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Chapter 1: The seller’s agent and the prospective buyer

A seler’s aget d
the pospective buyer

'

After reading this chapter, you will be able to:

+ distinguish an agent’s specific agency duty owed to their client
from the limited general duty they owe to others in a transaction;

+ conduct a due diligence investigation to observe property
conditions adversely affecting value for disclosure to prospective
buyers;

+ protect your seller by ensuring all readily known material facts on
the listed property are disclosed to prospective buyers before the
seller enters into a purchase agreement; and

+ understand the need to qualify your representations in a
transaction when they are opinions and not based on the results
of an investigation into the facts.

fiduciary duty title conditions

general duty Transfer Disclosure

material fact Statement (TDS)

preliminary title report
(prelim)

A seller’s broker and their agents have a special fiduciary agency duty,
owed solely to a seller who has employed the broker, to diligently market
the listed property for sale. The objective of this employment is to locate a
prospective buyer who is ready, willing and able to acquire the property on
the listed terms.

On locating a prospective buyer, either directly or through a buyer’s agent,
the seller's agent owes the prospective buyer, and thus also the buyer'’s

Chapter

1

Learning
Objectives

Key Terms

General duty
to voluntarily
disclose

fiduciary duty

The licensee’s
obligation as an

agent to act with the
utmost good faith

and diligence for the
benefit of the principal
who employs them.
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general duty

The duty a licensee
owes to non-client
individuals to act
honestly and in good
faith with upfront
disclosures of known
conditions which
adversely affect a
property’s value.

Transparency
as public
policy
objective

Gathering
facts on
adverse
features

Transfer Disclosure
Statement (TDS)

A mandatory
disclosure prepared
by a seller and given
to prospective buyers
setting forth any
property defects
known or suspected
to exist by the seller,
generically called a
condition of property
disclosure.

agent, a limited, non-client general duty to voluntarily provide critical
factual information on the listed property, collectively called disclosures of
material facts.

What is limited about the duty is not the extent or detail to which the
seller's agent may go to provide information, but the minimal quantity of
fundamental information and data about the listed property which the
seller’'s agent will hand to the prospective buyer or the buyer's agent before
the seller enters into a purchase agreement.

The information disclosed by the seller'sagent need only be sufficient enough
initscontentto place the buyer on notice of facts which may havean adverse
effect on the property’s value or interfere with the buyer's intended use.

In California’s public policy pursuit of transparency in property information
between sellers and buyers, the disclosure obligations of the seller’'s agent
to voluntarily inform prospective buyers about the fundamentals of the
listed property act to eliminate asymmetry and power relationships in sales
transactions. Thus, the seller’'s agent is severely limited in their ability to
engage in any conduct or means at hand to exploit the prospective buyer’s
lack of knowledge about the condition of the property by use of these
disclosures.

The seller's agent may not:

+ deliver up less than the minimum level of information to put the buyer
on notice of the property’s fundamentals affecting value;

« give unfounded opinions or deceptive responses in response to
inquiries; or

+ stifle inquires about the property in a vigorous pursuit of the best
financial advantage possible for the seller (or the seller’s broker).

The methods for gathering adverse facts about a property’s fundamental
characteristics, as well as facts which enhance value, require the seller’s
agent to actively take steps to make specific disclosures when marketing a
one-to-four unit residential property for sale, actions which include:

+ conducting a visual inspection of the property to observe conditions
which might adversely affect the market value of the property, and
then enter any observations of adverse conditions on the seller-
prepared Transfer Disclosure Statement (TDS), also known as a
Condition of Property Disclosure, if not already noted on the TDS by
the seller or if inconsistent with the seller's disclosures, whether or
not a home inspector’s report has or will be received by the seller [See
Figure 1, RPI Form 304];*

+ assuring seller compliance with the seller’'s duty to deliver
statements to prospective buyers as soon as possible, namely,
the upfront disclosure in marketing documents of routine facts

1 Calif. Civil Code §2079
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about natural hazards (NHD), the condition of the property (TDS),
environment hazards (TDS), Mello-Roos liens, lead-based paint,
neighborhood industrial zoning, occupancy and retrofit ordinances,
military ordnance locations, numerous condo (CID) documents, etc.,
by providing the seller with statutory forms at the listing stage to be
filled out, signed by the seller, and returned to the agent for inclusion
in the marketing package to be handed to prospective buyers on their
inquiry into additional property information;

* reviewing and confirming, without further investigation or
verification by the seller’s agent, that all the information and data in
the disclosure documents received from the seller are consistent with
information and data known to the seller’'s agent, and if not, correct
the information and data; and if the seller’s agent has reason to believe
information might not be accurate, either investigate and clarify the
information or disclose uncertainty about the information to the seller
and the prospective buyer in the documents;

+ advising the seller on risk avoidance procedures by recommending
the seller obtain third-party inspections of the property’s condition
and its components (roof, plumbing, septic, water, etc.), to reduce the
exposure to claims by a buyer who might discover deficiencies in the
property not known to the seller or the seller's agent or worse, they
were known and not disclosed prior to acceptance of a purchase
agreement, and on discovery make a demand on the seller (and the
broker) to correct the defects or reimburse the buyer for the costs
incurred to correct them; and

* responding to inquiries by the prospective buyer or buyer's agent
into conditions relating to any aspect of the property with a full and
fair answer of related facts known to the seller's agent which are or
might be considered detrimental to the value of the property and does
so without suppressing further investigation or inquiry by the buyer
or the buyer’s agent since the inquiry itself makes the subject matter
a material fact about which the prospective buyer may want more
information before completing negotiations or acquiring the property.

A seller’s agent's statutory duty owed to prospective buyers to disclose facts
about the integrity of the physical condition of a listed one-to-four unit
residential property is limited to prior knowledge about the property and the
observations made while conducting the mandatory visual inspection.

To complete the disclosure process, the seller's agent serves as a conduit
through which property information provided by the seller is filtered before
the seller’s agent passes it on to the prospective buyer.

Accordingly, all property information received from the seller is reviewed
by the seller’s agent for any inaccuracies or untruthful statements known or
suspected to exist by the seller’'s agent. Corrections or contrary statements
by the seller’'s agent necessary to set the information straight are included

material fact
Information which
would likely affect

the price and terms a
buyer is willing to pay
for a property.

The pass-
through

of filtered
information

3
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The dumb

agent rule for

SFRs

title conditions
Encumbrances such
as liens, conditions,
covenants and
restrictions (CC&Rs)
and easements which
affect title to property.

preliminary title
report (prelim)

A report furnished

by a title insurer
constituting an offer

to issue title insurance
based on property
vestings and itemized
encumbrances
presented in the report.

in the document or the document corrected before the information may be
used to market the property and induce prospective buyers to make an offer
to acquire the property.

The extent to which disclosures about the physical condition of the property
will be made is best demonstrated by what the seller'sagentisnot obligated
to disclose. All facts adversely affecting value and known to the seller’s
agent will be disclosed — brought to the attention of prospective buyers at the
earliest opportunity.

Ontheotherhand, buyer'sagentsneed tounderstand thatseller'sagents have
no duty to investigate any of the information or data disclosed as provided
by the seller — the seller’s agent need not make an effort to authenticate its
accuracy or truthfulness before passing it on to the prospective buyer.

However, as a minimum effort to be made before handing prospective buyers
information received from the seller, the seller’s agent is to:

- review the information received from the seller;

+ include comments about the agent's actual knowledge and
observations made during the visual inspection of the property which
expose the inaccuracies, inconsistencies, false nature or omissions in
the seller’s statements; and

+ identify the source of the information as the seller.

A seller's agent on a one-to-four unit residential property owes no
affirmative duty to a prospective buyer to gather or voluntarily provide
the prospect with any facts unknown to the seller’s agent about:

+ the property’s title conditions, consisting of encumbrances which a
preliminary title report (prelim) is to disclose, such as easements,
Covenants, Conditions and Restrictions (CC&Rs), legal descriptions,
trust deed provisions, etc., other than assuring compliance by the seller
with disclosures about liens for improvement district bonds, such as
Mello-Roos bonds;

+ the operating expenses for the property (and any tenant income) the
buyer will experience during ownership, such as utilities, sanitation,
property taxes, yard and pool maintenance, insurance, etc., except the
statutory disclosures the seller makes about any fire hazard clearance
requirements which exist due to the property’s location (NHD) [See
RPI Form 314];

+ the zoning or other use restrictions which may affect the buyer's
future use of the property, except for the existence of industrial zoning
which affects the property, and nearby military ordnance locations;

+ the income tax aspects of the buyer's acquisition (or seller’s
disposition) of the property, such as limitations on interest deductions,
avoidance of profit tax by exclusion or exemption on the sale of
other property (on which the purchase of the listed property may be
contingent);



Chapter 1: The seller’s agent and the prospective buyer 5

+ thesuitability of the property based on the facts disclosed to actually
meet the buyer's objectives in the acquisition, be they financial, legal,
possessory, etc.; and

+ information or data on any mixed use of the property, such as acreage
included in the purchase for use as subdividable lands, groves or other
farming operations, or for use for tenant income or as a vacation rental.

Further, the seller's agent owes no duty to prospective buyers to give advice,
make recommendations, offer suggestions, comment on the extent of the
adversity of the (adverse) facts disclosed, offer assistance (locate boundaries),
investigate (due diligence), state an opinion or explain the effect on the
buyer of any facts about the property’s physical, natural or environmental
conditions which have been provided by the seller’s agent.

However, when asked by the prospective buyer orabuyer's agentabout any
aspect, feature or condition which relates to the property or the transaction
in some way, the seller’'s agent is duty-bound to respond fully and fairly
to the inquiry. The response includes material facts known to the seller’s
agent about the subject matter of the inquiry and is free of half-truths and
misleading statements.

Conversely, it is the buyer or the buyer’s agent who has a duty to care
for and protect the buyer's best interests in the purchase of property. The
buyer's agent, not the seller’'s agent, is to determine what due diligence efforts
are necessary to learn the extent to which the facts disclosed by the seller’s
agent interfere with the buyer'’s expectations for the use and enjoyment of
the property before allowing the buyer to make the decision to purchase or
close escrow.

A seller’s agent on a one-to-four unit residential property owes no duty to
a prospective buyer to address the existence, much less the nature, of an
easement located on the listed property since they are public records.

However, when the seller’s agent responds to an inquiry by the prospective
buyer by providing information on the easement, the seller’'s agent is to state
fully and fairly, without deceptive or misleading wording, their knowledge
of the easement.

Further, the seller's agent needs to:

+ identify the source of information if they have not confirmed its
accuracy or correctness; or

+ condition the response in such a way as to prevent the prospective
buyer from justifying their reliance on the information without further
investigation.

Respond fully
and fairly

In response
to an inquiry
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Form 304

CONDITION OF PROPERTY
SOl OF FROPERTY, !
Pr g Brok Phone. The Seller dwsdoses the following information w\lh lhe knowledge that even though this is not a warmnly prospective
- roker Email Suyers my ey on er an ‘Seller hereby
Condition of . o G oy i e ok et oo oo ket ot sl aihoree syt g o el vt
[y
property defects affecing value. OF THE AGENT(S), IF ANY. THIS INFORMATION IS A DISCLOSURE AND IS NOT INTENDED TO BE PART OF ANY
roperty E
‘Seller's isting agreement Seller "1 is, " is not, occupying the property.
Pt s
Skt ot o
dated. 20, at California, Washer/Dryer Hookups Rain Gutters
P ages 1 - 3 oy Burglar Alarms Carbon Monoside Device(s) Fire Alam
regardmg property referred to as Central Heatir Central Air Conditioning Evaporator Cooler(s)
Fiies i e s
e i e
T ompsmecont o e el Lot con
o ;
REAL ESTATE Tt ISFER DISCLOSURE STATEMENT Garage: Attached Not Attached Door Opener(s)* Carport Not Attached
o oo JER— N e o
sy oy e
LS ek
B s s
TS STATENENT IS ADISCLOSURE O THE CONDITION OF THE ABOVE DESCRIGED PROPERTYINCONPLANCE ExhaustFanis) i 220 Volt Wiringin
BY THE SELLER(S) OR ANY AGENT(S) PRI NC\PAL(S \N HIS . AND IS NOT A Roof(s): Type. Age: (approx.)
|
e e e e e !
s elossee o oty e s ol s et o, i e N oz
s e vty G e s e o Tt oy o Yer
e o
Interior Walls. eilings. Floor. Exterior Walls. Insulation Roof(s)
T e St o

WallsiFences  Elecrical Systems Plumbing/Sewers/Septics
Other Structural ts (Describ

tany of explain. (Attach necessary):
[See RP Form 2501
Instalation of a sted applance. dovice, or dweling. The carbon
opener, or

relating to, respeciively, 13260) of Part 2 of
Division 12 of, automaic reversing device standards as sel forh in Chapler 12.5 (commencing with Section 19890) of
Part 3 of Division 13 of, o the pool safely standards of Arile 2.5 (commencing with Section 115920) of Chapler 5 of
Par 10l Diision 04 . he

Section 1101.4 of
3l singie famiy reskiences bult an or before January 1, 1984, 1 bo 6Quioped wih walsr.consening pming PLres
aftr January 1 2017, Addtonall,on and after January 1, 2014.a sinle family residence bult on o befor Janary 1
1994, hat s allered or improved is requiret with plumbing fixtures. i
final approval. Fxtures in this dweling may not comply with Section 1101.1 of the Civil Code.

.. Are you (Seler) aware of any of the fllowing:

aterials or products which may be an environmental hazard such as,
but not mited to, asbestos, formaldehyde, radon gas, lead-based paint, mold fuel or
Soll or water on Yes 71 No

2 Fastres o h proper shaed o common i i ardounars, such s v, . . .
s o T o o 1 - For a full-size, fillable copy of this or
: ‘subject property. sosement Yes . No

e e o sy any other form in this book that may

necessary permits. Yes |1 No
5. Room addiions, stnuctural medifications, or other alterations or repairs nt in compliance

i s e be legally used in your professional

Any setting from any cause, or slippage, siding, or ther sol problems. Yes " No

3 rlrg e o o e practice, go to realtypublications.

