a real estate-related business from commingling
investment category interest income with rental category operating losses
to offset one another and neutralize taxes.*

Interestingly, no reporting rules exist to govern the opposite process by
which the seller reduces the purchase price and, by the terms of the carryback
note, converts profit into increased interest earnings. This process increases
portfolio category income, and may be performed in order to, for example, eat
up losses carried forward on stock sales and carrying costs of land ownership.

Consider a “land-poor” seller who has built up substantial investment/
portfolio category losses carrying their property. The seller sells their rental
category property (with a $1,000,000 fair market value) in the passive income
category for $750,000 to an investor with a $100,000 down payment.

The seller carries back the balance in an all-inclusive trust deed (AITD) for
$650,000 at 15% — significantly above current market interest rates — with

10 26 USC §469(c)(7)
11 26 USC §469(c), (€)

Applicable
Federal Rates

Conversion

into investment
category
interest income
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Additional
interest
income

a seven-year due date. To ensure their high yield for seven years on the note
will effectively recover the dollar amount of the $250,000 price reduction, the
seller includes a lock-in clause in the note which bars prepayment for seven
years.

In case the note is legally payable at any time during the seven-year period,
a stiff prepayment penalty of 30% on unscheduled principal payments is
included to cover the shortfall in total receipts from the sale (interest for
seven years) due to an early payoff.

Here, the seller has effectively converted $250,000 of their profit on the sale
of rental property into investment category interest income on the carryback
mortgage. A portion of their actual rental profit (converted to interest) is now
sheltered by their accumulated investment/portfolio losses carried forward
from prior years due to land ownership expenses and resale losses (or stock/
bond market losses).

If the principal amount of a note carried back in 2016 is more than $5,664,800,
labeled the accrual threshold, the seller needs to report interest income
each year as the interest accrues without regard for when payments on the
note are received.*

For example, consider a carryback mortgage with a principal amount of
$10,000,000 calling for a graduated interest rate of:

* 5% the first year;
+ 6% the second;

* 7% the third;

+ 8% the fourth;

* 9% the fifth; and

* 10% in years six through eight with a final/balloon payment due on
the eighth anniversary of closing.

The amortization period for the payments is 30 years, with principal and
interest payable monthly. Each year the amount of the payment increases as
the note is re-amortized at that year's graduated rate for the remainder of the
amortization period.

To determine if additional interest income will be imputed, the amount of
the average annual interest earned during the eight-year term of the note
needs to first be established. To do so, interest earned on the accrual basis
needs to be calculated as a constant (average) annual yield over the eight-
year term, taking into account all interest agreed to be paid on the note in the
future.

The average rate of interest over the eight-year period is 8.12%. However, the
average interest rate charged is not equivalent to interest paid, called the

12 Rev.Rul.2015-24
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yield. The rate of interest is constant over the years of the note while the
amount of interest paid is reduced each year as the principal balance declines
due to amortization. As a result of amortization, the average yield (or interest
paid) is 7.75% over the eight-year life of the note.

Accrual-threshold notes, such as the $10,000,000 note, are controlled by
accrual reporting. Thus, the carryback seller reports interest annually at
the note’s constant average yield (in this case 7.75%) over the full term of the
note.

In the graduated payment example, the seller reports more interest income
than they actually receive in the early years of the note, and less interest
income than they actually receive in the later years under the terms of the
note.

Additionally, if the average yield on the accrual-reporting note is less than
the note’s AFR, the seller needs to report interest at the AFR each year.

The fundamental difference between annual accrual reporting and cash The straight
reporting is best demonstrated by considering a carryback note with principal

and interest due in one installment payable after the year of sale, called a note

straight note or sleeper mortgage.

Consider a buyer of an investment property. The seller carries back a
mortgage for $1,000,000 at 5% interest compounded annually, with principal
and interest due in two years. The note’s short-term AFR is 7%, compounded
semi-annually.

In this example, the seller is entitled to report their profit and interest income
from the straight note on the cash method when they receive the principal.
The straight note does not exceed the threshold amount which would require
accrual accounting rather than cash accounting. A statement is filed with the
seller’s tax return in the year of the sale which states that no interest will be
reported until the mortgage is paid in full.*

The seller receives $1,102,500 of principal and interest in a final/balloon
payment on the due date of the straight note. However, rather than reporting
the 5% interest income of $102,500 as stated in the note, the seller is required
to report the interest at the note’s AFR, 7% compounded semi-annually.

Thus, they will report $147,523 (rather than $102,500) as interest income. The
remaining $954,977 (51,102,500 - $147,523) of the payment received (rather
than $1,000,000) is AFR principal. The principal represents an allocation
between profit and a return of capital in amounts based on the equity-to-
profit ratio for the original installment sale transaction.

13 26 Code Federal Regulations §1.1274A-1
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Now consider an investment property purchased with a carryback sleeper
mortgage for $10,000,000, a principal amount on the note that exceeds the
accrual threshold and requires annual (accrual) reporting of interest.

The $10,000,000 note calls for 5% interest, compounded annually, with a
two-year due date for the payment of all principal and interest totaling
$11,025,000. The note’s short-term AFR is 7%, compounded semi-annually.

The principal amount of the note is first recomputed to impute interest at
the note’s AFR. Once the principal amount is recomputed using the total
payment received and the AFR, the seller’s reportable principal in the note
is no longer $10,000,000, but slightly over $9,600,000 (using the formula x =
$11,025,000 + 1.0354).

Editor’s note - Here, since the note’s AFR is compounded at 7% semi-
annually, the AFR is calculated as 3.5% every six months, compounded four
times over the two-year term.

Thus, like cash reporting, accrual reporting includes additional interest
income of approximately $400,000 imputed as interest over the two year
period, which reduces the note's principal amount (and profit on the sale).

However, unlike cash reporting, accrual reporting requires interest to be
reported annually at the note’s AFR, as it accrues unpaid.

As a result, nearly $700,000 (interest compounded semi-annually at 7% on
recomputed principal) is reported as portfolio category interest income in the
first year, even though the seller receives no payment with which to pay the
taxes on the accrued interest income.

Interest on sale-leaseback financing arrangements is imputed at 110% of
the note’s AFR.™

Carryback notes created on the sale of land between family members will
impute interest at a ceiling rate of no more than 6%, compounded semi-
annually, unless the total sales price of all transactions between the same
two family members in the same year exceeds $500,000 (the threshold which
triggers imputed interest reporting at the note’s AFR).*s

Carryback notes with a due date of six months or less are exempt from
imputed interest reporting.*®

A carryback note assumed by a buyer does not receive a new AFR at the time
of assumption, unless the terms of the note are modified."

14 26 USC §1274(e)

15 26 USC §483(e)

16 26 USC §1274(c)(1)(B)
17 26 USC §1274(c)(4)
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A seller of investment real estate who extends credit to a buyer for a Chapter 25
portion of the property’s sales price reports earnings for tax purposes.
The interest income portion of each installment payment is reported summary

as portfolio category income. Any remaining interest earnings in the
portfolio income category are reported and taxed at ordinary income
rates, unless offset by losses and personal deductions.

The cost basis portion of each payment of principal is a return of capital
and is not taxed. Conversely, the profit portion of the principal is
comprised of gains to be reported within the property’s income category
and is taxed, if not offset by other losses.

All sums received by the seller on the carryback note, whether labeled
as principal or interest, are subject to a reallocation of principal to
interest under imputed interest reporting rules.

Every debt that is the result of an extension of credit on a sale has
an Applicable Federal Rate (AFR) of interest. The note’s AFR sets the
minimum rate of interest the seller will report over the life of the
carryback note.

AFR reporting entails an allocation and conversion of principal to
interest by the taxpayer, called imputing. The IRS injects an equalizer in
the form of a minimum annual rate of interest the seller will report on a
carryback note. When the interest rate the buyer is charged is less than
the AFR, the seller needs to recalculate the interest income reported to
the IRS by re-amortizing the note.

This re-analysis of the principal and interest in the note’s stream of
scheduled installments and payoff amounts at the imputed interest
rate reduces the profit by reducing the original principal amount of the
note and the principal amount contained in each payment. Conversely,
alarger portion of each payment than agreed to in the note executed by
the buyer is reported as interest income.

Applicable Federal Rate (AFR) Pg. 281 Chapter 25
cost basis Pg. 280 Kev T
imputed interest rate pPg. 281 ey 1erms

portfolio category income Pg. 280
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After reading this chapter, you will be able to:
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« understand how profit reporting for income tax purposes is
deferred under an installment sale;

+ calculate and apply the profit-to-equity ratio when reporting
profit on a carryback sale; and

+ maximize a carryback seller's tax deferral benefits by avoiding
debt relief.

all-inclusive trust deed (AITD) due-on clause

note . -
passive category income
balloon payment TS
cost basis . -
portfolio category income
dealer property

stepped-up basis

Consider a seller who lists their income-producing property for sale with a
real estate agent. The listing price for the property is $1,500,000 and it is free of
encumbrances. The seller’s cost basis in the property is $100,000.