Major damage to the property or any of the structures from fir, earthquake, floods,
or landsiide

10. Any zoning violations, nonconforming uses, violations of ‘setback” requirements. Yes ' No Com/forms
1. Neighborhood noise problems or other nuisances. Yes - No
12. CCARs or other deed restictions or oblgati Yes  No
13. Homeowners' authority over Yes 71 No
14. Any “common area” (failtes such as pools, tennis courts, walkways, or other areas.
wned th Yes  No

15. Any notices of abatement or Yes 7 No
16. Any lawsuits by or against the Seller threatening to o afiecting s real property. caims

for damages by the Seller pursuant to Section 910 or 914 hrealening 10 or affecting this

roal Jaims for breach of warranty pursuant o Sect threatening to

affecting this real property, or ciaims for breach of an enhanced protection agreement

purst fion 903 threatening to or affecting this real property, including any.

lawsuits or ciaims for damages pursuant to Section 910 or 914 alleging a defect or

deficiency in this real properly or ‘common areas' (facilles such as pools, tennis courts,

walkways, or other i Yes 1 No.

Ifthe answer to any of these is yes, explain pages if necessary )

[See RPI Form 250]

The buyer's inquiry is entitled to a response based on the seller's agent’s
working knowledge of the underlying facts or identification of the source
of the information given. If the seller’s agent lacks sufficient knowledge to
comment, they are duty-bound to say so.

Minimum A seller's agent locating a prospective buyer for their client’s one-to-four

unit residential property owes a duty to the prospective buyer to conduct

level of - reasonably diligent visual inspection of the property for defects which
disclosure adversely affect the value of the listed property.
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D. 1. The Seller certifes that the property, as of the close of escrow, will be in compliance with Section 131138 of the v
Health and Safety Code by having operable smoke detector(s) which are approved, lsted, ar
in State a

nd installed BUYER(S) AND SELLER(S) MAY WISH TO OBTAIN PROFESSIONAL ADVICE ANDIOR INSPECTIONS OF THE

PROPERTY AND TO PROVIDE FOF ’ROPRIATE PROVISIONS IN A CONTRACT BETWEEN BUYER(S) AND
hats s SELLER(S) WITH RESPECT TO ANY ADVICE/INSPECTIONS/DEFECTS
wilh appicable aw AREAL ESTATE BROKER IS QUALIFIED TO ADVISE ON REAL ESTATE. IF YOU DESIRE LEGAL ADVICE, CONSULT
Selle cerfis that the nfomaton hroi s tue and corret 0 e best of the Seles knowledge as of the date igned by YOUR ATTORNEY.

o Sor.

\IWE ACKNOWLEDGE RECEIPT OF A COPY OF THIS STATEMENT.

Sollr: Date: 2 Seller: Date: 20

Seler: Date: 2. Seller: Date: 2

AGENT'S INSPECTION DISCLOSURE
Buyer: Date: 20

THE UNDERSIGNED, BASED ON THE ABOVE INQUIRY OF THE SELLER(S) AS TO THE CONDITION OF THE
PROPERTY AND BASED ON A REASONABLY COMPETENT AND DILIGENT VISUAL INSPECTION OF THE Buyer: Date: 2
PROPERTY IN CONJUNCTION WITH THAT INQUIRY, STATES THE FOLLOWING:

Agent: CalBRE:
(Broker Representing Seer - Please Prin)

By: Date 2
(Rssocma Lcenses or Brover Sgnatre)
Agent: CalBRE#:
ErcherReoresening Seer - Poase i) Agent: CalBRE:
(Broker Obiaing he Offer Please P
By: Date: 0
Thssocate Uenon orBrover Soae] ™
AGENT'S INSPECTION DISCLOSURE By: Date: 2
(Associate Licenaco o Broker Sagnature)
THE UNDERSIGNED, BASED ON A REASONABLY COMPETENT AND DILIGENT VISUAL INSPECTION OF THE
ACCESSIBLE AREAS OF THE PROPERTY, STATES THE FOLLOWING: 3OF THECIVIL. THERIGHT
tems for disclosure. FOR AT LEAST THREE DAYS AFTER THE DELIVERY OF THIS DISCLOSURE IF DELIVERY OCCURS AFTER THE
Agent notes the following tems: SIGNING OF AN OFFER TO PURCHASE. IF YOU WISH TO RESCIND THE CONTRACT, YOU MUST ACT WITHIN THE

PRESCRIBED PERIOD.

AREAL ESTATE BROKER IS QUALIFIED TO ADVISE ON REAL ESTATE. IF YOU DESIRE LEGAL ADVICE, CONSULT
YOUR ATTORNEY.

FORM 304 08-17 ©2017 RPI — Realty Publications, Inc., P.O. BOX 5707, RIVERSIDE, CA 92517

Date: 2

On completing the inspection, the seller’'s agent is to note on the (seller’s) TDS
any defects observable or known to the seller’'s agent which are not already
noted by the seller or are inconsistent with the seller’s disclosures. The TDS is
to be handed to prospective buyers as soon as practicable (ASAP).2

However, the visual inspection and investigation of one-to-four unit
residential property by the seller'sagentand the disclosure of their knowledge
and observations excludes other readily available information not already
known to the seller’s agent, such as knowledge that may be obtained by:

+ the inspection of areas reasonably and normally inaccessible to the
broker;

+ theinvestigation of off-site areas and areas surrounding the property;
and

+ the inquiry into or review of public records or permits concerning
title or use of the property.3

However, the minimum disclosure rule for seller's agents does not apply to
a buyer’s broker or agents, much less limit the buyer's agent’s duty to fully
and fairly inform and advise on what investigations the buyer ought to
undertake.

Further, the minimum one-to-four wunit inspection and reporting
requirements imposed on seller’s agents excludes the common law duty still
imposed on seller’s agents of other types of property to further investigate and
disclose to buyers or sellers any material facts the agent discovers regarding:

- title conditions;

2 CC8§82079 et seq.
3 CC82079.3

Form 304

Condition of
Property

Pages 4-5

Common law

duty
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« the financial consequences of owning the property, such as the
property’s operating costs; or

+ the tax aspects of the transaction (seller only).

The one-to-four unit disclosure limitation on seller’'s agents serves to set a
minimum level of information and data to be disclosed to put the buyer and
the buyer’s agent on notice of physical defects in the property which are
observable or known to the seller or the seller’s broker and their agents.

Chapter 1 A seller's agent owes a limited general duty to any prospective buyer to
voluntarily provide information on the property which may affect its
summary value, collectively called disclosures.

These disclosures are to be sufficient to place the buyer on notice of
facts that may affect the property’s value or the buyer’s use. This non-
fiduciary duty of good faith and fair dealing prevents the seller’'s agent
from exploiting a prospective buyer by:

+ providing less than the minimum required disclosures;

+ giving unfounded opinions or deceptive responses; or

+ stifling the buyer’s attempts to learn more about the property.

All property information received from a seller is reviewed by the
seller's agent for inaccuracies or untruthful statements. However, a
seller’'s agent need not investigate the seller’s claims any further before
using the information to market the property so long as they are not
known to the agent to be false.

A seller's agent owes a duty to the prospective buyer to conduct a
reasonably diligent visual inspection of the property for defects which
adversely affect the value of the listed property. The seller's agent notes
on the Transfer Disclosure Statement (TDS) any defects observable or
known to the seller's agent which are not already noted by the seller
or are inconsistent with the seller’s disclosures. The TDS is handed to
prospective buyers as soon as practicable, putting the buyer and the
buyer’s agent on notice of physical defects in the property which are
observable or known to the seller or the seller’s broker and their agents.

Chapter 1 fiduciary duty pg.
Key Terms general duty Pg.
material fact Pg.
preliminary title report (prelim) Pg-
title conditions Pg.
Transfer Disclosure Statement (TDS) Pg.
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Human resources:
(be)low-level management
by brokers

After reading this chapter, you will be able to:

« recognize the natural equilibrium of approximately 1.5 active
agents for every active broker in a stable market;

+ track agent and broker licensing and renewal trends though
oscillations in the market cycle;

+ anticipate the effect a return to core economic principles and real
estate fundamentals will have on broker and agent licensing; and

+ implement strategies to operate a successful brokerage office and
keep claims from clients and others under control.

risk reduction program turnover rate
sticky pricing

In a stable market, a natural equilibrium develops between active real estate
agents and brokers. This ratio has historically found balance at approximately
1.5 active agents for every active broker. [See Figure 1]

After a protracted period of inflated agent population, the ratio began its
downward trajectory towards historic norms bottoming at 1.6 in mid-2014.
However, due to rising home prices, the ratio increased to an average of 2.2
active agents for every active broker in 2020.

As real estate entered its boom phase of the market cycle in the mid-2000s,
new agents arrived en masse with the optimistic belief that extra money was
to be had working real estate. In 2006, following the peak of the boom, there

Chapter

Learning

Objectives

Key Terms

The entry and
exit of agents
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Agents

speculate on
the market

Licensing in
the economic
recovery

were a total of 2.6 active agents for every active broker. The high number of
agents accompanied an inflated market, with unsustainable prices and little
sense fundamentally.

Keep in mind that the active licensee totals in Figure 1 understate the real
depth of the problem, as many licensees remained technically “inactive.”
They presented themselvesaslicenseesto speculate in property as principals
or negotiate purchases for family members, all without being employed by
a broker.

In October 2006, for instance, there were 261,683 active agents, but a total
of 376,561 Californians held agent licenses. Compare this to the more stable
period of January 2000, when there were 122,260 active agents and 196,524
total agent licensees. Rather than just providing brokerage services to other
individuals, the superfluous agents—active and inactive — bought and
flipped properties. They speculated in the market while operating as insiders
pulling (or saving) a fee when they, their family members and their friends
decided to buy the property they located.

Even now, as we anticipate a return to core economic principles (supply for
sale vs. demand by actual user-occupants rather than speculators) and real
estate fundamentals (price-to-rent and mortgage-to-income ratios) in the
residential and commercial markets, Figure 1 shows the licensee population
has surpassed the standard 1.5:1 agent-to-broker ratio. Expect discouraged
agents to slowly drop out of the active population as sales volume continues
to slump going into 2022. The number of brokers will begin to stabilize in the
years following the recovery from the 2020 recession.

Will this ratio last after the trough in licensee population?

Not likely. The boost in home prices experienced in the end of 2012
through 2014 caused increased optimism among the agent population. The
perception of a healthy real estate market due to price increases has lured
more individuals seeking career opportunities to become real estate agents.
Sales agent and broker licensing jumped in Q1 2013 and remained at their
highest levels since the housing crisis fallout in 2008.

Insufficient lender regulation to protect public institutions and society
from harm createsamentality that will eventuallylead toanotherdestructive
real estate boom. When this happens, possibly in the years following the
next economic recession, agents will begin to rapidly multiply once again,
and standards will diminish.

It will be up to California’s Department of Real Estate (DRE) to protect
society from adverse licensee conduct. To do so, they will need to tighten up
the agent licensing exam to control a too-permissive passing rate. This move
will limit new agents to the most qualified, dedicated and committed.
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Whether the DRE will be politically able to do this in the face of opposition
from big brokerage offices is doubtful. Large brokerage operations require
a constant high number of agents-for-hire to blanket the market when
momentum takes hold.

California demographics point to this return of “excitement” in the field of
real estate following the recovery from the 2020 recession. The rate of buyer-
occupant homeownership has dropped from 60% in 2005 to 56% in 2020.
Thus, fewer brokers and agents will be needed to service the purchase and
sale of homes.

As mortgage rates return to their steady long-term rising trend, downward
pressure will be put on home prices. This will work well for brokers and
agents representing investors interested in acquiring income property.
But slipping housing prices are unlikely to attract more buyer-occupant
homeowners unless growth in the job market returns to the pace in the mid-
1990s of 350,000 to 400,000 annually in California.

In early 2008, 7% (1 in 14) of all single family residences (SFRs) in California
stood vacant, owned by:
« speculators;

+ buyers of second homes (which were acquired in large part due to
speculative fervor); or

+ lenders (in the case of real estate owned property (REOs)).
With the current batch of licensee entrants embracing more sustainable, long-

term real estate strategies, the “quick-buck” real estate agents are continuing
to exit the stage.

Agent and
broker
population,
past and
future
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Industry
behavior

turnover rate
The rate at which
a broker loses and
replaces agents.

Economic
reality

Nolonger do we see the sort of high competition between agents that helped
push up prices from 2003-2005. The return of lending fundamentals, pushing
higher down payments will set a slower pace in the real estate market than
has been experienced at any time during the last decade. If it weren't for the
cash-heavy speculator interference experienced in 2013, California property
prices would have remained at their 2012 levels without a bounce well into
2015.

Purchasing trends between 2013 and 2014 reflected the intermittent
influxes of excited purchasers who are experienced neither as investors nor
homebuyers. These buyers who are speculators are most frequently nothing
more than gamblers placing bets on houses without the patience or intent to
do anything but wait for the market to increase the price so they can cash out
on their “investment.”

Large SFR brokerage operations with branch offices have always depended
on a constant flood of newly-licensed agents to fill their cubbies. This practice
was enabled in the past by a high agent turnover rate, as freshly-minted
agents burned through their family members and social contacts without
developing a viable client base. [See Figure 2]

Brokers and office managers were able to mitigate the eventual loss of sales
production from client-exhausted agents by aggressively soliciting new
licensees to bring in as replacements.

These “list-and-run” type agents have disappeared from the ranks of new
agents, as the total number of new agents has dropped dramatically. During
the peak years of 2004-2007, 5,000 new agents were licensed monthly. Since
October 2007, the number of new sales agents has remained steady with
a slight general decline, from 1,100 monthly at that time to about 1,000
monthly through 2012. Then, licensing spiked in the first half of 2013 (due
primarily to excitement caused by the price movement resulting from the
speculator frenzy).

When viewed in the context of disappearing short-term agents, rather than
vanishing homebuyers (the rate of homeownership statewide continues to
trend down from its 2006 peak), it appears that economic reality is forcing
employing brokers to:

« shutter their least productive branch offices;

+ release the weakest office managers and under-performing agents;

+ attempt to locate agents who generate business;

+ upgrade office locations and cut rent expense by taking advantage of
office vacancies and ever lower rent;
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+ develop new profit centers with office divisions for escrow, finance,
homeowner/tenant insurance, property management, syndication
and other brokerage services; and

+ require agents to “get back on the street” and gather property
information and smoke out the deals to generate leads and sales.

Even more troubling for large brokerage operations is the bickering arising
over brokers' fee-splitting arrangements with their agents. Agents are
now making roughly half as many sales, at prices nearing 2005 levels.

In the meantime, employing brokers take in fewer dollars and shoulder the
costs of overhead, promotion, often servicing unmarketable listings at great
cost. Gradually, the younger and more aggressive agents employed by large
brokerage offices will look to become brokers or team up with brokers and
otheragentsrelocatinginto smaller operations. Others with along-term client
base will join “rent-a-desk” operations in order to reduce the fee percentage
taken by the broker.

Agentsjumping out on their own too often do not have the business acumen
to set up and operate a broker office, even if it is their own one-man operation.
They attempt to do so under the belief, right or wrong, that their current
broker is getting too large a share of the fees.

Sellers who continue to demand unreasonable prices (the sticky price
phenomenon), or who involve themselves in other conduct which keeps the
property from selling within a 30- to 60-day marketing period, need to have
their listings cancelled and returned. All this conduct suggests that fewer
agents are needed by brokerage offices to effectively service the needs of the
public.

Blasphemous talk? Not at all if an efficient brokerage operation is what it
takes to get into the full recovery stage without going broke.

Figure 2
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Survival and
success

sticky pricing

A seller’s irrational
reliance on past home
pricing as a basis for
setting current pricing.
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Looking
ahead for
smaller
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and others
affected

Brokers who advertise property that looks good from the curb, and who set
listing prices appropriate to the property (prices which are likely to quickly
generate offers at near the listed price) will get an offer within 30 days. Such
conduct will provide for the survival and success of the rational seller, the
broker and his agents. At times of speculative fervor, which are always
short in duration, discussion of a stable office environment might seem like
nonsense to those with a short-term outlook.

In a recovering market, time lost hurts everyone, a lesson inept policy makers
- both state and federal - are beginning to learn from the totally ineffective
and ongoing “extend-and-pretend” loan modification fiascos and 2009-2010
federal and state homebuyer subsidies.

Brokers who learned to cut overhead and eliminate operating inefficiencies
while beefing up their staff of performing licensees prior to 2016 enjoyed the
best position for 2021's up-tick in annual sales volume. Employing brokers
operating successfully in 2022 will be defined by their ability to plan ahead.
They will have to be visionaries if they are to get in on the action when the
federal government and Wall Street return to easy lending standards in a
time of newly lucrative home sales.

In the near future, small brokerage offices with fewer than 16 agents will
probably continue to recruit agents as they always have. Large brokerages
typically use mail-blitzing campaigns and seminars to entice both seasoned
MLS agents and newly licensed agents into their offices.

Conversely, smaller offices traditionally recruit from local word-of-mouth
contacts. Brokers maintaining a single office with a staff of agents tend to
have several different types of business clientele and need to focus on more
than scope in the numbers game to drive the listing and marketing of SER
properties.

These smaller brokerage offices may well attract the more thoughtful entrants
into real estate looking for the long-term advantages of being around others
who work income property, land, and property management.

The boom during the mid-2000s saw five times as many individuals enrolled
in licensing courses as compared to the late ‘9os. That licensing education
revenue is all but gone for the schools, reduced to 15-20% of its peak 2007
four-year run.

If thatisnot bad enough for real estate educators, the license renewal rates
among brokers and sales agents (especially those hit-and-run agents who
arrived during the past six years) dropped to unprecedented levels by 2011.
Today's flattening renewal rates are directly related to the flat-to-down home
sales experienced since 2016, which has slowed the flow of agent fees.

A substantial increase in sales agents will occur with the forecasted boom
in real estate sales volume and prices. This boom, most likely to occur in the
years following 2022, will see the Great Confluence of first-time homebuyers
and cash-flush retiring Baby Boomers.
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Many let their licenses expire, then wait to see if the real estate market picks
up during their two-year grace period for late renewal. Some of them cite
2020's surging home prices as a reason to renew when they otherwise would
not have done so. However, California’s jobs market is a better reflection of
its housing market than sales volume. Therefore, licensees need to look to the
jobs recovery for a housing recovery.

To operate a successful brokerage office, the broker needs to employ viable
agents.

It is the quantity and quality of agents that produce the end result sought
by brokers to be successful, i.e., broker fees. As in all service businesses, the
linchpin for achieving success is the ability of management to orchestrate
the efforts of qualified agents.

However, most brokers employing agents tend not to dedicate sufficient
energy to the supervision of their agents. A level of seemingly deliberate
neglect prevails in most single family residential brokerage offices, consistent
with the proverbial “dumb agent rule.”

Thus, agents are left to learn the trade by observation or some third-party
training, and to hone their skills by trial and error. This is an empirical result
based more on the agents’ good instincts than on training, procedural policy
and constant supervision by the broker — all required by law.

Brokers need to be more than distant observers limited to providing remote
oversight for the agents. They or theiradministrative assistants and managers
need to learn to supervise and police the business-related conduct of their
agents.

Supervisory conduct by brokers and managers includes:

+ setting the production goals to be attained (listings and sales);
+ an analysis of the agent’s income and expenses;

+ the setting of fees needed for the agent to become financially viable as
areal estate agent;

+ establishing the personal routines and activities which will likely
make the agent productive, i.e., overseeing the agent’s management of
time spent working for the broker; and

+ the insistence that compliance reports be prepared and delivered
periodically to management. [See RPI Forms 520 through 523-1; see
Figure 3, RPI Form 521]

Further, the broker needs to be actively involved in the agent’s fulfillment of
the duties the broker owes to clients with whom the agent has contact.

Thus, the agent knows from the beginning just what level of production is
expected by the broker as a requirement for remaining with the office. Also,

The broker
takes charge

Policing of
business-
related
conduct



16 Real Estate Matters, Fifth Edition

Figure 3
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the broker will be demonstrating their expectation that the sales agent is to
maintain a competitive attitude about producing listings and buyers that
do deals. Further, an environment will have been created with a greater
probability of producing purchase agreements and closings, which spells
success for all involved.

Tracking Without an administrative structure to verify the broker's agents are

conducting themselves as intended, the broker will be exposed to an

age“t unnecessary risk of loss. Thus, continued oversight and policing are put

compllance in place to limit unilateral changes, distortions and deviations from agent
conduct acceptable to the broker.

with policy
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Oversight requires:

+ the commitment of financial and human resources to report
unacceptable conduct;

+ the holding of training meetings; and
+ the maintenance of client files.

In a word: continuing management.

Further, all acts carried out by a broker or their agents present the possibility
that a client or other party will be injured financially. This includes
investigations, inspections, negotiations, the giving of advice, and the
preparation of disclosures and contracts.

It is the risk of causing these losses which the broker needs to control. Risks
are best limited by choosing activities which can be conducted with more
certainty of a favorable result when relied on by the client or other person
in a real estate transaction. Thus, brokers need to maintain a risk reduction
program to keep claims from clients and others under control.

The five steps necessary to establish a risk reduction program are as follows:

+ All activities exposing the broker to liability are identified based on
whether the activity runs the risk of causing the client or others to be
injured financially.

« Each identified activity is broken down into its component parts, i.e.,
all of the acts and events that comprise the activity, which need to be
properly performed to eliminate the risk of causing a loss to a client,
others or the broker.

+ An evaluation undertaken into what sorts of loss the client, others or
the broker might experience if the broker or their agents undertake the
identified activity, or a modified or alternative version of the activity.

« Brokerage activities are chosen and procedures and limitations
adopted to control the parameters of the agent’s conduct when
performing those activities, based on whether they fall within the
broker's comfort zone as providing the level of exposure to liability
acceptable to the broker.

+ Agent compliance with activities authorized and limited by the
broker's policies and procedures are tracked, and ongoing remedial
training and dispute resolution for claims made by clients and others
are established.

Controlling
risk as a
broker

risk reduction
program

Office procedures
implemented and
actively overseen by

a broker to mitigate
risk and ensure the
broker's agents are
conducting themselves
as intended.
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In a stable market, a natural equilibrium develops between active real
estate agents and brokers; approximately 1.5 active agents for every
active broker. After a protracted period of inflated agent population, the
ratio began to rise again, currently an average of 2.2 agents for every
active broker in 2020.

With the current batch of licensee entrants embracing more sustainable,
long-term real estate strategies, the “quick-buck” real estate agents are
continuing to exit the stage swiftly and in large numbers. With them
goes the artificial support they gave to sales numbers.

To operate a successful brokerage office, the broker needs to employ
viable agents. However, most brokers employing agents tend not to
dedicate sufficient energy to the supervision of their agents.

Brokers or their administrative assistants and managers need to police
the business-related conduct of their agents by implementing and
overseeing risk reduction programs tracking their agent’s compliance
with broker policy. Proper broker supervision keeps claims from clients
and others under control.

riskreduction program Pg.17
sticky pricing Pg. 13
turnover rate Pg. 12
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The home
ispection report

After reading this chapter, you will be able to:

+ understand the use of a home inspection report (HIR) to mitigate
risks of misrepresentation in the preparation of a seller’'s Transfer
Disclosure Statement (TDS);

+ exercise care in the selection of a qualified home inspector; and

+ use an energy efficiency audit report by a Department of Energy-
certified Home Energy Rater to market property.

California Home Energy home inspector

Rating System (HERS) home energy audit

home inspection report
(HIR)

material defect

The agent for a seller of a one-to-four unit residential property asks the seller
to grant them authority to order a home inspection report (HIR) on the
seller’s behalf. [See RPI Form 130]

The home certification processis a cost the seller incurs to properly marketthe
property if they are to avoid claims by buyers about defective property
conditions after a purchase agreement is entered into.

The seller's agent explains the HIR is also used to prepare the seller’s
Condition of Property Transfer Disclosure Statement (TDS). The HIR will
then be attached to the seller's TDS. Both will be included in the agent’s
marketing package presented to prospective buyers who seek additional
property information. [See RPI Form 304]

Chapter

3

Learning
Objectives

Key Terms

Transparency
by design,
not default

home inspection
report

A report prepared
by a home inspector
disclosing defects in
improvements on a
property and used
by the seller’s agent
to assure prospective
buyers about actual
property conditions.
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The
marketing
role of the

seller’s agent

home inspector

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

a home inspection
report for reliance

by the seller, the
seller's agents and the
buyer as a warranty
of the condition of
improvements.

A home
inspector’s
qualifications

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

The seller's TDS as reviewed by the seller’'s agent and supplemented with the
HIR, is used to inform prospective buyers about the precise condition of the
property before they make an offer to purchase. Thus, the seller will not be
later confronted with demands to correct defects or to adjust the sales price
in order to close escrow. The property will have been purchased by the buyer
“as disclosed.”

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

Further, for the seller's agent to retain control throughout the process of
marketing, selling and closing escrow with a buyer, the seller’'s agent needs
torequest and use the HIR (on behalf of the seller) to assist in the preparation
of the TDS. [See RPI Form 130]

As part of the management of the home inspection process, the seller’'s agent
needs to be present while the home inspector carries out the investigation
of the property. The agent can discuss the home inspector’s observations
and whether the findings are material in that they affect the desirability,
habitability or safety of the property, and thusits value to prospective buyers.

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

Anyindividual whoholdsthemself outasbeingin thebusiness of conducting
a home inspection and preparing a home inspection report on a one-to-four
unit residential property is a home inspector. No licensing scheme exists
to set the minimum standard of competency or qualifications necessary to
enter the home inspection profession.?

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

° general contractors;

+ structural pest control operators;

1 Calif. Civil Code §2079
2 Calif. Business and Professions Code §7195(d)
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« architects; and

*+ registered engineers.

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

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

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

Sellers and seller’s agents are encouraged by legislative policy to obtain and
rely on the content of an HIR to prepare their TDS for delivery to prospective
buyers.

The buyer’s reliance on an HIR at the time a purchase agreement is entered
into relieves the seller and their agent of any liability for property defects
they did not know about or were not observable during the mandatory
visual inspection conducted by the seller’s agent.

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

If care in the selection of a home inspector is lacking, then reliance on the
HIR by the seller and seller’s agent preparing the TDS will not relieve the
broker or the seller’s agent of liability for the home inspectors incompetence
OT error.

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

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

Bus &P C §7068
Bus&P C§7196
Bus&P C§7196.1
CC81102.4(a)

o u oA W

Hiring a home
inspector
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The home
energy rater

home energy audit
An audit conducted by
a Home Energy Rater
evaluating the energy
efficiency of the home.

California Home
Energy Rating
System (HERS)
California state
system used to create
a standard rating for
energy efficiency and
certify professional
raters.

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

+ educational training in home inspection related courses;

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

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

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

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

Consider a first-time homebuyer who, acting on their own and without the
advice of a buyer's agent, buys a fixer-upper for a starter home.

In the first month of residence, the uncapped air conditioning ducts, badly
sealed window frames and insufficient ceiling insulation cause his utility
bills to skyrocket past the pre-closing estimates for operating the property as
the owner.

Had the buyer retained a buyer'’s agent prior to making an offer or entering
into a purchase agreement, the buyer would likely have been advised to ask
for a home energy audit (energy audit).

With the energy audit in hand, a buyer can incorporate the costs of the
recommended energy efficient updates into the total costs for acquisition
they are willing to pay for the property. A buyer can also use thatinformation
to compare the energy-efficiency of the home in consideration to other
properties before making an offer.

In addition to ensuring the seller has hired a competent home inspector to
complete the HIR, a buyer’s broker may also insist a home energy audit be
performed by a competent Home Energy Rater (Rater), which can be the
home inspector.

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

+ The California Certified Energy Rating & Testing Services (CalCERTS);

+ California Home Energy Efficiency Rating System (CHEERS); and

+ California Building Performance Contractors Association (CBPCA).
Home energy audit providers are private, non-profit organizations approved
by the DOE as part of the California Home Energy Rating System (HERS)

program. Audit providers have the exclusive rights to train, test and certify
professional Raters.



Chapter 3: The home inspection report 23

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

Consider a buyer under a purchase agreement who requests a home
inspection report on the property being purchased. On receipt of the report,
the buyer cancels the purchase agreement. Another prospective buyer
interested in the property receives the same home inspection report from the
seller's agent and relies on it to acquire the property.

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

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

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

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

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

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

Further, any provision in the home inspection contract or condition in
the home inspection report which purports to waive or limit the home
inspector’s liability for the negligent investigation or preparation of the HIR
is unenforceable.®

7 Bus&PC8§7199.57199.7
8 Leko v. Cornerstone Building Inspection Service (2001) 86 CA4th 1109
9 Bus&PC§7198
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The
inspection
and report

material defect
Information which
will affect the price
and terms a prudent
buyer is willing to pay
for a property.

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

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

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

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

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

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

+ safety from injury in its use as a dwelling.