As a result of counseling, the seller’'s agent discovers the seller’s goal is to
convert their ownership of the real estate into a relatively management-
free, interest-bearing investment. The seller is an experienced investor and
is not inclined to turn their real estate over to a trustee or exchange it for an
unsecured annuity.

Chapter

26

Learning
Objectives

Key Terms

Installment sale
defers profit
reporting
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Terms of the
installment
sale

balloon payment
Any final payment

on a note which is
greater than twice the
amount of any one

of the six regularly
scheduled payments
immediately preceding
the date of the final/
balloon payment. [See
RPI Form 418-3 and
419]

cost basis

The cost incurred to
acquire and improve
an asset subject to
adjustments for
destruction and
depreciation, used
primarily for tax
reporting and recovery
of capital.

Tax bite
deferred

Creating Carryback Financing, Fifth Edition

Consistent with their management-free investment goals, the seller agrees
with their agent to carry back an interest-bearing installment note to provide
financing for a buyer of the property. The monthly payments on the carryback
noteinclude interest which will provide the seller with an income, replacing
the net operating income (NOI) they currently rely on from the property.

The seller’s agent locates a buyer for the property who submits a full-price
offer consisting of:

+ a20% down payment; and

+ acarryback mortgage in favor of the seller for the remaining 80% of the
purchase price.

Continuing our previous example, the buyer will tender a $300,000 down
payment in cash and execute a note for the balance of the price, secured by
a trust deed on the property. The transaction will close prior to the end of the
year. The first installment of the carryback mortgage will be paid in the year
following the year of the sale.

The terms of the carryback mortgage include:

« $1,200,000 in principal;
* 7% fixed interest rate;

+ monthly payments of $7,083.63 on a 30-year amortization schedule;
and

+ a1o-year due date for a final/balloon payment of $1,037,732.25.

Editor’s note — The final/balloon payment discussed in this example is for a
business carryback mortgage. In contrast, the inclusion of a final/balloon
payment on a consumer carryback mortgage is subject to restrictions set by
Regulation Z (Reg Z) when the seller carries back greater than five consumer
mortgages in a calender year.

The seller's agent reviews an estimate of the seller’s net proceeds obtainable
on a sale of the property with the seller, noting the net sales price after
payment of around $100,000in closing costs will be approximately $1,400,000.
Then, taking the seller’s cost basis of $100,000 into account, the seller's agent
calculates the profit on the sale will be approximately $1,300,000. [See RPI
Form 310]

When will the seller pay income taxes on the $1,300,000 in profit taken on
the sale of their property?

Continuing our previous example, the seller will automatically report the
sale as an installment sale on their income tax return.

Installment reporting defers payment of pro rata amounts of profit taxes to
later years when installments on the carryback mortgage are received by the
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seller. The portion of each installment which is principal contains a pro rata
share of the profit received on the sale. It is this receipt of sales profit via the
principal and interest payments that is reported each year.

For a seller of real estate, profit is the portion of the net sales price remaining
after deducting the seller's remaining capital investment (cost basis) in the
property. The formula is:

net price - basis = profit

However, a developer's dealer property, such as vacant lots or homes sold
by a developer or speculator as part of a fix and flip operation, generates
ordinary income, not profit.?

When a sale of real estate generates profit, called gain by the Internal
Revenue Service (IRS), all profit taken on the sale is reported in the year of
sale, unless the profit is:

« excluded, which occurs when the sale of property qualifies as a
principal residence for the Internal Revenue Code (IRC) §121 $250,000
profit exclusion per individual homeowner;

+ exempt, which occurs on the sale of business or investment property
when the net sales proceeds are used to acquire identified replacement
property in an IRC §1031 reinvestment plan, or to replace property
taken by the government through eminent domain; or

+ deferred, which occurs when the profit on a sale is allocated to a note
carried back on the sale and reported under the IRC §453 installment
method.

Editor’s note - 26 United States Code (26 USC) is the Internal Revenue Code
(IRC).

When the sale of a property qualifies as the seller’s principal residence, profit
on the sale may be excluded from taxation. For a residential income property
that was once used as the investor’s primary residence, the sale may still
qualify for the exclusion.

For federal income tax purposes, a homeowner can exclude up to $250,000
of the gain (up to $500,000 for a married couple) on the sale of the property
used as their principal residence if they:

+ owned the property for at least two years;

+ occupied the property as their principal residence for at least two of
the past five years; and

+ did not exclude any gain from the sale of another property during the
two-year period ending on the date of the sale.

1 26 United States Code §453
2 26 USC§§64, 1231(b)(1)(A-B)
3 26USC8121

Deferring the
tax on profit

dealer property
Real estate held for
sale to customers in
the ordinary course
of an owner's trade
or business, where
the earnings on the
sales of the properties
are taxed as business
inventory at ordinary
income rates.

Exclusion on
a converted
principal
residence
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Applying the
profit-to-
equity ratio

If the owner sells the property within three years of converting it to a rental,
they may still qualify for the principal residence profit exclusion.

When an owner sells a rental property they previously occupied as their
primary residence, the basis used to calculate a gain is different from the
basis used for determining a loss on the sale. Furthermore, the date the
property’s use was converted from principal residence to rental property is
the commencement of the owner’s depreciation of their cost basis as allowed
for tax purposes.

The basis used for calculating a gain is determined by taking the cost basis
(original purchase price + capital improvements — any casualty loss) less any
post-conversion depreciation taken.

The adjusted basis for determining a loss is calculated using the lesser of:

- the cost basis on the date of conversion; or
* the fair market value (FMV) on the date of conversion.

Thus, the rule for calculating the adjusted basis prohibits a tax loss from a
decline in value that occurs prior to the conversion date.

Before reporting the profit realized on a sale, the profit taken is allocated
and attributed to part or all of the net cash proceeds and the principal of the
carryback note received from the sale.

To accomplish the allocation, a ratio is first established between the profit
on the sale and the net sale proceeds the seller receives (such as cash and a
carryback note).

The ratio is set as the percentage of the net sales proceeds to be allocated to
represent profit on the sale, called the contract ratio by the IRS or, more
generically, the profit-to-equity ratio. Thus, whatever percent of the net
equity is profit sets the profit-to-equity ratio applied to the cash and carryback
note received from the sale.

Continuing with our introductory example, the net proceeds from the seller’s
equity in the property are $1,400,000. The net sales proceeds calculated
become the sales price ($1,500,000) minus any debt relief ($0) minus closing
costs ($100,000).

Thus, the profit-to-equity ratio, also called the contract ratio, of the
$1,400,000 net sales proceeds represented by the $1,300,000 in profit is 0.9286
(93% for our purposes).

Accordingly, 93% of the net cash proceeds received on closing ($200,000) is
reported and taxed as profit ($186,000) in the year of the sale. In future years,
93% of the principal in each installment received on the carryback mortgage
is similarly reported as taxable profit.

4 Internal Revenue Service Publication 551
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Thus, $14,000 of the cash proceeds from the down payment represents the
seller’s recovery of a portion of their remaining cost basis in the property. A
return of capital is not taxable profit - it is a return of remaining invested
capital and never taxed.

Each monthly installment on the seller's $1,200,000 carryback mortgage is
$7,983.63.

During the year following the year of sale, the 12 installments received by
the seller will include $12,189.71 in principal plus $83,613.85 in interest.
Additional interest is also paid to the seller to cover any interest that accrued
unpaid in the year of the sale (which may have been prepaid in the year of
sale through escrow).

Continuing our previous example, the seller will report all the interest
received as portfolio category income without regard for whether the
profit in the related principal payment is classified as:

+ business category income; or

- passive category income (profit).

For profit reporting, the profit-to-equity ratio of 93% is applied to the principal
in each installment received on the mortgage. Thus, the carryback seller’s
reportable profit in the first year (following the year of sale) is $11,336.43 —
the $12,189.71 in principal payments the seller will receive multiplied by the
profit-to-equity ratio of 93%.

The 7% remainder of the principal they will receive ($853.28) is untaxed
since it represents a partial return of the seller’s original capital investment
(remaining cost basis).

Ten years after closing, the final/balloon payment will be received by the
seller. Again, the profit-to-equity ratio of 93% will be applied to the final/
balloon payment of $1,037,732.25. The profit reported by the carryback seller
when the final/balloon payment is received will be $965,090.99 — 93% of the
principal in the final/balloon payment.