Defects are material if they adversely affect the price a reasonably prudent
and informed buyer would pay for the property when entering into a
purchase agreement. As the report may affect value, the investigation and
delivery of the home inspection report to a prospective buyer is legislated to
precede a prospective buyer’s offer to purchase.*

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

Non-invasive indicates no intrusion into the roof, walls, foundation or soil by
dismantling or taking apart the structure which would disturb components
or cause repairs to be made to remove the effects of the intrusion.3

The home inspection report is the written report prepared by the home
inspector which sets forth the findings while conducting the physical
examination ofthe property.Thereportidentifieseach system and component
of the structure inspected, describes any material defects the home inspector
found or suspects, makes recommendations about the conditions observed
and suggests any further evaluation needed to be undertaken by other
experts.'4

10 Bus&P C8§7199

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

13 Bus&P C§7195(a)(1)

14 Bus &P C§7195(c)



Chapter 3: The home inspection report

The seller’s agent needs to make sure the report addresses the cause of any
defect or code violation found which constitutes a significant defect in the
use of the property or cost to remedy the defects. The report will also include
suspicions the home inspector might have which need to be clarified by
further inspections and reports by others with more expertise.

The agent, or anyone else, may also request that the home inspector conduct
an inspection on the energy efficiencies of the property and include the
findings in the report. On a request for an energy efficiency inspection,
the home inspector will report on items including:

the R-value of the insulation in the attic, roof, walls, floors and ducts;
the quantity of glass panes and the types of frames;

the heating and cooling equipment and fans;

water heating systems;

the age of major appliances and the fuel used;

thermostats;

energy leakage areas throughout the structure; and

the solar control efficiency of the windows.*s

The home inspector who prepares a home inspection report, the company
employing the home inspector and any affiliated company may not:

pay a referral fee or provide for any type of compensation to brokers,
agents, owners or buyers for the referral of any home inspection
business;

agree to accept a contingency fee arrangement for the inspection of the
report, such as a fee payable based on the home inspector’s findings
and conclusions in the report or on the close of a sales escrow;

perform or offer to perform any repairs on a property which was the
subject of a HIR prepared by them within the past 12 months; or

inspectany property in which they have a financial interest in its sale.*

15 Bus &P C§7195(a)(2)
16 Bus&P C§7197
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A seller, through their agent, requests the preparation of a home
inspection report (HIR) to be used to prepare the mandatory seller’s
Transfer Disclosure Statement (TDS). Both will be handed to prospective
buyers in a marketing package. The TDS and HIR inform prospective
buyers about the precise physical condition of the improvements on the
property before an offer to purchase is made.

The home inspection is a non-invasive examination of the mechanical,
electrical and plumbing systems of the dwelling, as well as the
components of the structure, such as the:

« roof;
« ceiling;
«  walls;

- floors; and

+ foundations.

The home inspection describes any observed or suspected material
defects, and makes recommendations for each condition. Defects are
material if they adversely affect the price a reasonably prudent and
informed buyer would pay for the property when entering into a
purchase agreement.

Reliance on an HIR prepared by an inspector relieves the seller and the
seller’s broker from liability for errors in the TDS which are unknown
to them to exist. Qualifications to look for in a home inspector include:

+ educational training in home inspection;

+ the length of time in the home inspection business or a closely
related field;

« errors and omissions insurance coverage;
+ professional and client references; and
+ membership in a recognized association of professional home

inspectors.

A buyer and their agent may also wish to assess the energy efficiency
of the property and the costs of making energy efficiency upgrades. A
home energy audit is performed by a Department of Energy-certified
Home Energy Rater.

California Home Energy Rating System (HERS) .....c...cceceeee. Pg. 22
home inspection report (HIR) Pg- 19
home inspector Pg. 20
home energy audit Pg. 22

material defect Pg. 24
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Licensees as principals:
no fiduciary duty, no
duty to disclose

IS0 i N

After reading this chapter, you will be able to:

+ determine when a licensee involved in a transaction as a
transaction agent (TA) needs to disclose their further status as a
direct or indirect principal involved in the same transaction;

+ disclose the conflict of interest which exists when a licensee acts
as an agent for a party in a sale, lease or loan transaction and also
has a direct or indirect principal benefit in the transaction;

+ understand how a licensee when acting solely as a principal may
unintentionally activate statutory agency responsibilities by
disclosing their licensed status to the other party.

agency relationship for sale by owner (FSBO)
conflict of interest general agency duties

A seller of real estate holds a real estate license issued by the California
Department of Real Estate (DRE).

The seller markets property they own as “for sale by owner” (FESBO). The
seller is not represented by a real estate broker.

A buyer responds to the advertisement by contacting the seller directly, as
the buyer is not represented by a buyer’s agent.

Chapter

Learning
Objectives

Key Terms

No agency,
no duty to
disclose the
license
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for sale by owner
(FSBO)

A property owner's
method of marketing
property for sale
without the use of a
DRE-licensed broker or
agent to locate a buyer.

Agent for
another?

agency relationship
The scope of conduct
imposed on a broker
arising out of the
representation
undertaken by
employment as a
licensee.

conflict of interest
When a broker or
agent has a positive or
negative bias toward a
party in a transaction
which is incompatible
with the duties owed
to their client.
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The seller makes all the necessary disclosures of data and information
regarding the property’s:

+ physical condition;
+ operating data;
+ title condition; and

* thenature of its location.

The buyer and seller enter into a purchase agreement prepared by the
seller. The buyer does not know and is not informed the seller is a real estate
licensee. Further, the buyer does not inquire about any licensing status of
the seller. Neither the purchase agreement nor escrow instructions contain a
declaration disclosing the existence of a DRE license.

After escrow closes on the sale, the buyer believes they paid too much for the
property, having been acquired at the peak of the real estate market cycle for
pricing. Further, the buyer discovers the seller was a real estate licensee.

The buyer attempts to rescind the transaction, claiming the seller, while
acting solely as a principal for their own account, breached their duty owed
to the buyer as a member of the public to disclose their status as a licensee
and protect the buyer's interests in the purchase.

Two issues arise in the previous example. First, did the seller, selling
property for their own account, at any time act as an agent for anyone in the
transaction?

No! The seller never undertook an agency relationship to act on behalf or
advisethebuyer oranyone else in the transaction. A licensee actsasan agent
in a transaction only when they represent another person. Thus, a licensee
is not and cannot be an agent for themselves — it is a legal impossibility.’

When alicensee in a sale, lease or loan transaction acts as a transaction agent
(TA) representing one party, and also in the same transaction are directly or
indirectly considered a principal, they have a conflict of interest which
will be disclosed. [See Figure 1, RPI Form 527]

Disclosure of participation as a principal is required since the licensee is
acting both as:

« an agent for the other principal in the transaction; and

+ aprincipal in some capacity for their own benefit.

However, in our opening example, the seller did not act in their capacity as
a licensee. They did not undertake the duty to represent the buyer (or others)
as a TA, with or without the expectation of compensation. Thus, they did not
hold themselves out as a licensee acting under the authority of their license
to gain a benefit in the transaction, much less act as the buyer’s agent in the
transaction.

1 Calif. Civil Code §2295
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The second issue: whether the seller, acting only as a principal, has a duty
to disclose their status as a real estate licensee (or as holder of any other
professional license) when they market and sell real estate they own to a
buyer?

No! A principal’s duty, when acting as a seller of property, is to disclose
sufficient information about the property to place the buyer on notice of all
property conditions which are not observable or known to the buyer and
might affect the buyer’s decisions. The status of the property, not the seller’s
status as a licensee, delimits the disclosures. The buyer is acquiring real estate
from the seller, not expectations of benefiting from agency obligations or
services of a licensee.

A conflict of interest does not arise when a real estate licensee sells property
they own — unless they act or imply they are acting in the capacity of an
agent in the transaction or on behalf of another.

Further, to advertise property for sale as an “owner/agent” is a contradiction,
a legal absurdity. The term is confusing to a buyer about the nature of a real
estate agent handling the transaction. No agency exists with anyone at the
time of the advertising, none need be inferred before incurred, and the word
“owner/agent” is never prudent to use.

A licensee-principal conflict requiring additional conflict of interest
disclosures only arises when:

+ thelicensee represents the buyer or seller as an agent; and

+ thelicensee has or will have a direct or indirect interest in the property
sold or bought. [See RPI Form 527]

Real estate law focuses on defining agency duties, and the rights and
limitations pertaining to the holding and use of a real estate license. In other
words, real estate law only controls when one acts in the capacity of an agent.

Individuals acting as principals in real estate transactions are not subject to
the rules governing licensees, unless they are also licensed and acting as an
agent in the transaction.

A person acts as a real estate licensee when they:

+ negotiate the sale or purchase of property on behalf of another person;
and

+ expect to be compensated in some way for their services.?

Consider a licensee who acts solely as the seller or buyer in a transaction.
However, in handling negotiations, the licensee conducts themselves in
a manner which leads the other principal to believe the licensee is also
acting as their agent in the transaction.

2 Calif. Business and Professions Code §10131
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disclose
license
status?

Licensee
conduct as a
transaction
agent



30 Real Estate Matters, Fifth Edition

No agency
duty owed

Payment
of a fee to
themselves

general agency
duties

The duty of a licensee
acting asan agentin a
real estate transaction
owed to all parties

in the transaction to
be honest and avoid
deceitful conduct.

A licensee’s agency conduct, while not calling for the payment of a fee,
includes an assurance to the buyer that the transaction will be handled
properly since the seller or buyer is a real estate licensee.

By this conduct, the licensee is deemed the agent of the other party. Critically,
they disclosed their licensee status and used the existence of the license
to gain a psychological advantage — a benefit — over the other party in
negotiations.?

All the confusion about whether or when to disclose one's licensed status
originates from the existence of agency activities in a transaction, not
principal activities. Holding a license does not create a conflict of interest;
using that license to act as an agent or otherwise benefit does, and therefore
the conflict needs to be disclosed.

Specifically, the misunderstanding stems from conflict of interest disclosures
a licensee is to make when acting as an agent and is concurrently deemed to
be involved as a principal in the same transaction.

It is the agency activity that mandates the further disclosure, not the
licensee’s participation as a principal (when coincidentally also a licensee).

Also, conflicts of a TA to be disclosed to the affected parties are situations in
which a principal or service provider in a transaction is the TA's:

« relative or relative of a fellow employee;
+ employee or fellow employee;
+ affiliated business; or

+ any person about whom the agent may have a positive or negative
bias. [See RPI Form 527]

Consider also the conflict that arises when an ill-informed real estate
licensee sells their own property and includes a broker fee provision in the
purchase agreement calling for payment of a fee to themselves on the sale.
When a licensee receives a brokerage fee on the sale of their own property (or
on their purchase of property) for their own account, they subject themselves
to real estate agency requirements — as well as adverse tax consequences.

When a licensee holds themselves out as a licensee by collecting a fee, they
implicitly act as an agent in the transaction. Thus, they are obligated to fulfill
areal estate broker's general agency duties owed to all parties.

Another common conflict of interest arises when a licensee acting as an
agent for a buyer or a seller has a bias towards another person (individual
or entity) who is a principal, agent or provider in the transaction. Further, a

3 InreWoosley (gth Cir. BAP 1990) 117 BR 524
4 Prichard v. Reitz (1986) 178 CA3rd 465
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broker employed to act on behalf of a principal in a transaction will disclose
to all parties the nature and extent of any direct or indirect interest they
or their agents hold or are acquiring in the property. s

The most likely cause of these misconceptions arises from the rhetoric
espoused by the California Association of Realtors (CAR) trade union
and its members.

CAR'’s code of ethics outlines several restrictions requiring the inculcated
faithful to disclose their status as “real estate professionals,” “licensees” and,
most of all, reference themselves as realtors (same-same to the public) when
acting as principals in a real estate transaction.

According to common CAR trade union lore, it is a showing of good faith to
disclose one’s status as a REALTOR in order to inform the opposing parties
in a real estate transaction of one’s expertise, honesty and above-average
knowledge of real estate sales transactions.

Editor’'s note — In truth, this disclosure only serves to further CAR’s own
trade union legacy. Clarification: it is the DRE which is charged with
policing competency and standards set by the legislature, not CAR.

This unionized logic quickly degenerates into pure absurdity as it instigates
(not mitigates) risk.

Are medical doctors to disclose their licensing status at every checkup they
receive? Does every CPA need to disclose they are an accountant if they have
another person prepare their tax return? What about the attorney buying
property who, like all other trained individuals, will marshal all their
expertise for their own best business advantage — within legal parameters,
of course?

And what of those individuals who let their licenses lapse, but still have all
the skills developed in the trade? Is a seller of property who dropped their
broker license after 20 years of practice to confess to their buyer that the seller
is an insider who knows a great deal about real estate?

Professionals whose services are real estate related, such as attorneys, loan
officers, escrow officers, title officers, brokers/sales agents and CPAs, are not
compelled to disclose their professional licensee status when acting solely as
a principal in a real estate transaction.

Aside from the absurdity of disclosing all your various licenses when acting
as a principal, licensure disclosure when no agency is involved substantially
increases one’s risk of liability to other principals in the transaction.

A licensee unintentionally activates statutory responsibilities in some
situations by disclosing their licensee status.

5 Robinson v. Murphy (1979) 96 CA3d 763
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Figure 1

CONFLICT OF INTEREST
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Califoria

Conflict of
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DISCLOSURE OF CONFLIC
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Broker provides the fol
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For a full-size, fillable copy of this or
any other form in this book that may be

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

Tacts which are
uties on behalf of the client

economic benefits may have previously been made, such
[See RPI Forms 119 and 519]

5. certy that the above information is true and
Date: 2, B

By
‘Agents Name:

CLIENT: I have received a copy of this disclosure and consent to continue the relationship with the broker as my

See atached Signalure Page Addendum [RPI Form 251]

Date: 20

Name’ Name:

Signature: Signature:

FORM 527 0915 ©2016 RPI — Realty Publications, Inc., PO. BOX 5707, RIVERSIDE, CA 92517

The unintended consequence of making an unnecessary disclosure about
licensingisthatother principalsmay believe they are getting some protection
or care for the reason a licensee is involved as a principal in the transaction.
Why else is the disclosure made?

Thus, by virtue of the disclosure, one’s status is easily perceived to be larger
than that of a principal to being one who is holding themselves out as an
agentin the deal. Disclosures have consequences, as intended.

When agents hold themselves out to be specially qualified and informed
in the subject matter expressed in their opinion regarding a real estate
transaction, their opinion becomes a positive statement of truth on
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which a buyer or seller of lesser knowledge can rely. Thus, it is considered
ill-advised for a licensee acting solely as a principal to disclose the existence
of their license.

If a member of CAR chooses to blindly follow its code of ethics when acting
as a principal, they need to be aware that it exposes them to greater risk.
Codes of ethics are fine, but they do not function as law or good advice, unless
promulgated by government regulatory agencies such as existed with the
DRE until deregulation of licensees in the mid-199o0s.

The bottom line: if you are not using your license, you have no duty to
disclose it.

6 Cohenv.S &S Construction Co.(1983) 151 CA3d 941

Real estate law focuses strictly on defining agency duties, and the rights Cha pter 4
and limitations pertaining to the use of a real estate license. A licensee S

acts as an agent in a transaction only when they represent another ummary
person. Thus, real estate law only controls when one acts in the capacity

of an agent, and a licensee cannot act as an agent for themselves.

Individualsacting as principalsin real estate transactions are not subject
to the rules governing licensees, unless they are also acting as an agent
for a fee in the transaction. A person acts as a real estate licensee when
they:

+ negotiate the sale or purchase of property on behalf of another
person; and

+ expect to be compensated for their work.

If the licensee involved in a transaction is not acting on behalf of a
principal, the licensee is selling, buying, leasing or financing real estate
fortheirown accountandismerelya principalin the transaction. Itisthe
agency activity that mandates the further disclosure, not the licensee’s
participation as a principal (when coincidentally also a licensee).

However, when a licensee receives a brokerage fee on the sale of their
own property or on the purchase of property for their own account, or
leads the other party to believe they are that party’s agent, they subject
themselves to real estate agency requirements - as well as adverse tax
consequences.

A licensee may unintentionally activate statutory responsibilities
by disclosing their licensed status if the other principals believe they
are getting some protection or care from its existence. By virtue of
the disclosure, one’s status may be perceived to change from that of a
principal to one who is holding themselves out as an agent in the deal.
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Inking the handshake:
a written employment

agreement has significance

After reading this chapter, you will be able to:

+ understand the need for a written employment agreement to
assure payment of the fee anticipated for providing services in a
real estate related transaction;

+ differentiate your rights and obligations under an exclusive
listing employment versus an open listing employment; and

+ distinguish the fee assurance offered by provisions in various
types of listing agreements and purchase agreement provisions.

agency relationship listing agreement
exclusive right-to-sell open listing
listing

fiduciary duty

Real estate brokers and their agents habitually work to form strong personal
bonds with potential clients by making themselves better known to likely
buyers, sellers, borrowers, landlords and tenants of property.

Indeed, all professionals require some level of self-promotion to attract and
retain clientele, a process called branding.

Through FARM letter campaigns and social networking media efforts, a
broker and their agents seek to generate future business — employment —
among potential clients in need of an agent to advise them and act on their
behalf.

Chapter
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listing agreement
An employment
contract used to retain
a broker to render real
estate transactional
services as the agent of
the client.

Employed to
be an agent

agency relationship
The scope of activities
imposed on the
broker arising out of
the representation
authorized by
employment.

fiduciary duty

The licensee’s
obligation as an

agent to act with the
utmost good faith

and diligence for the
benefit of the principal
who employs them.

An agent’s worth to potential clients becomes apparent when they share
detailed market knowledge of current sales volume and pricing trends. More
impressively, clients feel closer to agents who have the ability to express
their understandings and give opinions about the various technical aspects
of real estate transactions.

Communications with potential clients via Facebook or newsletters are too
casual and passive to be construed as a personal service. Yet in the eyes of
prospective clients, these informal approaches set the tone for future face-to-
face discussions.

When employed by a client to sell, locate or finance property, the previous
solicitation and branding efforts transform into a focused dedication. This
dedication is the duty of due diligence and advice owed to the client to meet
the client’s objectives in the real estate transaction they seek through the
employment.

Conceptually, most clients unfamiliar with real estate transactions willingly
follow the advice and recommendations of the broker or agent they select to
assist them. Thus, the agent who explains that arrangements for employing a
broker are formalized in writing has little difficulty asking for and the client
entering into a written employment agreement, commonly called a listing.

Brokers who use a handshake as their “documentation” are risking loss
of an earned fee. Worse, they set a legally unacceptable standard for their
agents and the brokerage industry. As the gatekeepers to entry into real
estate transactions, a minimum level of control over the public participants
compels the universal use of employment agreements with all of them.

It is a difficult task to work with another broker or agent who does not
have the most basic control over the involvement of their client - a written
employment agreement.

The relationship created between the client and the broker and properly
documented by a written listing agreement has two distinct legal aspects:

+ an employmentrelationship; and

+ an agency relationship.

The employment relationship established on entering into a listing
agreement specifies the scope of activities the broker and the broker’s agents
are to undertake in the employment and authorizes the broker to carry them
out by contract.

On the other hand, the agency relationship is imposed on the broker by law
as arising out of the representation authorized by the employment. Agency
carries with it the fiduciary duties of loyalty and full disclosure owed by
the broker (and their sales agents) to the client.
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As a fiduciary, the broker’s and agents’ conduct under the employment are
equated to the conduct required of a trustee acting on behalf of a beneficiary.
This fiduciary duty, also called agency, survives the termination of the
contractual employment relationship.’ [See RPI Form 305]

An oral agreement to represent a client in a real estate transaction imposes
an agency obligation on the broker and all their agents to act as a fiduciary to
that client. This obligation under an oral agreement is no different than if a
written and signed employment agreement existed.

However, a client’s oral promise to pay a fee for the broker’s services (or cause
one to be paid as with a client-buyer) does not entitle the broker to enforce
collection of the fee from their client. Others, however, may owe the fee the
client orally agreed to pay, as discussed below.

Thus, all fee agreements need to be in writing and signed by the client
before the broker can pursue the client for collection of the amount earned—
no matter who was to pay it.2

Stated differently, an oral agreement obligates a broker to work diligently in
the best interest of the client, but does not obligate the client to pay for the
effort. However friendly a broker may be with their client, oral agreements
do not provide enforceable assurance a fee earned will be paid by anyone.

Consider a real estate broker contacted by a prospective buyer interested in
locating and acquiring property. It is agreed the broker will assist the buyer
to locate suitable property for purchase. The buyer orally promises the broker
a fee will be paid in the event the buyer purchases any property submitted to
the buyer by the broker.

The broker, so assured, proceeds to locate suitable properties for presentation
to the buyer for consideration. The buyer, interested in a property based on
information submitted by the broker, contacts the seller directly. The buyer
acquires the property without the broker's involvement. No fee is paid.

The broker, on discovering their client’s acquisition of the property, demands
payment of the promised fee earned. The buyer refuses to pay, claiming no
writing signed by the buyer exists between the broker and the buyer for
payment of a broker fee.

Is the broker entitled to the fee on the sale from the buyer who orally
promised to pay?

No! Initially, the oral employment agreement with the client obligated the
broker to fulfill fiduciary duties owed to the buyer, which the broker did.

1 Calif. Civil Code §2079.16
2 CC81624(a)(a)
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A contract
enforceable
asa
prerequisite

exclusive right-to-
sell listing

A type of listing used
by a seller’s broker
when employed by
a property owner for
a fixed period of time
to diligently market
a property for sale
and locate a buyer to
acquire it, for which
the broker is due a
fee regardless of who
locates the buyer.

Earned fee
interference:
prospective
economic
advantage

However, arrangements for the fee were also oral. When oral, the promise
does not impose liability on the client to pay the broker a fee on their
acquisition of property diligently located and faithfully submitted by the
broker as orally agreed. 3

Entering into a written employment agreement immediately upon
establishing an agency relationship with a buyer or seller will ensure all
parties are on the same page for performance. [See RPI Form 102, 103 and
104]

The written listing contains the client’s promise to either pay a fee or cause
a fee to be paid by someone else, such as the seller when the buyer is the
client in a sales transaction. The promise is given in exchange for the broker’s
promise to use due diligence in their efforts to meet the objectives sought
by the client in the employment.

Consider a broker who enters into a listing agreement with a seller employing
the broker to locate a buyer for their property. The listing agreement, written
and signed by the seller, entitles the broker to a fee when within one year the
property is sold, whether or not the broker is the procuring cause of the sale,
called an exclusive right-to-sell listing agreement.

Within one year after entering into the employment, the seller agrees to
sell the property to a buyer located by the seller (or another broker), not the
broker. The sale is closed without the payment of a fee to the broker. The
broker makes a demand on the seller for payment of the fee earned under
their listing agreement when the property sold. The seller refuses, claiming
the broker did nothing to “earn” a fee.

Isthe broker entitled to a fee for the sale, even though they were notinvolved
in the solicitation or sale of the property to the buyer?

Yes! Documentation of an obligation to pay a fee in the form of a written
agreement signed by a client is the legislatively mandated and judicial
requisite to the right to enforce collection of a brokerage fee from the
seller.4

Regardless of whether a signed, written listing agreement exists, no one may
interfere with the prospective economic advantage a broker holds with
their client — a relationship, written or oral, that establishes when a fee is
earned and due to be paid.

Consider a seller who places a sign on their property stating, “For Sale —
Contact Your Local Broker.” Such a sign constitutes an open listing with local
brokers, who have the opportunity to find ready, willing and able buyers
and earn a fee if a buyer they present the property to purchases it.

3 Phillippe v. Shapell Industries, Inc. (1987) 43 C3d 1247
4 Crane v. McCormick (1891) 92 C 176
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After seeing the property, a potential buyer approaches a local broker. After
counseling with the buyer regarding their needs, the broker brings the
property to their attention. The broker does not obtain an oral or written
promise from the potential buyer to assure payment of a fee. The broker
promptly advises the seller about the inquiry, identifying the potential
buyer as theirs.

The seller is directly approached by the potential buyer with an offer to
purchase the property. The purchase agreement, which the seller accepts,
does not provide for payment of a fee to the broker.

The broker learns their buyer purchased the property and makes a demand
on the seller for payment of the fee earned on the sale. The seller refuses to
pay, claiming the broker is not entitled to a fee on the sale since the broker
did not have a written agreement with either the buyer or the seller entitling
the broker to the fee.

Is the broker entitled to a fee from the seller for procuring the buyer even
though there was no written employment agreement with either party?

Yes! The seller owes the broker a fee on the sale. Here, the seller knew of the
broker's employment relationship with the buyer and intentionally avoided
payment of the broker’s fee by selling the property without further involving
the broker — an interference with the broker's prospective economic
advantage which evolved from the broker's employment by the buyer. s

Intentional interference with prospective economic advantage is
considered tortious conduct. Such conduct imposes liability on the person
collaborating with the client to avoid payment of the fee. When a writing
does exist, those entering into it typically perform as agreed, rarely giving rise
to collection efforts.

The tortious misconduct relates to the intentional disruption of an economic
relationship, rather than the breach of a contractual promise to pay a fee.

Continuing the previous example, the seller knew of the broker's relationship
with the potential buyer and interfered with that relationship by selling the
property directly to the buyer without the broker’s involvement. Thus, the
seller's conduct deprived the broker of their fee on the sale, a loss due to the
seller’s disruption of the broker's prospective economic advantage created
working with the buyer in the real estate transaction.’

To set the parameters of an agency relationship undertaken with a client, a
broker determines:

+ the type of services to be provided; and

+ the extent of assurances a fee will be paid for having entered into the
employment.

5 Buckaloo v. Johnson (1975) 14 CA3d 815
6 Zimmerman v. Bank of America (1961) 191 CA2d 55

Tortious
conduct

Open versus
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listings
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A wide variety of listing agreements exist, each different in the extent of the
representation and type of services to be performed by the broker and the
broker's agents, or the events which trigger payment of an earned fee.

Listings are generally classified under one of two categories:
* open;or

¢ exclusive.

An open listing, sometimes called a nonexclusive listing, does not grant
rights to the seller’'s broker and their agents to be the sole — exclusive —
representative of the client. This is true whether the client is a buyer, tenant
or borrower, or respectively a seller, landlord or lender. Also, the client may
enter into open listings with as many brokers as they chose to without
becoming obligated to pay more than one fee.

A brokerage fee under an open listing to sell real estate is due a broker only if
the broker or agent procures a ready, willing and able buyer and presents the
owner with an offer from the buyer to purchase the listed property.

The terms contained in the offer submitted by the broker will be substantially
the same as the terms sought by the owner under the listing to earn a fee
whether or not the seller accepts it, called a full listing offer. If other terms
are offered by a buyer and accepted by the owner, the broker earns their fee.

For a broker to be entitled to a fee under an open listing, the broker or agent
needs to present the offer to the owner before the property is sold to some
other buyer located by another broker or the owner. Also, the offer needs to
be submitted before the listing expires or is revoked by withdrawal of the
property from sale or by the termination of the agency.

In contrast to the open listing arrangement, an exclusive listing affords a
broker the soleright torepresenta buyer, owner or tenant. An exclusive right-
to-sell listing also affords a real estate broker the greatest fee protection. It is
the most commonly used type of employment. The right-to-sell agreement
employs the broker as the sole agent to act on behalf of the owner to market
the property and negotiate any sale with all potential buyers and their
agents. The broker is entitled to a fee regardless of who procures the buyer.

Under an exclusive right-to-sell agreement, the owner relinquishes their
right to list the property with other brokers or defeat the right of the seller’s
broker to compensation by selling the property themselves, removing it from
the market or prematurely terminating the employment.

An owner of real estate, on entering into an exclusive right-to-sell listing
agreement, grants a broker the right to locate a buyer for the property prior
to the expiration of the fixed period of employment stated in the listing
agreement. The broker is entitled to the fee agreed to in the listing agreement
if, during the listing period:

+ the property is sold on any terms, no matter who produces the buyer; or
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+ the broker or their agent presents the seller with a bona-fide offer from
aready, willing and able buyer on terms sought by the seller under the
listing, or on other terms accepted by the seller.’

Exclusive right-to-sell listings give a broker and their agents the greatest
incentive to work toward attaining the client’s goal of locating a buyer. The
seller’s broker does not compete with the client or other brokers to sell the
property; the seller and the broker work together in collaboration to achieve
the sale.

After exposing a potential buyer to properties listed in-house, agents too
frequently expose the buyer to properties listed with other broker's offices.
They perfunctorily do this without first reducing their employment to a
written agreement authorizing them to locate suitable property.

Instead, they hope to write up a purchase offer to be signed by the buyer. And
when they do, they often further aggravate their rights by using a purchase
agreement form devoid of a fee setting provision to protect their fee in the
body of the provisions agreed to by the buyer.