Since the seller acquired the property as a depreciable long-term investment
(capital asset) and actually held the property for at least one reporting
period, the profit taken by the seller consists of two types of gains:

+ unrecaptured gain in the amount of all depreciation taken during
the seller's ownership (and taxed at a 25% rate in 2016); and

+ long-term gain in theamountofall remaining inflation-appreciation
profit (and taxed at 15%-20% rates in 2016).
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Portfolio
category
income

reporting

portfolio category
income

Unearned income
from interest on
investments in bonds,
savings, income
property, stocks and
trust deed notes.

passive category
income

Profits and losses from
rental real estate,
operations and sales,
and from non-owner-
operated businesses.
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The goals
of an
installment
sale

Debt relief,
profit and
taxes

While a carryback seller will pay a profit tax on all of the profit from a buyer’s
down payment, principal installments and final/balloon payment, the seller
achieves two financial goals on the installment sale of their real estate:

« the highest sales price possible by providing the buyer with financing
to facilitate the sale at the price sought by the seller; and

+ the maximum annual income by earning interest on the principal
in the carryback note, principal which includes unpaid and deferred
profit taxes on 85% of the sales price.

When the seller carries back a straight note calling for the entire principal
to be paid in a final/balloon payment after the year of sale, the sale is also
reported as an installment sale. Here, the one installment is scheduled to be
received after the year of the sale.s

However, a straight note due in the year of the sale, but paid delinquently,
does not qualify the transaction for installment sale reporting.

The seller may structure payments on the carryback mortgage so they receive
all or most of their principal (and thus profit) in a designated later year (or in
any year on demand), if they anticipate taking a substantial loss in that later
year which will offset reportable profit on the principal in their carryback
mortgage. Buyers with cash reserves can accommodate these arrangements.

Consider a seller who lists their income-producing property for sale. The seller
recently refinanced the property, encumbering it with a $480,000 mortgage.

The seller is willing to accept the following sales terms for the property:

« apurchase price of $800,000;

* a20% down payment of $160,000;

+ an assumption of the existing $480,000 mortgage by a buyer; and

+ acarryback mortgage for the balance of the seller’s equity of $160,000.
In a discussion with the seller about profit on the sale, the seller's agent
determines the seller's remaining cost basis in the property is $50,000, the

improvements having been fully depreciated since the seller’s purchase of
the property many years ago.

On a sale of the property for $800,000, the net sales price will be approximately
$720,000 after deducting all transactional costs.

The net sales price, besides representing the seller's debt and equity, is a
return of their $50,000 remaining cost basis and a $670,000 profit on the sale.
The profit is a result of:

+ depreciation deductions (unrecaptured gain); and

+ an increase in the property’s dollar value due to inflation and local
appreciation (Iong-term gain) during the seller’s years of ownership.

5 26 USC8§453(b)(1)
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All of the profit on the sale, unless deferred, exempt or excluded from taxation,
is to be taxed in the year of sale as either:

+ unrecaptured gain (depreciation) at a rate of 25%; or

+ as along-term capital gain (increased value) at the current rates of 15-
20%.

Editor's note-Ifthe carrybackseller's AGI exceeds 5200,000 (5250,000 forjoint
filers), a net investment income tax of 3.8% is also imposed on the interest
income received on the trust deed. Howeer, if the seller's AGI is solely
derived from salary or wages, it is not subject to the 3.8% tax. For example,
if the seller had an AGI of $5,000 over the threshold amount, but $o in net
investment income, the lesser of the two amounts (50) would result in a $o
netinvestment income tax.

The federal income tax bill will require around $140,000 be paid from the net
proceeds of the sale plus California state tax, all totaling nearly 28% of the net
sale proceeds.

Although the seller does not want to remain responsible for payments on the
existing mortgage, the seller's agent explains to the seller how an assumption
or refinancing of their existing mortgage by the buyer on an installment sale
produces an adverse tax consequence for the seller.

Thecalculation of profitonasaleisunaffected by the existence ornonexistence
of mortgage debt. Debt encumbering a property plays no role in calculating
the profit on a sale.

However, the assumption or refinancing of an existing debt by a buyer in a
carryback salestransaction playsa significant role in setting the percentage of
thedown paymentand principal in the carryback note which will be reported
as profit and taxed each year as payments are received. The percentageis the
portion of the seller’s net proceeds from the sale — cash and seller financing
— which is profit on the sale, the profit-to-equity ratio.

Tax-wise, the seller’s goal in an installment sale is to structure the net sales
proceeds to produce the lowest profit-to-equity ratio possible.

The lowest percentage possible in any sale is achieved when the net sales
price and the net sales proceeds are the same, as in our opening scenario
for this chapter. This percentage occurs naturally when the property is free
of debt and unencumbered by liens. Thus, there is no debt relief on the
installment sale.

For the seller to receive the maximum tax deferral benefits available on an
installment sale, no debt relief may occur. To entirely avoid debt relief when
the property sold is encumbered by a trust deed, the seller needs to remain
responsible for the trust deed debt after closing the sale.

Existing
financing and
profit

Maximum
tax deferral
benefits
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all-inclusive trust
deed (AITD) note

A note entered into by
the buyer in favor of
the seller to evidence
the amount remaining
due on the purchase
price after deducting
the down payment, an
amount inclusive of
any specified mortgage
debts remaining

of record with the
seller retaining
responsibility for their
payment. Also referred
to as a wraparound
mortgage or overriding
mortgage. [See RPI
Form 421]

Existing
mortgage
assumption by
the buyer
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Here, an all-inclusive trust deed (AITD) note carryback or land sales
contract accomplishes this debt relief avoidance as an installment sale of
property since the buyer does not assume or refinance the seller’s existing
mortgage. [See RPI Form 167 and 168; see Chapter 13]

With an AITD, the principal amount of the carryback note is the balance
due on the purchase price after deducting the buyer’'s down payment. The
principal amount of the carryback note is not the balance of the seller’s
equity remaining to be paid after deducting the down payment (as occurs
with a regular carryback note and the assumption or refinance of the existing
mortgage by the buyer).

For example, the greater the amount of the debt assumed (or paid off on the
sale) by the buyer, the smaller the seller’s net sales proceeds. The profit on the
sale does not vary, regardless of how the sale is financed. Thus, the smaller
the seller's net proceeds on the sale (cash and carryback note), the higher the
percentage of the net sales proceeds attributable to profit.

When the amount of the mortgage debt assumed or refinanced by the buyer
exceeds the seller's remaining cost basis, the amount of the seller’s profit will
be greater in amount than the seller’s net sales proceeds, a situation called
mortgage over basis. Thus, all principal received on closing the transaction
or by installment payments will be profit, and the profit-to-equity ratio will
top out the note as 100% profit.°

In our previous mortgage assumption example, 100% of the net proceeds
from the down payment and the entire principal in the seller's $160,000
carryback note will be profit, taxable in the years the principal amounts are
received by the seller. As always, the tax is deferred only on that portion of
the $670,000 profit allocated to the principal in the carryback note ($160,000).
On a buyer's assumption of a mortgage, the amount of the carryback noteisa
small portion of the total sales price.

The remaining $510,000 ($670,000 - $160,000) in profit not allocated to the
carryback note is taxed in the year of sale. Thus, the 25% and 15% profit tax
duetothe IRS on gains (unrecaptured and long-term) in the year the property
is sold (2014 in this example) will be around $105,000 (plus state taxes).

However, the seller’s cash sales proceeds are only $80,000, the $160,000 down
payment minus the $80,000 in closing costs.

If the carryback seller allows a buyer to assume the existing mortgage,
the immediate financial result will be disastrous. In this instance, taxes
will greatly exceed the seller’s cash proceeds. The seller’s only relief on an
assumption and carryback sale will come from any substantial losses they
may incur from other business or investment sources which will offset these
profits, and thus reduce their tax liability.

A far more prudent approach exists.

6 26 Code of Federal Regulations §15A.453-1(b)(2)(iii)
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The savvy seller, on the instruction of their agent, will want to structure any
carryback mortgage on the sale of encumbered property as an AITD for the
amount of the balance of the purchase price, not just the amount of equity
remaining unpaid after the down payment and assumption of the existing
mortgage. [See Chapter 13]

With an AITD, the total amount of the cash down payment and AITD will
equal the net sales price, making the AITD a substantial 80% portion of the
sales price. The resulting profit-to-equity ratio will be the lowest percentage
figure available for allocation of profit between the cash proceeds and the
carryback mortgage.