Worse, buyer’s agents then rely on the inherently adversarial seller’'s agent
to set the amount, assure enforceability and disburse the fee earned on their
buyer'’s purchase. All the while, the buyer’s broker takes no steps by way of
escrow instructions to assure escrow will directly pay them the fee on closing.

An exclusive right-to-buy listing agreement between a buyer and a buyer’s
agent guarantees no time, money and talent are wasted locating property on
behalf of this buyer, if they buy.

7 CC8&1086(f)(1)

A written listing specifies the activities a broker is obligated to undertake
in their employment on behalf of the client in exchange for a fee. An oral
agreement obligates a broker to work diligently in the best interest of the
client, but does not obligate the client to pay for the effort. Thus, entering
into a written employment agreement immediately upon establishing
an agency relationship with a buyer or seller ensures all parties are on
the same page for performance — and an earned fee is paid.

A wide variety of listing agreements exist, each different in the extent
of the representation and type of services to be performed by the broker
and the broker's agents, or the events which trigger payment of a fee.

Listings are generally classified under one of two categories:
* open; or
+ exclusive.
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An open listing does not grant rights to the seller's broker and their
agents to be the sole representative of the client. A brokerage fee under
an open listing to sell real estate is due a broker only if the broker or
agent procures a ready, willing and able buyer and presents the owner
with an offer from the buyer to purchase the listed property.

In contrast to the open listing arrangement, an exclusive listing
agreement employs the broker as the sole agent to act on behalf of the
owner to market the property and negotiate any sale with all potential
buyers and their agents. An exclusive right-to-sell listing affords a real
estate broker the greatest fee protection and is the most commonly used
type of employment.

agency relationship Pg. 36
exclusive right-to-sell Pg. 38
fiduciary duty Pg. 36
listing agreement Pg. 36

open listing Pg. 40
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A balance sheet reality
check

This chapter will teach you to:

+ prepare a balance sheet for your homeowner; and
+ analyze homeowner assets and liabilities

illiquid asset statement of financial

liability position

The Great Recession wiped out trillions of dollars of home asset wealth across
the nation. However, few states experienced the severe rise and fall of prices
in the real estate market as acutely as California.

1.5% of California’s mortgaged homeowners are financially locked into
houses that are black-hole assets going in 2020. Each month of continued
ownership sucks up exponential sums of money compared to what the home
will rent for — its economic value to the owner-occupant, called implicit
rent.

Without a principal cramdown, foreclosures and short sales will continue
as homeowners have no short-term or long-term relief since bankruptcy
court authority was taken away from homeowners, not real estate investors,
in 2005.

Two breeds of negative equity homeowners exist:

« those who are fully aware of their financial plight and have tried to get
relief but cannot; and

Learning
Objectives

Key Terms

Underwater
property:
the family’s
black-hole
asset
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statement of
financial position
A balance sheet
prepared by a
homeowner which
lists the dollar
amounts of all the
homeowner's assets of
value and liabilities.

Family
financial
planning:
using a
balance sheet

liability

A financial debt or
obligation owed to
others.

« those who aren'taware, or are in deliberate disbelief, of their precarious
financial footing.

Either way underwater homeowners view their financial condition,
they represent a large portion of California homeowners who bought or
refinanced after 2002 and are now paying on dead-end loans. These loans,
while amortized, contribute nothing to the equity in the owner’s home (but
perform quite well for their lender’s portfolios).

What metaphorical yardstick can a financially upside-down homeowner
use to gauge his property’s relation to the waterline?

A balance sheet is a worksheet used to list in dollar amounts all the
homeowner's assets and liabilities. It is an ideal tool to decipher a
homeowner’s, and by extension the family’s, financial status at a given time.
The use of the balance sheet, also called a statement of financial position,
is a simple exercise in financial planning which needs to be conducted by
every household (and investor and businessperson) at the end of each year.

Preparation of a balance sheet is especially instructive to families who
purchased or refinanced after 2002 since they are likely underwater. Further,
the primary bulk of a homeowner's assets and debt is typically comprised
principally of their home. [See Figure 1, RPI Form 209-3]

In contrast, a profit and loss worksheet is a separate but tandem financial
statementforreviewingthehomeowner'smonthlyincomeand expenditures.
It deals not with the value of the home or the mortgage amount, but lists the
homeowner’s cashflow:

+ personal income;
+ monthly payments; and
+ ongoing obligations, including mortgage payments.

With a firm mental grasp on the family finances through completion of a
balance sheet, forward-looking and prudent financial decisions can be made.

The balance sheet approach to setting a homeowner's net worth is
meaningful for a knowledgeable real estate broker or agent. This financial
statement assists individuals in their estate building through the ownership
of real estate.

Investors and families accounting for the dollar amount of the annual
increase in the value of their assets usually do so after the end of each
year. The analysis reveals whether the family is on track to meet long-term
financial goals, or whether the family is insolvent and in need of a change in
behavior or assets. The balance sheet also helps the family determine which
assets to best spend their earnings on and which assets they need to discard.

A balance sheet distinguishes the relation between two basic financial
categories: assets and liabilities. Assets are tangible and intangible items
of value held by the homeowner. Among them are liquid assets which take
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the form of cash or something easily converted to cash, and include money
held in a savings account and tradable stocks and bonds. [See Figure 1, RPI
Form 209-3 §1 and 2]

Generally, the largest dollar-valued asset a homeowner will ever own is their
home. It is historically considered an illiquid asset as its equity cannot
quickly be converted to cash. With a positive equity stake in the home, the
owner treats it as a valued asset and thus maintains and improves it. Over
time, the property’s equity buildup can be cashed-out by either further
financing or sale.

Other items make up a homeowner’s assets, such as funds held in retirement
accounts, ownership interests in businesses and trust deed notes owned.
Vehicles and equipment owned are also assets, as well as furniture, electronic
equipment and any other item of recognized value, such as collectibles. [See
RPI Form 209-3 §5 through 9]

Liabilities are the flip-side of the financial coin. Together, liabilities and net
(or negative) worth are equal to the value of the assets. The formula is:

+ assets minus liabilities equals net worth.

Liabilities included in a balance sheet are financial obligations and debts
owed to others, including:

+ real estate mortgages;

+ auto loans;

+ charge accounts;

+ credit card balances;

+ one year'samount of alimony/child support/lease payments; and

+ loans collateralized by stocks, bonds or notes. [See Figure 1, RPI Form
209-3 §11 through 15]

A homeowner’'s net worth is revealed when their total liabilities are
subtracted from the current FMV of their assets. The net worth is a primary
determinant of financial wealth and needs to be known by all individuals,
homeowners and otherwise. When net worth is positive, the homeowner is
worth more than they owe to their creditors — the homeowner is solvent.

However, this balancing act is immediately upended when a high-value
asset, such as the homeowner's residence, has a negative equity. If the
negative equity is large enough, the value of the homeowner’s other assets
on a balance sheet is overwhelmed. Their net worth appears as a negative
figure. Instead of a positive measure of wealth, the negative net worth is a
measure of insolvency.

When insolvent, the homeowner is a candidate for bankruptcy protection. It
is in this context that the agent reviews the pros and cons of the homeowner
continuing to own and occupy the property.

illiquid asset

An asset that cannot
be converted into cash
quickly without cost.

Dear, our
financial net-
worth has
shrunk...
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Consider a homeowner who purchased a home for $500,000 in 2004 with a
3.5% down payment. In the six years since the homeowner’s purchase, the
real estate market saw the home's value rise, then suddenly collapse as asset
values plunged in 2008.

In 2014, the home is worth $250,000 (based on the sale prices of comparable
properties sold in the prior six months). However, the homeowner still owes
$437,600 to the lender (545,000 less than the original loan amount due to debt
amortization). Thus, instead of functioning as an asset of value to be retained,
the homeowner'’s residence becomes a liability with negative $187,600 in
equity, a property to be shed unless the mortgage can be discounted to bring
the LTV to 94%.
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Editor’'s note — This corrosive net worth phenomena driven by negative
equity property is particularly rampant and damaging for those in the
Baby Boomer generation since they have fewer years remaining in the
workforce to recover.

Boomers experienced close to 50% losses in the stock market on two
separate occasions in recent years (likely because they were told by their
commaissioned 401K investment counselors to put their money into stocks,
not bonds, as they grew older).

They were hit a second time with the devastating loss of over 50% of the
value of their homes, which too many refinanced to obtain additional
funds and are now trying to sell so they can relocate.

An agent reviewing homeownership with an owner needs to instruct the
owner to keep long-term estate building in mind when considering the
data provided in the balance sheet. The closer the relationship of the agent to
the client, the tighter the bond between them. Financial planning is about
as close as you can get, so do not leave it to unlicensed financial consultants
to take the opportunity away when determining whether to buy or to sell
real estate.

After the balance sheet is completed by the owner for review by their real
estate agent, it will become clearer which assets need to be better managed.
In this context, an upside-down house needs to be considered for disposal
to free up monthly cash flow for more prudent family expenditures. The
financial impact of a homeowner's current mortgage situation directly
affects their annual increase in net worth and their ability to achieve long-
term financial goals from their future income.

A negative equity homeowner diverts large sums of cash monthly, now and
into the distant future, which exceed the rental value of the property they
receive for their occupancy and will never be returned in any form. Thus,
reaching reasonable long-term family goals is impossible with a black-hole
asset on the balance sheet.

Financial
advice by
the owner’s
agent
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All homeowners, especially those encumbered by negative equity, need
to prepare a balance sheet to assess their net worth each year. Agents
and their homeowners can then analyze the completed balance sheet
to assess which assets are not desirable to be owned.

illiquid asset Pg.45

liability Pg-44

statement of financial position Pg. 44
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Contingency provisions
E——————

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

- use contingency provisions when preparing a purchase Objectives
agreement to condition the further performance or cancellation
of the agreement by the buyer or seller;

+ categorize contingency provisions based on whether an event or
activity is to first occur or be approved before further performing
on a purchase agreement;

+ distinguish a condition precedent, requiring an event to occur
before taking further action to close a purchase agreement, from
a condition concurrent, requiring an activity to be performed
without concern for the other person’s performance; and

+ determine how to eliminate or act on contingency provisionsin a

purchase agreement.
condition concurrent condition precedent Key Terms
event-occurrence further-approval
contingency provision contingency provision

The contents of a purchase agreement are a collection of provisions generally conditioning
called terms and conditions. While terms focus on the price and the terms
for payment of the price, conditions address: the close of

+ the performance of activities by the buyer and seller prior to closing; escrow
and
« occurrence of events required before escrow is able to close.

Thus, each condition which is the subject of a provision calls for an event or
activity to either exist or come into existence, by its occurrence or approval,
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A purchase agreement
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an event or activity to
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provision requiring
the approval of
information, data,
documents or reports
by the buyer or seller.
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and
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and non-
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before the purchase agreement may be enforced and escrow closed.
Alternatively, the condition may be waived as though it was never part of
the purchase agreement.

Conditions made the subject of contingency provisions in a purchase
agreement are categorized based on whether they:

« are to occur (events and activities), called event-occurrence

contingencies; or

+ are to be approved (information, data, documents and reports) by one
or both of the parties, called further-approval contingencies or
personal-satisfaction contingencies.

These contingency provisions grant the buyer or seller, or both, the power to
terminate any further performance of the purchase agreement if:

+ anidentified activity or event fails to occur; or

+ acondition is not approved.

Conditions are also classified by the sequence or order in which they are to
occur or be performed by the buyer or seller. Thus, the event or activity which
is to occur or be approved as called for in the provision is classified as either:

- acondition concurrent; or

+ acondition precedent.

A condition concurrent requires the performance of an activity by a person
without concern for the other person’s activities. A condition precedent
requires the occurrence of an event or the performance of an activity by one
person to be completed before the other person is required to perform an
activity.

Further, conditions may be breached or excused on the failure of the event or
activity to occur. Some conditions are required to be performed, such as
the seller'sdelivery of title, making the failure to perform them a breach of the
purchase agreement. Other conditions which are the subject of contingency
provisions might not occur or be approved, thus excusing one or both parties
from further performing and closing escrow.

However, under any type of contingency provision, the buyer or seller
benefitting from the contingency holds an option to “do away with” any
further performance of the purchase agreement and escrow instructions,
called cancellation.

Asanotherdistinction forconditionsina purchaseagreement,all contingency
provisions are conditions, but not all conditions are contingencies.

Contingency provisions are unique as they deal with uncertainties. They
authorize the cancellation of the purchase agreement and excuse a party
from any further performance toward closing the purchase agreement and
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escrow. Other conditions are about events or activities which have to be met
— performed — since they are not contingencies, in which case a failure to
perform becomes a breach.

Conditions precedent are the subject of contingency provisions calling for
the occurrence or approval of an event or activity which may or may not
occur. Examples include:

+ thebuyer obtaining a written loan commitment;
+ therecording of a purchase-assist loan;
« approving due diligence investigations; or

+ the sale or acquisition of other property.

Here, the contingency provision may be eliminated by its occurrence and
the transaction proceeds toward closing. Alternatively, when the event or
approval is not forthcoming, the person authorized to cancel may exercise
their right to terminate the transaction by cancellation, doing away with
any further performance of the purchase agreement and escrow instructions.

Conditions concurrent are non-contingent, mandatory performance
provisions calling for the buyer or seller to perform some required activity.
If the activity does not occur, the purchase agreement has been breached by
the person who promised to perform or was obligated to cause the activity or
event to come about. Examples include the failure of the seller to:

+ produce promised information, data, documents and reports on the
property; or

+ deliver a clearance, grant deed or title insurance policy as agreed.
The failure to deliver is a breach which allows the other person to either:

+ terminate the transaction by notice of cancellation and recover their
money losses; or

« pursue specific performance of the purchase agreement.

Before escrow is able to close, contingency provisions need to be eliminated.
Contingency provisions (conditions precedent) included in purchase
agreements are eliminated by either:

+ satisfaction of the condition, accomplished by either an approval of
the data, information, documents or reports identified as the subject
of the provision by the person holding the right to terminate the
transaction, or by the occurrence of the event or activity called for in
the provision; or

+ waliver (or expiration) of the right to cancel the transaction by the
person authorized to cancel, if the identified event or activity has not
been satisfied by its approval or occurrence.