A broker needs to be able to explain to a seller of encumbered property how
the carryback AITD, also called a wraparound security device, will:

+ reduce the amount of profit allocated to the down payment (and thus
reduce the seller’s profit taxes in the year of sale); and

+ increase the amount of profit allocated to the carryback note (and thus
defer to future years the payment of taxes on all profit not allocated to
the down payment). [See Figure 1]

A necessary arrangement for the seller on the sale of encumbered property is
to retain responsibility for all future payments on the underlying mortgage
in order to avoid debt relief.

Figure 1

AITD/Mortgage-
Over-Basis

The all-
inclusive
trust deed
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due-on clause

A trust deed provision
used by lenders to call
the loan immediately
due and payable, a
right triggered by the
owner's transfer of
any interest in the real
estate, with exceptions
for intra-family
transfers of their home.

Structuring
the carryback
sale as an
AITD

To retain responsibility for the underlying mortgage, the seller carries back an
AITD for the balance of the purchase price remaining unpaid after the down
payment, not a regular note for the balance of their equity after the down
payment. Thus, the seller will continue to make payments on the existing
mortgage to the mortgage holder, not the buyer.

A seller who remains responsible for a wrapped mortgage containing a due-
on clause needs to obtain the mortgage holder’s consent to the carryback
sale, called a reverse assumption, since the buyer will not assume the
mortgage.

The seller may be required to pay an exaction (points and interest rate
modification) to induce the mortgage holder to waive the due-on clause and
consent to the transfer of title and further encumbrance with the AITD.

Other types of wraparound financing devices produce the same tax results
asan AITD, such as:

« land sales contracts [See RPI Form 168];
- contracts for deed;
+ lease-option sales [See RPI Form 163]; and

+ lease-purchase sales agreements.

These alternative financing devices also trigger the due-on clause in any
trust deed of record, as does any carryback note secured by a trust deed on a
mortgaged property. They also trigger reassessment for property taxes.

The profit allocated to the AITD will be sheltered from the payment of profit
tax until the seller:

+ receives payments of principal on the AITD;

+ hypothecates the all-inclusive note (to be discussed below) [See RPI
Form 242]; or

+ shifts the responsibility for payment of the underlying wrapped
mortgage to the buyer.”

Continuing with our previous example, the seller's net sales proceeds of
$720,000 (cash plus the AITD carryback) are the same as the seller's net sales
price when the seller remains responsible for the underlying mortgage in
the AITD carryback.

Since the profit on the sale is $670,000 and the net sales proceeds are $720,000,
the profit-to-equity ratio will be 93%, the lowest percentage available on the
transaction.

In the year of sale, the seller will net $80,000 from the down payment, of
which 93% ($74,400) is reportable as profit. All other profit has been allocated
to the principal amount of the all-inclusive note. Thus, taxes on all profit not
allocated to the down payment are deferred to later years.

7 Professional Equities, Inc. v. Commissioner (1987) 89 TC 165
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The 25% tax on gains from unrecaptured depreciation represented by the
$74,400 profit allocated to the down payment is around $18,600. The use
of the AITD avoids the $105,000 in taxes the seller would otherwise have
incurred in the year of sale had the buyer assumed or refinanced the seller’s
existing mortgage.

Structuring the carryback sale as an AITD allows the seller to receive after-
tax sales proceeds of $61,400 from the $80,000 net down payment.

In conclusion, the 93% profit-to-equity ratio will be applied to the principal
received in the AITD payments and on the final payoff. The profit-to-equity
ratio sets the amount of the profit in the principal on the note which will be
taxed when the principal is paid.

Consider a seller who carried back an AITD on the sale of rental property in
a prior tax year. Profit from the sale was allocated to the all-inclusive note,
reported and taxed on the installment method.

Inthe currenttax year, the seller sustains either a substantial trade or business
loss, or an operating or capital loss in the rental (passive) income category. A
portfolio loss on stocks or bonds does not offset the profit taken on a rental
property in the passive category income, except for $3,000 annually.®

The seller takes no profits this year to offset their loss. The losses, whether
business or rental, are of no further tax benefit after the current year since the
seller is treated as being in a real estate-related business.

Continuing with our previous example, the seller may shift a portion of
the profit from the all-inclusive note into the current year by negotiating
a modification of the AITD with the buyer. With a modification, the seller
may arrange to report a substantial portion of the installment profit in the
current year by:

« shifting responsibility for the wrapped mortgage to the buyer by
allowing them to assume or refinance the wrapped mortgage;

« reducingthe principalbalancein the all-inclusive note by the amount
of the mortgage assumed or refinanced by the buyer; or

« pledging the all-inclusive note as collateral for a loan of an amount
equal to their losses.

The percentage of profit in the principal of the all-inclusive note, as set by
the profit-to-equity ratio, is applied to the principal reduction on the all-
inclusive note — a reduction equal in amount to the mortgage assumed or
refinanced, or the pledge of the note — to determine the amount of profit to
be reported due to the debt relief.

Thus, on incurring debt relief by renegotiating the terms of the all-inclusive
note and converting it to aregular note, the carryback selleris able to engineer

8 IRSPub.17

AITD later
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taxes
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Broker

Considerations

Pledging
carrybacks

pledge

To offer an asset

(such as an existing
carryback note) as
collateral or security
for another, unrelated
debt. Also known as
hypothecation. [See
RPI Form 242]

Prepayment
penalties

When assisting a carryback seller, the broker needs to be aware of other tax factors,
including:

e the S5 million carryback threshold rule — a seller who carries back more than
S5 million during an individual tax year will incur an interest charge on the
amount of the deferred tax [26 USC §453A];

e accrual accounting threshold — if the carryback amount in 2016 is 54,046,300
or more, the seller is to use the accrual method of accounting, reporting interest
income as it accrues, whether or not payment of interest is actually received [26
USC §1274A(c)(2)(A); IRS Revenue Ruling 2015-24]; and

e minimum interest reporting — if the carryback amount in 2016 is up to
55,664,800, the interest rate charged is the lesser of the Applicable Federal
Rate (AFR) or 9%. [26 USC §1274A(b); Rev. Rul. 2015-24]

If the interest charged on the carryback note is lower than the AFR, the seller is required
to report interest at the AFR rate, called imputing, allocating principal to interest for
reporting purposes only.

the time for reporting a substantial amount of the profit in their carryback. As
a result, the tax on the profit is avoided by the offset provided by the losses
from business or rental category operations and sales in the year the AITD is
modified.

A seller who pledges their carryback note as collateral for a loan, also called
hypothecation, triggers the reporting of a portion of the profit which was
allocated to principal in an amount equal to the amount borrowed.

The borrowing and pledging may also be timed to occur in a tax year when a
loss on a business or rental activity has occurred, thus offsetting one another.
[See RPI Form 242]

When a seller pledges a carryback note, the loan proceeds are considered to
be equivalent to the payment of principal on the note. Thus, profit allocated
to the principal is reported and taxed in an amount equal to the loan amount
in the year of the pledge.®

The percentage under the profit-to-equity ratio, used to allocate profit to the
carryback note, is applied to the amount of the loan proceeds to determine
the amount of profit to be taxed due to the pledge.*

On the prepayment of a carryback mortgage, the principal paid to satisfy the
note includes profit which is reported and taxed in the year of the premature
payoff

9 26 USC§453A(d)(1)
10 26 USC §453A(d)(2)
11 26 USC §453(c)
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To assure a seller they will retain their tax advantages of an installment sale
until the final/balloon payment becomes due, the seller's agent will suggest
their client include a prepayment penalty clause in the carryback mortgage.

Statutorylimitsexistforprepaymentpenaltiesoncarrybackmortgagessecured
by owner-occupied, one-to-four unit residential properties. Additionally, all
consumer carryback mortgages which contain a prepayment penalty are
required to meet qualified mortgage (QM) parameters under the federal
ability-to-repay (ATR) rules.*?

Forall othertypes of property, a prepayment penalty clause may be structured
to compensate the seller for the entire amount of the projected profit tax they
would prematurely incur due to the prepayment of principal on the note.

The prepayment penalty needs to be reasonably related to the actual
expenditures likely to be made for the payment of profit taxes on a buyer’s
early payoff, including:

« profit taxes, based on current or reasonably anticipated rates; and

* maintaining a portfolio yield during the lag time after early payoff
and before the funds are reinvested.

A seller may elect out of installment sale reporting by voluntarily reporting
the profit as taxable in the year of the sale.”

Reporting all the profit on a carryback sale as taxable in the year the property
was sold (and escrow was closed) may be advantageous to a seller who has
an equivalent offsetting loss during the year of sale.

These offsetting losses include:

+ trade or business loss, on a real estate brokerage, speculator fix and flip
programs or a development business;

« rental operating loss, directly offset by the profit on a carryback sale of
arental property;

+ rentaloperating losses which reduce the seller’s adjusted gross income
(AGI) if they are in a real-estate-related business activity;

« capital loss on the sale of a rental or passive business investment; or

« capital loss carried forward or from the sale of investment/portfolio
category assets (stocks and bonds) when the installment sale is of an
investment/portfolio category property, such as the sale of land held
for profit on resale, a second home or a triple-net leased, management-
free rental property.

12 Calif. Civil Code §2954.9; 12 CFR §1026.43
13 26 USC §453(a), (d)(1)

Election out
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California
Franchise
Tax Board
installment
sales rules

Exclusion from
California FTB
withholding

Unlike the federal withholding scheme, California requires the buyer,
through escrow, to withhold 3 1/3% of the sales price from the seller’s proceeds
on all sales, unless the transaction is excluded from withholding.

Excluded transactions include sales by:

- all California-based entities: and

+ any individual who certifies that the transaction qualifies for an
exclusion from withholding for the Franchise Tax Board (FTB).

For individual sellers entering into an installment sale of their property, the
transaction is either:

+ qualified from withholding by the individual seller certifying they are
excluded; or

+ not qualified and subject to the mandatory withholding of the entire
3 1/3% of the price from the down payment, unless the buyer agrees
to withhold the 3 1/3% from each installment of principal paid on the
price. [See Franchise Tax Board Form 593-I]

If the buyer refuses to withhold and forward 3 1/3% of the principal in each
periodic payment to FTB, the carryback note may call for installments of
interest-only payments and avoid amortization of the principal.

Thus, only the final/balloon payment may contain a payment of principal.
In this fashion, the buyer’s agreement to withhold principal is limited to
the final payoff. Then, the buyer is only responsible for one filing with the
FTB, besides the original filing by escrow which withheld 3 1/3% of the cash
proceeds from the down payment, not 3 1/3% of the sales price.

However, thesalemay qualify forexclusion from California FTBwithholding.
If the sale is excluded, the issue of buyer cooperation to withhold on every
payment of principal is eliminated.

The seller’s transaction is excluded from FTB withholding on both the down
payment and the dollar amount of a carryback note, if:

+ the property is the seller’s principal residence;

+ the sale is declared by the seller to be a IRC §1031 reinvestment
transaction (with the carryback note being payable to the buyer's
trustee for ultimate assignment as consideration for the purchase of a
replacement property);

+ the property is sold at a loss if the purchase price is less than the
remaining cost basis; or

+ the property is sold for a price of $ 100,000 or less.
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A carryback note needs to qualify for installment sale reporting at the time
escrow closes.

Consider a carryback note with a due date in the same year as the sale. The
seller may not restructure the carryback transaction after escrow closes in an
attempt to qualify the sale as an installment sale by extending the due date
on the carryback note to a date beyond the year of the sale.™

However, the seller may later modify the terms a carryback note they have
reported as an installment sale by:

+ extending its due date;
+ subordinating the carryback mortgage to a new mortgage; or

+ accepting substitute security from the buyer.

For builders, developers and speculators who sell their dealer property on a
credit sale, installment sale reporting is not available (with exceptions). Their
earnings from the sale of inventory are classified as trade/business income,
not profit taken on the sale of a capital asset or property used to house and
conduct an ongoing trade or business operation.'s

However, the dealer property exclusion does not apply to the installment
sale of farms, vacant residential lots and short-term timeshares, even though
they may be classified as dealer property.*

Consider a wife who, on her husband’s death, becomes the owner of her
husband’s one-half interest in a carryback note they jointly held from an
installment sale in a prior tax year. The carryback note has been reported and
taxed on the installment method. Thus, the principal of the note contains
untaxed profit.

The wife seeks a stepped-up basis on the entire note to its market value on
the date of her husband’s death since the note is a community property asset
which she received upon her husband’s death.

Inthisscenario, the carryback note held in community property and received
by the wife on her husband’s death does not qualify for a step-up in basis.
The note at the time of death contained profit which had been realized on a
prior sale and was yet to be taxed as recognized."

14 26 CFR §152a.453-1(b)

15 26 USC §5453(b)(2)(A), (1)

16 26 USC §453(1)(2)]

17 26 USC §8453(e)(6)(C), 691(a)(4)

Miscellaneous
installment
rules

No stepped-
up basis on
death

stepped-up basis

The setting of an asset'’s
cost basis to fair market
value for income

tax purposes when
transferred by death of
the owner.
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Chapter 26
Summary

Chapter 26
Key Terms

Installment reporting defers payment of pro rata amounts of profit taxes
to later years when installments on a carryback mortgage are received.

Before a seller reports the profit realized on a sale, the profit taken is
allocated and attributed to part or all of the net cash proceeds and the
principal of the carryback note received from the sale. The ratio is set
as the percentage of the net sales proceeds to be allocated to represent
profit on the sale.

A straight note carried back by a seller calling for the entire principal to
be paid in a final/balloon payment after the year of sale is also reported
as an installment sale.

Debt encumbering a property plays no role in calculating the profit
on a sale. However, the assumption or refinancing of an existing debt
by a buyer in a carryback sales transaction affects the percentage of
the down payment and principal in the carryback note which will be
reported as profit.

For the seller to receive the maximum tax deferral benefits available on
an installment sale, no debt relief may occur.

An all-inclusive trust deed (AITD) note carryback or land sales contract
avoids debt relief as an installment sale of property since the buyer does
not assume or refinance the seller’s existing mortgage.

A seller who pledges their carryback note as collateral for a loan, called
hypothecation, triggers the reporting of a portion of the profit which
was allocated to principal in an amount equal to the amount borrowed.

all-inclusive trust deed (AITD) note Pg. 300
balloon payment Pg. 294
cost basis Pg. 294
dealer property Pg. 295
due-on clause Pg. 302
passive category income Pg. 297
pledge Pg. 304
portfolio category income Pg. 297

stepped-up basis Pg. 307
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#Glossary

L - . 180
A common type of adjustable rate mortgage with an introductory fixed rate period of five years
followed by an annually-adjusted interest rate for the life of the mortgage.

A

abstractofjudgment .........ccoittiiiiittttiteettececssssssssssssssssssccscccnncssssnnas 249
A condensed written summary of the essential holdings of a court judgment.

acceleration............. ceeenns Ceeesstcstenastenans ceeenns Ceteesstenens cetenns .. 83,112,120
A demand for immediate payment of all amounts remaining unpaid on a loan or extension of
credit by a mortgage lender or carryback seller.

BCCTUAL DOt ...t iiiiiiiiiitenneeeeseeoossesassscssssssasssssssscsssssssssscsssscsssssssssse83
An installment note calling for payments to be credited first to accrued interest with the remainder
to principal. [See RPI Form 420]

add-onnote ........cciiiiiinnnnn Ceseccesesctesanenanans Ceseetccsssesanans tereeeessa83
A note in which interest is charged on the orlgmal loan amount for the entlre term of the loan, then
added to the original loan amount to set the total amount of principal and interest to be paid over
the life of the note, payable in equal monthly installments.

AANeSIoN COMETACT ... ... iieieeeeeeeeeeeeoeeeoecoceooscocassacscassacscassasssasssascansss 104
An agreement in which one party has dramatically superior bargaining strength, forcing the
weaker party to either accept or reject all the agreement’s stated terms, a dynamic present to some
degree in all lender/borrower relationships.

adjustmentinterval ...........itiiiiiiiiiiiiiiittttiiitttennrtrsssssssssssttsssssccsss 180
The predetermined period of time after which the interest rate and payment amount on an
adjustable rate mortgage (ARM) or other variable rate mortgage is recast.

adjustablerate mortgage (ARM) ....ccvvvrrreresseersssssessssasssssssssssssssssssssssssns 68
A variable interest rate note, often starting out with an introductory teaser rate, only to reset at a
much higher rate in a few months or years based on a particular index. [See RPI Form 320-1]

alienation clause......cvviietieiiiieeteeeieessesssseesssssssesssssssssssssssscnsssssssssslll
A trust deed clause limiting the rights of the owner of the mortgaged propezrty to freely transfer
their interest in the property by sale, lease or further encumbrance.