Often, the buyer or seller does not have the right to terminate the transaction
under a provision calling for that person to act. Thus, they cannot cancel and
avoid closing the transaction. This is an example of a condition concurrent
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Content of a
contingency
provision

Provisions for
uncertainties

provision, not a contingency provision (condition precedent), since all parties
are required to perform all their obligations remaining under the purchase
agreement and escrow instructions and close escrow.

The buyer or seller acts without concern for the other person'’s performance
under the purchase agreement, unless the other person is to first perform
some activity before they are able to comply. For example, the seller needs
to provide a Natural Hazard Report before the buyer is able to review and
approve its contents. [See Figure 1, RPI Form 314]

The obligation of a buyer or seller to complete non-contingent (concurrent)
activities is necessary on their part to close escrow. This performance
requirement exists in spite of the fact the other person may not have yet fully
performed, or that the other person has a right to later cancel the purchase
agreement. For example, the inability of a buyer to originate a purchase-
assist loan and cancel the transaction is an event that takes place after the
seller has fully performed their concurrent activities by delivering all closing
documents to escrow.

Regardless of the type of contingency involved, agents need to make sure
the contingency provision is in writing, even though oral contingencies are
generally enforceable (but troublesome to establish their existence). Written
contingenciesavoid confusion over content, enforceability and forgetfulness.

The content of a written contingency provision includes:

+ adescription of the event addressed in the contingency (i.e., what is to
be approved or verified);

« the time period in which the event called for in the contingency
provision has to occur;

+ who has the right to cancel the purchase agreement if the event does
not occur (i.e, whether the buyer, the seller, or both, is able to enforce
the contingency provision by cancelling the transaction);

+ any arrangements in the alternative to avoid cancellation if the
contingency is not satisfied or waived (i.e., offsets to the price or time to
cure the failure or defect); and

+ the method for service of the notice of cancellation on the other person.

Contingency provisions in a purchase agreement protect an agent’s client
from agreeing to do or cause to occur that which might not occur. The goal
at closing is to avoid being forced to accept a situation inconsistent with the
client’s original expectations or ability to perform when they entered into
the purchase agreement.

Without authority to terminate the agreement on the failure of the
client’s expectations, the client’s inability or refusal to continue to further
perform under the purchase agreement constitutes a breach. The client risks
being held liable to the other person due to their breach, unless the client’s
nonperformance was justified by some pre-contract misrepresentation (or
omission) of facts which led to the client’s lost expectations.
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To avoid a breach or be excused from closing escrow when expected events
or activities do not occur, an exit strategy needs to be agreed to by inclusion
of a provision in the purchase agreement.

Often events and conditions develop which do not meet the expectations or
anticipations of the client during escrow. Their agent needs to foresee the
need to condition the client’s continued performance by making the event
or activity the subject of a contingency provision included in the purchase
agreement. [See RPI Form 150]

But before lacing a purchase agreement with the uncertainties created by
contingency provisions, a prudent agent first attempts to gather information
and clear uncertainties the client has about the property or the transaction
before submitting an offer.

It is the buyer's agent who, along with the buyer, is the primary user of
contingency provisions in purchase agreements.

From a buyer's point of view, and thus the buyer's agent’s perspective, every
activity, event or condition which is the responsibility of the buyer to further
investigate and approve or cause to occur prior to closing needs to be the
subject of a contingency provision in the purchase agreement. [See RPI Form
260 through 279]

Also for the benefit of buyers, the period for exercise of the right to cancel
needs to be aslong as possible. Thus, the right to cancel needs to be structured
to expire no earlier than the date scheduled for the close of escrow. The
possibility always exists that the event or approval needed by the buyer to
close escrow is never going to occur.

When preparing the purchase agreement, the buyer’s agent relies on their
experience to decide which events and approvals the buyer is responsible for
and thus their need to be the subject matter of a contingency provision.

Then, if the event does not occur, such as the recording of mortgage financing,
or are unacceptable, such as the failure of the property on a due diligence
investigation to meet expectations, the buyer may cancel and be excused
from proceeding. Thus, the buyeris able to avoid closing and not be in breach
on the purchase agreement.

Many events and disclosures are the subject of contingency provisions
contained in stock forms used by agents. [See RPI Form 159 §11]

However, the boilerplate wording used by different publishers of pre-printed
contingency provisions varies greatly regarding:

+ the time for gathering and delivering data, information, documents
and reports;

+ the time period for review of the material received or the occurrence of
an event (such as a loan commitment or sale of other property);

Use of
contingency
provisions

Contingency
provisions in
practice



54

Real Estate Matters, Fifth Edition

Conditions
not
contingent

« the date set for expiration of the right to cancel the transaction after
failure of the event or approval to occur;

+  whether a written waiver is to be delivered evidencing the elimination
of the contingency provision, without which the other party is able to
then cancel;

+ therequirement of a written notice of cancellation if the right to cancel
is exercised on failure of an event or condition to occur; and

« thetime period for the other person’sresponse to a notice of cancellation
to cure the defect or failure, and thus avoid a termination of the
purchase agreement.

Typically, several contingency provisions are included in a purchase
agreement. Thus, a uniform method for terminating the agreement is
employed. Termination provisions call for a written notice of cancellation,
and how and to whom it is to be delivered, including instructions to escrow.
[See RPI Form 150 §10.5]

Contingency provisions are considered to be the grant of an option to
terminate a transaction by exercise of the right to cancel prior to the expiration
of the option period.

The person authorized to cancel or otherwise benefit from a contingency
provision who does not use the provision to cancel the purchase agreement
need do nothing. They simply allow the “option period” for cancellation to
expire.

A need does not exist to approve or waive the contingency in order to do
away with the right to cancel and proceed to close escrow. However, some
purchase agreements are worded to require active approval or waiver to keep
the contract alive. This situation is not conducive to furthering performance
and closing.

The condition of the property, namely the physical integrity of the land and
improvements, too often fails to be disclosed to the buyer before a purchase
agreement is entered into with the seller.

Most delayed disclosures fail to comply with the statutory mandatesimposed
on sellers and seller's agents to hand the information to prospective buyers as
soon as possible (ASAP).?

The seller's agent has a mandated duty to visually inspect the listed property
and note their observations and awareness of property conditions adversely
affecting the value on the seller’s statutory disclosure document, called a
Condition of Property or Transfer Disclosure Statement (TDS). [See
RPI Form 304]

Notonlyisit reasonably possibleforthe seller'sagenttodeliver the TDS before
their seller enters into a purchase agreement with a buyer, it is mandated by

1 Beverly Way Associates v. Barham (1990) 226 CA3d 49
2 Calif. Civil Code §52079 et seq.; Calif. Attorney General Opinion 01-406 (August 24, 2001)
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code and case law and the economic imperative of transparency to deliver
property disclosures before a price is set in property transactions. Without
prior disclosure, the placing of the property under contract is corrupted due
to asymmetric knowledge of property facts by the buyer and seller.

However, trade union purchase agreement forms published by the
California Association of Realtors (CAR) convert the failure of the seller’s
agent to deliver a TDS before the acceptance of an offer into an unavoidable
contingency. Here, the contingency provision merely complies with the
statutorily imposed penalty placed on the seller for failure of pre-acceptance
disclosures. As the subject matter of the statutory contingency, the buyer is
granted therightto cancel the transaction when the TDS is belatedly received,
delayed until under contract.

If, on review of the tardy disclosures, the property conditions do not meet the
expectations held by the buyer at the time they entered into the purchase
agreement, the buyer may cancel the purchase agreement — all due to the
tardy and misleading conduct of the seller's agent, a type of fraud called
deceit.

However, if the buyer chooses not to cancel as provided by the contingency,
the buyer may proceed and force the seller to close escrow, the buyer taking
title to the defective property. Thus, the buyer becomes the owner of property
which is not in the condition or value they were lead to believe existed
when they entered into the purchase agreement. This misrepresentation is
the result of omitted facts on the part of the seller and the seller's agent by the
time of contracting. This situation exposes the seller’s broker to liability for
the lost value.

Any significant discrepanciesin the property’s condition disclosed in the TDS,
and not observed or known to the buyer before entering into the purchase
agreement, allows the buyer to notify the seller of the defects and make a
demand on the seller to cure them by:

*  repair;
+ replacement; or
+ correction.
Ifthe buyer fails to give notice, they have let their right expire to demand the

correction of previously undisclosed defects noted in the untimely TDS and
are now required to proceed to close escrow. [See RPI Form 269]

However,ifthebuyer makesa demand on the seller to cure defects discovered
on their in-escrow review of the tardy TDS, the seller is required to make the
corrections before closing. If the seller does not make the corrections, they
suffer a reduction in price equivalent to the cost to cure the noticed defects.

An
unavoidable
contingency

Seller’s late
delivery
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Of course, the disclosure of the property’s condition before the purchase
agreement (or counteroffer) is accepted relieves the seller (and the buyer) of
the need to activate this performance provision regarding repairs. [See RPI
Form 150 §11.2]

The time set for delivery of data, information, documents and reports under
a contingency provision for approval or disapproval, as well as the date set
for delivery of a notice of cancellation given for any valid reason, is always
subject to time-essence rules. These rules are liberally enforced to best
meet the initial objectives of the buyer and seller to close the transaction on
entering in the purchase agreement.3

Frequently, a contingency provision calls for two events to occur in tandem,
i.e, a condition concurrent (routine activity), which has to occur, followed by
a condition precedent (approval), which may or may not occur.

Consider the seller of a condominium unit who provides documents on the
homeowners’ association (HOA) to the buyer (the condition concurrent)
for the buyer's review (the condition precedent).

Here, the seller is required to deliver the HOA documents as a prerequisite
to the buyer's review of their content for approval or disapproval. The seller
needs to obtain the documents or otherwise cause them to be handed to the
buyer. If the seller does not, they have breached the contingency provision
and the purchase agreement. [See RPI Form 150 §11.9]

As for the buyer who receives the HOA documents, they are required to
then enter upon a good-faith review of the document’s content under their
further-approval contingency provision. After the review and completion
of any further inquiry or investigation (which might extend the time for
cancellation) into the implications contained in the HOA document’s
content, the buyeris to either express approval by waiving or letting the right
to cancel expire. However, if they have good reason and an honest belief that
they cannot approve of their content, they disapprove the documents by
cancelling the transaction.

Here, the seller is initially obligated (condition concurrent) to gather the
documents and deliver them to the buyer without concern for what steps the
buyer is taking to perform (conditions concurrent) any of their obligations
under the purchase agreement, such as applying for a loan.

Consider another tandem-events provision in which the buyer agrees to
execute a promissory note in favor of the seller in a carryback transaction.
Thebuyer, in a further-approval contingency provision, agrees to prepare and
hand the seller a credit application (a condition concurrent). On receipt,
the seller is to review and then approve or cancel the transaction (condition
precedent) on a reasonable disapproval of the buyer’s creditworthiness.

3 Fowlerv. Ross (1983) 142 CA3d 472
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The buyer's obligation to deliver the credit application is a compulsory event
they are required to perform. The failure to deliver the credit application
is a breach of the further-approval provision since the buyer’s delivery of
the application is not conditioned on anyone (read: the seller) first doing
something. [See RPI Form 150 §8.4]

On the other hand, the seller on receipt of the credit application is required
to review the buyer’s creditworthiness. However, they are not required to
approvethebuyer's creditworthiness, and if disapproved based on reasonable
grounds, the seller is excused from closing escrow if they elect to cancel the
transaction. [See RPI Form 150 §8.5]

Other contingency provisions require one person, such as the buyer, to first
enter upon an activity (such as signing and returning escrow instructions)
without concern for whether the other person, such asthe seller, is performing
their required obligations, such as obtaining a pest control clearance.

Consider a purchase agreement containing a contingency provision calling
for the buyer to obtain a purchase-assist mortgage. If the buyer fails to
obtain the mortgage as anticipated, the buyer has the option to cancel the
transaction, excusing themselves from further performance.

However, the buyer is obligated to promptly initiate the loan application
process without concern for whether the seller has commenced any
performance of the seller’s obligations, such as ordering out inspections and
reports the seller is required to obtain.4

A person’s performance of an activity which has to occur versus taking
steps to bring about an event or approve a condition which may or may
not occur is an important distinction to be made.

One is a breach of the purchase agreement if the mandatory activity does
not occur; the other excuses any further performance by cancellation if the
described event does not occur. Both failures permit the purchase agreement
to be cancelled by the opposing party, but a breach carries with it litigation
and liability exposure.

For example, the buyer of a commercial income property is willing to
purchase the property only if the seller cancels a disadvantageous lease
held by a tenant. The buyer’s agent prepares a purchase agreement with a
provision calling for the seller to deliver title and assign all existing leases
except the one the buyer is unwilling to accept.

While the seller believes they have the ability to negotiate a cancellation of
the lease, the seller’'s agent does not want the seller committed to delivering
title and then fail to be able to negotiate the cancellation of the lease.

Accepting the purchase agreement with provisions calling for delivery of
title and assignment of all leases places the seller in breach if they are unable

4 Landis v. Blomquist (1967) 257 CA2d 533
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to negotiate a cancellation of the objectionable lease. The seller risks being
exposed to liability for the decrease in the value of the property resulting
from the lease.

Here, the seller needs to submit a counteroffer prepared by the seller’'s agent
calling for the delivery of title to be contingent on the seller’s termination of
the lease, an example of an event-occurrence contingency provision. This
provision is also classified as a condition precedent as it might not occur and
needs to be satisfied for the transaction to proceed to closing.

Thus, the seller is only obligated to make a good-faith effort to negotiate the
cancellation of the lease. If the seller fails to deliver title clear of the lease, they
may cancel the transaction and be excused from any further performance.
Importantly, the seller is then free of any liability for the failure to deliver
title as agreed.

Many contingency provisions authorize the buyer to exercise their right to
cancel at any time up to and including the date scheduled for closing if an
identified condition or event fails to occur.

In the interim, the seller is required to fully perform all of their obligations to
deliver to escrow in a timely manner all documents needed from the seller
for escrow to close. After the seller has fully performed, the buyer, at the time
of closing, has the option to cancel on failure of the condition or event.

The rights of a seller in the buyer's contingency provision include
assurances that:

« the buyer needs to act on any cancellation before the right to cancel
expires; and

+ the cancellation is the result of a good-faith effort by the buyer to act
reasonably to satisfy the contingency so the transaction is able to close.

Consider a purchase agreement containing a loan contingency. The buyer
has the right to cancel they are unable to obtain a purchase-assist mortgage.
[See RPI Form 150 §10.3]

However, the seller has not handed escrow any of the documents or
information requested by escrow as needed to close. The buyer refuses to
submit their loan application and fees to their lender until the seller fully
performs all their obligations for escrow to close. The buyer claims it is futile
for them to proceed if the seller has not performed.