= e 3 4 Y - 79
An attachment to a note occurring between preparation of the note and closing the transaction
providing information necessary to update entries on the note at the time it becomes effective. [See
RPI Form 250]

all-inclusive trustdeed (AITD)note .......cccevvveennceanns 5,70, 135, 144, 158, 169, 228, 300
A note entered into by the buyer in favor of the seller to evidence the amount remaining due

on the purchase price after deducting the down payment, an amount inclusive of any specified
mortgage debts remaining of record with the seller retaining responsibility for their payment. Also
referred to as a wraparound mortgage or overriding mortgage. [See RPI Form 421]

affirmativeduty ......ccoiiiiiiiiiiiiiiiiiiiittttittttitttcncennssssssssssssttsssssccscsss28
An agent’s obligation to voluntarily undertake an advisory activity when in a fiduciary
relationship.

anti-deficiency........ccoiiiiiiiiiinnns Ceeeesstesieenattettenastttstennsttsnnns ...205,218
A limitation placed on a mortgage holder barrmg recovery of losses on a default resultmg when the
mortgaged property’s value is insufficient to satisfy a nonrecourse mortgage debt, and a recourse
mortgage debt if nonjudicially foreclosed.
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anti-deficiency law .....ovvtiiiiiiiiiiiiiiitsssstsceeseeessssssssssssstsssttscssssssssnns 248
California legislation limiting a mortgage holder’s ability to recover losses on a default when the
mortgaged property’s value is insufficient to satisfy the mortgage debt.

Applicable Federal Rate (AFR) .......cvetteeeseettsssssecsssssssssssscssssassssssnnes 69, 281
Rates set by the Internal Revenue Service for carryback sellers to impute and report income at the
minimum interest when the note rate on the carryback debt is a lesser rate.

ASSIGMINEIIT . it tiiinrrnrennnsosansssssssssssssessssesssesssssssssssssssssssssssssennnnnnns 258
A transfer to another of rights held by a person. A transfer to another of a person’s right under a
contract such as a mortgage, lease, purchase agreement or option.

ASSUIM P OIL. .. ttiiiiiiieteereeeesseesosssseesssssssssssessssssssssssossssssssssssssasssas 201
A promise to pay the debt of another, typically a mortgage, given by a buyer of property.

B

balloon payment.....cooeeieeeetsssseecssccesssssssssscsssssssssssscssns 55,95,161, 256,294
Any final payment on a note which is greater than twice the amount of any one of the six regularly
scheduled payments immediately preceding the date of the final/balloon payment. [See RPI Form
418-3 and 419]

Lo 7= 4T Tt T 49
One entitled to the benefits of properties held in a trust or estate, with title vested in a trustee or
executor.

beneficiary statement ......civiiiieiieeeneeeessssrssttteessscecssssssssssssssssnnnnnnns 154
A document issued by a mortgage holder on request noting future payment schedules, interest
rates and balances on a mortgage assumed by a buyer. [See RPI Form 415]

blanket MOItgage . .ovvvriirriieerrareessssccesssssesssssccsssssssssssccssnnnes 154,218, 232
A mortgage which is secured by two or more parcels of real property. [See RPI Form 450]

L3 o e e =0 13- T o Y 232
A short-term mortgage arranged for a buyer to fund the purchase of a property but encumbering
other real estate owned by the buyer, pending the arrangement of long-term financing or the sale
of the other real estate as the source of funds for its repayment.

bUSINESS INOTtGAGE . iiiiiiiiiiiiiieeeeeeeeosnssssssssssssssssssssssssssssscsssssssssssssss 91
A debt incurred for other than personal, family or household (consumer) purposes and secured by
any type of real estate.

C

- Y 171
A lender's demand for the balance of the loan to be immediately paid in full. [See RPI From 418-3]

CAll PIOVISIOM . .uviiiiiiitiieennereeeeeooassssssscessssssssssscessssssssssscassssssssssnns 97
A provision in a note giving the mortgage holder the right to demand full payment at any time or
after a specified time or event, also called an acceleration clause. [See RPI From 418-3]

CarTybacKk MOItgage ...ttt ttttteeeeeessssssssssssssennnnnanssssssssssssssssssssssssss 56
A note and trust deed executed by a buyer of real estate in favor of the seller for the unpaid portion
of the sales price on closing, also known as an installment sale, credit sale or seller financing.

CAXTYOVEI PIOVISIOM c0vvuunnnnnnnnerrosrrseetseeeeeeessssssssssssssssssssssnsennnnnnnnnnns 184
An adjustable rate note provision allowing the lender to apply any margin exceeding a periodic
rate cap on a given adjustment to the next scheduled rate adjustment.

collateral assignment.......c.coiiiiiiieteeoenesseeesssssessssasssssssssssssssssssccssaasss 220
An agreement providing additional, cumulative and concurrent security for a debt, in the form of
personal property, to additionally secure the property owner's performance under the debt. [See
RPI Form 437 and 446]
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COMPOUNAING c.vvvrrrnnnnssssreeeeseeessssssssssssesssssssssssssssssssssssssccsssssssssss164
The adding of accrued and unpaid interest to principal which thereafter accrues interest as
principal at the note rate.

compoundingondefault ........cciiiiiiiiiiiiiiiitiitttitttittttttttttttttatrsssrecnnan 90
An interest provision triggered by a delinquency in a payment causing interest to accrue on the
amount of interest contained in the delinquent installment at the note rate until the delinquent
payment is paid, a type of late charge. [See RPI Form 418-1]

conformingloam .......coviiiiiiiiiiiiiitttttttieeneeennsssssssttsstttcctscssssssssssssssQl
A conventional mortgage with terms, conditions and a maximum principal amount set by Fannie
Mae and Freddie Mac, excluding FHA/VA or other government-insured mortgages.

CONSUINET TNOTEGAGE ¢ ¢ ¢ e eevvsreeeennssosssonsssssssnnsssssssnsssssssnsssssssnnssssssnns 76, 90
A debt incurred primarily for personal, family, or household purposes and secured by a parcel of
real estate containing one-to-four residential units.

Lo -3 ol 0 .5 P X - 1 I Y- V.
The cost incurred to acquire and improve an asset subject to adjustments for destruction and
depreciation, used primarily for tax reporting and recovery of capital.

cross-collateralization ........cieiiiiiiinerennceenceeosssesosscsssssssssncsnnns 218,232,237
The use of one trust deed to describe multiple parcels of real estate or a UCC-1 financing statement
encumbering personal property together with a trust deed as additional security for payment of a
debt. [See RPI Form 436]

D

dealer ProPeItY .....cccviiiiiiiiietieeeeesssssssssssssnnnnnssnsssnssssssssssssssscssssssss 295
Real estate held for sale to customers in the ordinary course of an owner's trade or business, where
the earnings on the sales of the properties are taxed as business inventory at ordinary income rates.

et SEIVICE. . iiiiiiiieeteeeoossseeessosssssssscssssssssssscessssssssssscssssssssssccsssssl30
The amount of principal and interest paid on a debt periodically, also referred to as the loan
payment amount.

deed-in-lieu Of fOTeCloSUTE .....ccvviiieieeeeeeeeeeseceeeocacocessacocassasscasscancannns 241
A deed to real property accepted by a lender from a defaulting borrower to avoid the necessity of
foreclosure proceedings by the lender. [See RPI Form 406]

deficienCy .ooviiiiiiiiiiiiiiieeiieeereesseesssessessssesssesssssssenssssssesssssssssnnsssss5B
Losses experienced by a mortgage holder at a foreclosure sale due to insufficient value of the
mortgaged property to satisfy the mortgage debt.

Aragnet Clatlse ....iiiiiiittreoreeeseeesssssssossscssssssssssssasssssssscsssssssssssscossasss
A provision in a trust deed that purports to use the mortgaged real estate as security for all debts
104between the parties to the security agreement.

due-onclausSe .....cciiiiieteiecessescsssssassscsssscsassess 104,118,134, 152, 168,232,302
A trust deed provision used by lenders to call the loan immediately due and payable, a right
triggered by the owner's transfer of any interest in the real estate, with exceptions for intra-family
transfers of their home.

effectiveyield.....coviieernnniiiiiiieeetteeeesssssssssssesnssssssssssssssssssssssssscesssl58
The actual rate of interest received by the mortgage holder as a result of leveraging, discounts and
110bonuses, distinct from the interest rate charged on the mortgage, also known as the effective
rate of return.

eminentdomain ........cciiiiiiiiiiiiiiiiiiiittttttttttttttttttttttttttecttnccnnnnnnnnns 110
The right of the government to take private property for public use on payment to the owner of the
property’s fair market value.
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exculpatoryclause........cceiiiiiiiiiiittttctttettttttiitttiiccccccnncnnnnnnnaans 78,99, 231
A provision in a note secured by a trust deed which converts a recourse debt into nonrecourse debt
to bar recovery by a money judgment against the borrower. [See RPI Form 418-5]

F

o3 o X=T ¥ - o X - JA 256
An agreement that the lender will temporarily reduce monthly mortgage payments for the
homeowner at risk of default, without altering the original loan terms.

fully-indeXed Iate .......cceeeeeeeeeceessrrreeeesecesssssssssssssssnsnnnnnnsnsnnsssssssss 182
For adjustable-rate notes, the index figure at the time of application plus the gross margin stated in
the note.

further-approval CONtiNgeNCY . .cvvietrteiiieesrresseesssesssssssssssssnssssssnns 21,32,236
A provision in an agreement calling for the further approval of an event or activity by the seller,
buyer or third party as a condition for further performance or the cancellation of the transaction by
a person benefitting from the provision. [See RPI Form 185 §9 and 279 §2]

G

Garn-St. Germain Federal Depository Institutions Actof 1982 .........cc00iivvteeinnnss 120
Federal legislation which preempts state-level limitations on a mortgage holder's enforcement of
the due-on clause contained in mortgages.

OTACE PETIOA . .viiiiiinneennsreeetteeeeseeessssssssssssssssssnnnnnsnnnnsnnsnsnnssssssss 82
The time period following the due date for a payment during which payment received by the
lender or landlord is not delinquent and a late charge is not due. [See RPI Form 550 §4.3 and 552

§4.7]

graduated payment MOTItgage ....ccviterrrrressssccesssssssssssccsssssssssssccsssnns 67,165
A mortgage providing for installment payments to be periodically increased by predetermined
amounts to accelerate the payoff of principal.

gUATANtEe AGTEEIMENT .. .uvttiteessreoeeessseosssssssesssssssassesssssssssssssssssnsssssses
An agreement to be obligated to pay the debt or perform on a contract of another person if that
person defaults or does not perform. [See RPI Form 439]

GUATANLOT. .. e ieteteencecececcocesososscssssosssssssssssssssssssssssscssssasssssssssoscssss 237
A person who agrees to pay a money obligation owed by another to a mortgage holder or a
landlord under a lease agreement on a default in the obligation and demand for the sums
remaining unpaid. [See RPI Form 439 and 553-1]

H

hypothecate.......oiiiiiiiiiiiiiiiiiiiiiiiieeiiieeeeesrteeteeccssccccsssssssssanns 58,78, 227
To pledge a thing as security without the necessity of giving up possession of it. To mortgage a
property. [See RPI Form 242]

MY DBIId ARM .. .iiiiiiiiiieeeeeennnennnsasssssssssssssssssssssssssssssssssssssssscnnnnnnns 187
A type of adjustable rate mortgage which features a fixed rate for an introductory period and
thereafter a periodically adjusted interest rate based on a predetermined formula.

I

0o T- b 44 1= 41 35
The act of injuring or diminishing the value of a fee interest.

00 i = o T 38
The dollar value of the use of a property by the owner.
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imputed iNteresSt Tate....vvvieirerrreersssssssssssstsscessccsssssssssssssssscsssscseees 81,281
The Applicable Federal Rate (AFR) set by the Internal Revenue Service (IRS) for carryback sellers

to impute and report as minimum interest income a portion of principal when the note rate on a
carryback debt is a lesser rate.

0 s = 182
A regularly issued composite market interest rate for an investment such as Treasury Securities or
inter-bank loans used to set the basis for periodic interest rate adjustments.

INStallment MOt .. ..ciiiiiiiieteeseeeocsesossecoossesascscsssssssssscsassscsasscsascscsseesBld
A note calling for periodic payments of principal and interest, or interest only, until the principal is
paid in full by amortization or a final balloon payment. [See RPI Form 420, 421 and 422]

installment sale......cooiieiiiiieeeeeeneeessssesosseessssesssscssssscssssassssasssssass 22,58
Financing provided by a seller who extends credit to the buyer for future periodic payments of a
portion of the price paid for real estate, also known as carryback financing.

i o 8= o o Y=Y X e o R & 4
The process of modifying boilerplate wording in a form by inserting additional language between
the printed lines.

INEET VIVOS WSt ..o iiiiiiiiiiiinnneeeeeeessreeeteeeeeecessssssssssssssssssenncnnnnnnnns 128
A title holding arrangement used as a vesting by a property owner for probate avoidance on death.
[See RPI Form 463]

introductoryinterestrate ..........ccceeeiieeeeeescsssssssssscnnnosssssssssssssssssssesssl81
The initial rate of interest on an adjustable rate mortgage (ARM), typically lower than the fully-
indexed note rate and lasting for a set introductory period, allowing for a greater loan amount to be
borrowed. Also known as a teaser rate.

L

land s8les COMIIACT .. .ovviiiiiiiieeescooseoecoscsssssscsssssssssssssssscssssssssesss250, 266
An agreement infrequently used by a carryback seller in a sale of real property to retain title to the
property until all or an agreed part of the purchase price has been paid. Also commonly called a
land-contract, conditional sales contract, installment sales contract or real property sales contract.

lease-purchase sale .......ccveeeeeiierrnrreeessscessassseessssesssssssssssssssssssssssssas 271
A sales transaction characterized by a purchase agreement containing a provision for the present
transfer of possession on a lease and buildup of equity in ownership by the tenant over the term of
the lease before closing the sale by crediting the purchase price with a portion of the buyer’s lease
payments.

levVeraging...cooieeiiiiiiirereeeesteetsssssecssseasssssssccssssssssssscccsstassssrsnssssas 158
A double-edged sword of possible greater returns or potential total loss. In real estate, leveraging

is the concept that a lien either increases the owner's risk they will lose the property (and their
investment) to foreclose or increases the return on their investment.

lispendens ...oiiiiiiiiiiiiiteeseeeettosssessssssesssssssssscssssssssssssscssssssssssssssss251
A notice recorded for the purpose of warning all persons that the title or right to possession of the
described real property is in litigation.

listing agreement .....ccoveereeeennesseerteeceeesssssssssssssesssssssssssssssssssssssssssslO
A written employment agreement used by brokers and agents when an owner, buyer, tenant or
lender retains a broker to render real estate transactional services as the agent of the client. [See RPI
Form 102 and 103]

03 e B =3 o 4 T - 56
An interest rate fixed for the duration of the loan.
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M

masked SecUTity device ....ovverrrnnenrertrteeteteeeesssssssssscessnnnnnsnnnssnssssns 22,264
Alternative documentation for a carryback sale, substituted for a note and trust deed in a deceptive
attempt to avoid due-on enforcement, Regulation Z, reassessment for property taxes, profit
reporting and the buyer’s right of reinstatement or redemption on default. [See RPI Form 300-1 and
300-2]

MNOTtgage-IN-fAC ... iiiiiiirrrerrnnsosrsssrseeeseeeessssssssssssessssssssnsssssnssssssss 241
A grant deed given by an owner for the sole purpose of securing the performance of an obligation
owed a creditor, such as payment of a debt.

N

negative amortization ......oviiiiiiriirrreecssetersssssccssscssssssscccssaanss 150, 164,186
Occurs when monthly installment payments are insufficent to pay the interest accruing on the
principal balance, requiring the unpaid interest to be added to the principal.

TLOMITECOUTSE ¢ oo vvvvneeenncsennsossnsossasessssssnsssssssssassssassssasssnnssnns 215,233,248
A debt secured by real estate, the creditor’s source of recovery on default limited solely to the value
of their security interest in the secured property.

NONTECOUISE MNOTLGAGE . oo vvveesecasessossscssossssssosssssssssssssssssssssssassse 7. 78,206
A mortgage subject to anti-deficiency laws which do not permit the mortgage holder (lender or
carryback seller) to pursue a borrower to collect any loss due to a deficiency in the value of the
secured property on foreclosure or a short payoff.

1 1o 1 o P 76
A document, often secured by a trust deed on real estate, evidencing an obligation to pay money to
a creditor, usually a lender or carryback seller. [See RPI Form 421 and 424]

NOTE TAT ...t tvitiereoeeocseeocscsscscsssssssssssssssssssssssssssssssssssssssssssssnssssnsss 56
The interest rate agreed to between the homebuyer and the lender on the promissory note. Contrast
with real interest rate.

Notice of Default (INOD) ....cciiieieeetesseesossesossesssssssasssssssscssssscsssscssssosss 46
The notice filed to begin the nonjudicial foreclosure process. Generally, the NOD is filed following
three or more months of delinquent mortgage payments.

Notice of Delinquency (NODQ) ...ccceeeeeteresseessseosssssssssssosnsssssssessssssssnnasss 46
The notice sent by a mortgage holder to a person who requested the notice within 15 calendar days
after four consecutive months of unpaid and delinquent monthly installments on their mortgage.

0 Yo - 1 o o 1 124
An agreement entered into by a mortgage holder, buyer and seller to shift responsibility for a
mortgage obligation to the buyer by an assumption and release the seller of liability.

P

Pass-through pProvisSioNnS ......ccevueeetretrrrrteeetteeeeesssssssssssssssssssssssnnnnssnnns 151
An all-inclusive trust deed (AITD) provision used by a carryback seller which provides for the
payment of any demands made by the underlying mortgage holder, other than regular principal
and interest payments, to be passed through to the buyer when triggered by the buyer's conduct.
[See RPI Form 442 and 443]

PasSSive Category INCOIMIE . ...vverrrrerrsstrssstseeeeeeeeessssssssssssssssssssnonnnnnnnnnns 297
Profits and losses from rental real estate, operations and sales, and from non-owner-operated
businesses.

0 1=« 304
To offer an asset (such as an existing carryback note) as collateral or security for another, unrelated
debt. Also known as hypothecation. [See RPI Form 242]
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portfolio category incCome ......vvvirrreiiinsresscensssssscnsssssscnnssssssesssd, 280,297
Unearned income from interest on investments in bonds, savings, income property, stocks and trust
deed notes.

POWET-0f-881€ ..uuiiiiiiiiiriieeeseeetosssseessseasosssssssssasssssssseosssasssssssssossas 243
A trust deed provision authorizing the trustee to initiate a non-judicial foreclosure sale of the
described property on instructions from the beneficiary.

Prepaymentpenalty .......ccciiiiiiiiiiiiiiiiiititccttcctttttttttiitttcccccessnsssss 81,228
A provision in a note giving a lender the right to levy a charge against a borrower who pays off the
outstanding principal balance on a loan prior to expiration of the prepayment provision. [See RPI
Form 418-2]

Prime offer rate .......ccvviiiiieiiieetosreeecsseaassssssecosscssssssseccsssssssssssscccsans 91
A base rate used by banks to price short-term business loans and home equity lines of credit, set 3%
above the federal funds rate.

PIiVIty Of @State ...oiiiiiiiereeeeenoseeeerreeeeecesssssssssssssensnnnnnnnnnnsnsssssseseeelld
A mutual or successive relationship to the same rights in property; a connection between persons
to the same estate in property.

private mortgageinsurance (PMI)......ccoiiittrrreecescessssssscssscssssssscssscssns 3,236
Default mortgage insurance coverage provided by private insurers for conventional loans with
loan-to-value ratios higher than 80%.

PIOINISSOTY MOt . it iiiiieeeeennnsssssssssssssssssssssssscssssssssssssssssssssseees 56,64,90
A document given as evidence of a debt owed by one person to another. [See RPI Form 421 and

424]

PIOPEItY PIOfile . ..iiiiiiiiiiiiiiiiiiiiiiiiiiitttteeeeeesessssssssccccccccnnnnnnnasssssssns 13
A report from a title company providing information about a property’s ownership, encumbrances,
use restrictions and comparable sales data.

10 8 e 3 10 4 TP - - ¥ 4
The provision in all trust deeds which, in tandem with anti-deficiency laws, grants an owner-
occupant of a one-to-four unit residential property under a purchase-assist mortgage the right

to defulat and force the lender to buy the property through foreclosure for the remaining loan
amount.

Q

qualified mortgage (QM) ........cttiiiiiieeessssssssssseennnsssssssssssssssssssssscsssssssQ2
A home mortgage which meets ability-to-repay rules under the Truth in Lending Act (TILA).

R

TECAST c ot vvverennreoensesnnsosnnsosnssssnsssonsssnnsosnssssnssssnscsssscsnssssnssssnscsnsssl3f

A mortgage holder's demand to modify the note terms and receive payment of additional fees in
exchange for waiving the due-on clause in their mortgage.

TECONVEYATICE ¢t evveeereesoocsosssocsosssesssssssssssssssssssssssssssssssssssssssssnsss 62,206
A document executed by a trustee named in a trust deed to release the trust deed lien from title to
real estate, used when the secured debt is fully paid. [See RPI Form 472]

TECOUTISE s vvvreeeeensssossennsssssssnsssssssnssssssssnsssssssnassssssss3d2,207,217,227,237
On a debt secured by real estate and not subject to anti-deficiency defenses, the creditor may pursue
a borrower on default for a loss due to a deficiency in the value of the secured property if the lender
forecloses judicially.

b ¢ Yo == o'+ YU 48
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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TEINSTALEIMENIT .. iiiiiiieteeeeeeeceecoocsesaccecascscsascscsscssssscscssscccsscsesasces 48,84
A property owner or junior lienholder’s right to reinstate a mortgage and cure any default prior to
five business days before the trustee’s sale by paying delinquent amounts due on the note and trust
deed, plus foreclosure charges.

S

SECUTItY INTEIeSt ....vvvvrrrrrrrrrrrteeeeeeeesssssssssssssssssssssssssssssssssssssssscesss238
A generic term designating the interest held in real estate or personal property by a lender,
carryback seller or judgment creditor which is evidenced by either a trust deed, UCC-1 financing
statement or abstract of judgment. [See RPI Form 450 and 436-1]

seller financing ..oovviiiiiiiriiiiiieeeeerssssesssseessssssssssssassssssssssssssssssssscssaas 2
A note and trust deed executed by a buyer of real estate in favor of the seller for the unpaid portion
of the sales price on closing. Also known as an installment sale, credit sale or carryback financing.

shared appreciation MOItgage .......cccitititessssssssccnnnssssssssssssssssssscsscccssss66
A type of split-rate note calling for the proprty owner to periodically pay interim interest at a fixed
rate, and when the balance is due, to further pay the holder of the note as additional interest an
agreed fraction of the property’s increased value. [See RPI Form 430]

-3 1 W03 ot i = o 4 1 X 56
A variable interest rate which changes often, driven by Federal Reserve actions to keep inflation
and deflation in check.

StepPed-UP baSIS ..uiiiiiiiiiiiiiiiiiiiiiittiittiiittttttcttttttsstttccstcassssssccssassss307
The setting of an asset’s cost basis to fair market value for income tax purposes when transferred by
death of the owner.

Straightnote ....coiiiiiiiiinnreiirsicersnnsecssssccsssssssssssccsssssssssssccsssssnees 23,64
A note calling for the entire amount of its principal to be paid together with accrued interestin a
single lump sum when the principal is due. [See RPI Form 423]

SUDOIAINAtioN . ..iiiiiiiiiiiiiiiiiireeeetesssssssseeesssssssssssccssssssssssscccssnas 194, 207
The rearrangement of mortgage lien priorities on title in which a mortgage lien takes a lesser or
junior position to another mortgage lien on a property.

subordination agreement............ccciiiiiiiitiiitiiiceceesssssssssssssssssscssssss 13,193
An agreement entered into by a mortgage holder to permit their security interest in title to the
mortgaged property to take an inferior position to another encumbrance. [See RPI Form 281]

SUD DI N ..t iiiiiiiiiiiiittereeeeseeetossssesssastssssssssssssssssssssssssssssssssscasssas 179
In mortgage lending, a borrower who poses a higher risk of not timely repaying a mortgage, or a
mortgage with a high risk of default due to inferior underwriting standards.

T

trustee (ON A IMOTGAGE). .. vvvreereeeersosssscsssasssssssssssssssssssssssssssssssssssssscssssd8
A party to a mortgage who, as a legal fiction, holds title to property as security for the performance
of an obligation with the authority to sell the property or reconvey the trust deed on instructions
from the mortgage holder.

U

unconscionable advantage .......cevtttttttttttcttiitttstsssssssssssscsssscssssssssssssss260
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.

UNSECUTEA MO, ¢t tierttiiienrsressensssssssossssossssssssssssssssssssssnsssssssnsssssssns 32
A document evidencing a debt owed by one person to another where the debt is not secured by
collateral, also called an unsecured promissory note. [See RPI Form 424]
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TSUTY o eoveeeocesessacasessssssessssssssssssssssssssssssssssssssssssssssssssssssssscsss 09,255
A limit on the lender’s interest rate yield on nonexempt real estate loans.

\'/

Vender'slIem .. ..iiiiiiiiiiiiiiieeetteosseesosssssssscsssssesssscsssssssssscssscscsssscsnne 249
An unrecorded interest on title to property sold granting the seller the right to foreclose on the
property when the buyer defaults on payment of remaining amounts owed on the purchase price.

\\'4

WALV T . it eiiiteneeeeooseeonssenossesassscsassssassscssssssssssesassssssssssassssasssssnse 231
A mortgage holder’s consent to forego a right to enforce a provision or agreement.

WaivVer agreement .......cccceeeeeeeeeeeerteeeeececsssssssssseccsnnnnnnnnnssssssssns 129, 135
An agreement in which a mortgage holder consents to the owner’s present or future transfer of an
interest in the mortgaged property as a waiver of the mortgage holder’'s due-on rights. Also known
as an assumption agreement. [See RPI Form 431 and 432]

Y

D2 L= L 55
The interest earned by an investor on an investment (or by a bank on the money it has loaned).

Also, called return.
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