In turn, the seller cancels the transaction, claiming the buyer has breached
their duty to make a good-faith effort to eliminate the loan contingency by
applying for the loan.

Here, the buyer's obligation to take steps to satisfy the loan contingency
and the seller's obligation to deliver requested documents to escrow are
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independentobligations, examples of conditions concurrent. Thus, the buyer
and seller have to each perform their part of the closing activities without
concern for whether the other person is performing.

Sellers who agree to loan contingency provisions for buyers often require
a separate and specific time-essence contingency provision to assure
themselves that the buyer will act promptly to arrange a mortgage.

Inthe provision, thebuyerauthorizes the seller to cancel the transaction if the
buyer does not produce a loan commitment or a statement from a qualified
lender by a specific date demonstrating that the buyer has been approved for
a mortgage in the amount sought. [See RPI Form 150 §4.1]

In this instance, if the buyer fails to timely act on an application to negotiate
a loan and arrange for a statement of their creditworthiness to be handed to
the seller by the deadline for satisfaction of the condition, the seller is able to
cancel the transaction.

The existence of an oral or written contingency provision in a purchase
agreement does not render the agreement void. On the contrary, when an
offer is accepted, a binding agreement is formed. The overriding issue
on forming a binding purchase agreement which contains a contingency
provisioniswhetherthe purchaseagreementwilleverbecome enforceable.
Enforceability occurs when the contingencies have been eliminated as
satisfied or waived.

For example, the board of directors of a corporation decides the company
needs to purchase a warehouse to store inventory. To meet the corporate
objectives, the president, on behalf of their corporation, employs a broker who
locates a suitable building. However, the property may be sold to another
person before the board authorizes the corporation to enter into a purchase
agreement to acquire it.

Asthe agent authorized to bind the corporation to perform under a purchase
agreement, the president submits a signed purchase agreement offer to the
seller's agent agreeing to buy the real estate, conditioned on the further
approval of the board within 20 days of acceptance.

The seller accepts the offer after their agent explains the purchase agreement
will not be enforceable until the board of directors approves the purchase,
and thus eliminates the contingency.

The corporation, based on the offer submitted by its president and the seller’s
acceptance, has effectively taken the seller’s property off the market while
the president completes their due diligence investigation. Further, the board
gets a “freelook” by controlling the property before deciding on the property’s
suitability as a warehouse, or whether the terms of the purchase agreement
are acceptable.

The time-
essence
contingency
provision

Purchase
agreement as
binding
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Figure 1
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Here, the seller has a binding commitment from the corporate buyer to
purchase the real estate, subject to presenting the purchase agreement and
the property selection to the board for approval or rejection and cancellation
under the contingency provision.s

If conditions are unacceptable, the board rejects the purchase agreement
by preparing a resolution stating their reasonable basis for exercising the
corporation’s rights under the contingency provision to disapprove of the
property selection or the terms of purchase. A notice of cancellation
is then prepared, signed and delivered to the seller, together with the
corporate resolution, as required by the purchase agreement to terminate the
transaction.® [See RPI Form 159]

5 Moreland Development Company v. Gladstone Holmes, Inc. (1982) 135 CA3d 973
6 Jacobsv. Freeman (1980) 104 CA3d 177
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The contents of a purchase agreement are a collection of provisions
generally called terms and conditions. While terms focus on the price
and the terms for payment of the price, conditions address:

+ the performance by the buyer and seller of their closing activities;
and

« occurrence of events required before escrow is able to close.

When conditions are the subject of contingency provisions, the
conditions are categorized based on whether they:

« are to occur (events and activities), called event-occurrence
contingencies; or

« are to be approved (information, data, documents and reports),
called further-approval contingencies.

Further, provisions containing conditions are classified by the sequence
in which they are to occur or be performed by the buyer or seller. Thus,
the occurrence or approval called for is either:

+ acondition precedent; or
+ acondition concurrent.

A condition precedent requires the occurrence of an event or the
performance of an activity by one person to be completed before the
other person is required to perform an activity. A condition concurrent
requires the performance of an activity by a person without concern for
the other person’s activities. Under any type of contingency provision,
the buyer or seller benefitting from the contingency holds an option
to “do away with” any further performance of the purchase agreement
and escrow instructions, called cancellation.

Before escrow is able to close, contingency provisions have to be
eliminated. Contingency provisions are eliminated by either:

- satisfaction of the condition; or

+ waiver (or expiration) of the right to cancel the transaction by the
person authorized to cancel.

Further, conditions may be breached or excused on failure to occur. Some
conditions are required to be performed, such as the seller’s delivery of
title, making the failure to perform a breach of the purchase agreement.
Other conditions which are the subject of contingency provisions might
not occur or be approved, thus excusing one or both parties from further
performing and closing escrow.

Chapter 7
Summary
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Arbitration: the
independent beast

ey . il il

After reading this chapter, you will be able to:

+ identify the final and unappealable nature of arbitration awards,
and the corresponding risk facing any party who agrees to binding
arbitration;

+ distinguish the limited circumstances for an erroneous arbitrator’s
awazrd to be corrected; and

+ contrastarbitration and litigation from mediation as the preferable
method of dispute resolution.

arbitration attorney fee provision

arbitrator mediation

Consider a seller who contacts a brokerage office to list their property for sale.
The seller and seller’s agent sign a listing agreement containing a provision
calling for disputes to be submitted to binding arbitration — no judicial
oversight permitted.

A buyer is located by a buyer's agent employed by the same broker. Both
the agents and the broker are aware the buyer is financially unstable and
may encounter difficulties closing the transaction. However, confirmation
of the buyer's creditworthiness and net worth are not made the subject of
a contingency provision by the buyer’s agent who prepared the offer for
the buyer. If included, a contingency provision authorizes the seller to
cancel the purchase agreement if the seller determines the buyer's credit is
unsatisfactory.

Chapter

8

Learning
Objectives

Key Terms

Lost right

to correct a
decision gone
awry

arbitration

A form of dispute
resolution voluntarily
agreed to in contracts
authorizing a third-
party arbitrator

to issue a binding
award which cannot
be reviewed and
corrected by a court
of law.



64 Real Estate Matters, Fifth Edition

Binding
arbitration as
a loose noose

arbitrator

A neutral third-party
appointed to hear

a dispute who is
authorized to make

a final decision
awarding judgment
in favor of one of the
parties.

The buyer’s financial status is not disclosed to the seller when the seller’s
agent submits the buyer’s offer. The supervising broker fails to catch or correct
the oversight.

The seller accepts the purchase agreement offer which provides for payment
of a fee to the broker. Each agent is to receive a share of any fee their broker
receives on the sale. Each agent’s share is based on formulas agreed to in their
separate written employment agreements with the broker.

Later, the buyer fails to close the transaction due to their financial condition.
The seller discovers that the seller’s agent, broker and buyer’s agent all knew
of the buyer's financial condition. The seller makes a demand on the broker
and both agents for the seller’s losses on the failed transaction, claiming the
buyer’s financial condition was a material fact the agents and broker knew
about and failed to disclose.

Continuing the previous example, the dispute is submitted to binding
arbitration. The arbitrator awards money damages to the seller based on
the professional misconduct of the seller's agent and employing broker for
failure to disclose their knowledge of the buyer’s unstable financial status —
the broker being vicariously liable as the employer of the seller's agent who
failed to make the disclosure.

Further, the arbitrator issues the seller a money award against the buyer’s
agent. The arbitrator erroneously rules the buyer’'s agent and the seller’s
agent were “partners” since they shared the fee the broker received on the
transaction. Thus, the buyer’s agent is improperly held liable as a business
partner of the seller’'s agent for the seller's money damages resulting from the
misconduct of the seller’s agent.

The buyer's agent seeks to vacate the portion of the arbitration award
holding them liable as a “partner” of the seller's agent, claiming the arbitrator
incorrectly applied partnership law to a real estate agency and employment
relationship controlled by other laws.

Can the award against the buyer's agent be corrected by a court since the
arbitrator wrongfully applied partnership and agency law?

No! An arbitrator's award, based on an erroneous application of law, is not
subject to judicial review since a judicial review of the arbitrator's award
was not included as a condition of an award in the arbitration provision. The
arbitrator acted within their powers granted by the arbitration provision,
even though they applied the wrong law and produced an erroneous result.

A court of law confronted with a binding arbitration agreement cannot
review the arbitrator's award for errors of fact or law even if the error is
obvious and causes substantial injustice.’

1 Hallv. Superior Court (1993) 18 CA4th 427
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Many pre-printed brokerage and purchase agreements, such as those
published by the California Association of Realtors (CAR), perfunctorily
include a boilerplate arbitration provision. The arbitration provision
included in a purchase agreement, listing or lease agreement forms a
contract with an arbitrator.

Thus, the provision itself constitutes a separate and independent agreement
between the arbitrator and each person who initials the provision.?

An arbitration provision in a real estate purchase agreement or listing:

« formsan arbitration agreement between the arbitrator and each person
who agrees to be bound by the provision;? and

« defines the arbitrator’'s powers and the limitations on those powers.

The rights of the person agreeing to arbitration are established by the
incorporation in the provision of arbitration statutes, applicable law
limitations and discovery policies. Also controlling are the rules adopted
by the arbitrator named in the provision, such as the American Arbitration
Association.

Unless the arbitration provision states an arbitration award is “subject to
judicial review,” the award resulting from arbitration brought under the
clause is binding and final, with limited exceptions discussed below.

Without judicial review of an award in an arbitration action, the parties
have no assurance the award will be either fair or correct —it is arbitrary by
name.

Editor’s note — RPI’s purchase agreements and addenda do not contain
either an arbitration provision or an attorney fee provision as a matter of
policy in an concerted effort to reduce the risk of litigation to brokers and
agents by making litigation less economically feasible for sellers and buyers
— and their attorneys.

Any defect in an arbitrator’'s award resulting from an error of fact or law, no
matter how flagrant, is neither reviewable nor correctable, unless:

+ the arbitrator exceeded their authorized powers;

+ the arbitrator acted with fraud or corruption;

« the arbitrator failed to disclose grounds for their disqualification of a
dispute;

+ the award was procured by corruption, fraud or other misconduct; or

+ the refusal of the arbitrators to postpone the hearing substantially
prejudiced the rights of the party.

2 Prima Paint Corporation v. Flood & Conklin Mfg. Co. (1967) 388 US 395
3 Calif. Code of Civil Procedure §1297.71
4 CCP§1286.2
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An arbitrator, unlike a judge in a court of law, is not bound by the rules of law
controlling conduct when arbitrating a dispute. Even when the arbitrator
agrees to follow applicable California law, their erroneous award, unlike
an award of a court, cannot be corrected by any judicial review.

The arbitrator's award is final and binding on all parties, unless:

+ the parties have agreed the arbitrator's award is subject to “judicial
review”; or

+ the arbitrator exceeded their powers set by the arbitration provision.

Otherwise, no judicial oversight exists, by petition or appeal, to correct an
arbitrator’s erroneous award.

Considerabuyerand seller of real estate who enterinto a purchase agreement
containing an arbitration clause. They both initial the provision.

Prior to closing, the seller discovers the property has significantly greater
value than the price the buyer has agreed to pay in the purchase agreement,
a condition brought about by a sharply rising real estate market.

Motivated by their belief the property’s value will continue to rise to price
levels other buyers will be willing to pay, the seller refuses to close the sale.

The buyer files a “demand for arbitration” with the arbitrator, claiming
the seller breached the purchase agreement. The buyer no longer wants
the property and does not seek their alternative remedy of specific
performance of the purchase agreement. The buyer seeks only to recover
their money losses amounting to the difference between the purchase price
they agreed to pay and the increased value of the property on the date of the
seller’s breach.

Prior to completion of the arbitration hearings, the value of the property
drops significantly due to a cyclical local economic downturn. The arbitrator
is aware the property’s current value has fallen below the sales price agreed
toin the purchase agreement, as well as the increased value at the time of the
seller’s breach.

Continuing our previous example the arbitrator then issues an award in
favor of the buyer. However, the award is not for the money losses the buyer
asked for and was entitled to. Instead of the requested money award, the
arbitrator's award grants the buyer the right to purchase the property for a
price equal to its current fair market value, a remedy not available under law
and not agreed to by the buyer or seller.

Thebuyer now petitions the court to vacate the arbitration award and remand
the case for a money award as requested in the arbitration. The buyer claims
the arbitrator exceeded their powers by awarding a result not contemplated
by the law controlling the purchase agreement nor sought by the parties.
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Did the arbitrator exceed their powers, act corruptly or prejudice the rights of
the parties by awarding an equitable remedy (specific performance) which
was in absolute conflict with the purchase agreement and beyond any
expectations of either the buyer or the seller under applicable law?

No!Thearbitrator wasnot corruptand did notexceed theirpowersinawarding
the buyer the right to purchase the property at its current market value. The
erroneous award was drawn from the arbitrator’s (mis)interpretation of the
purchase agreement and the law.

Here, the remedy awarded a buyer by an arbitrator in binding arbitration is
not reviewable by a court of law as long as the remedy has some remotely
conceivable relationship to the contract.

When individuals enter into a purchase agreement, each person has
expectations about their and the other person’s performance as defined by
the terms of the agreement and set by existing law, also known as certainty
of contract. Without certainty in the real estate market, contracting to buy
and sell becomes a commercial uncertainty, a condition is tantamount to
anarchy.

Yet by agreeing in the purchase agreement to binding arbitration, not only
is a person forced to accept an arbitrator’s incorrect application of law, they
are forced to proceed with arbitration and accept an award impossible to
predict.

Although an arbitratoris notbound to follow the law when issuing an awazrd,
an arbitrator exceeds their powers when they attempt to also enforce their
award — conduct reserved for a court of law after the award has been reduced
to ajudgment by the court.®

An arbitrator also exceeds their powers when they impose fines on a party
to arbitration for failure to comply with the arbitration award. An arbitrator
does not have the power to impose economic sanctions, such as penalties
and fines.

However, if an arbitration agreement authorizes the arbitrator to appoint a
receiver or impose fines, the arbitrator then has the power to do so, despite
the general prohibition barring arbitrators from enforcing their awards.’

Now consider a buyer and seller who enter into a purchase agreement
containing both an arbitration provision, which they all initial, and an
attorney fee provision. The attorney fee provision entitles the party who
prevails in an action to be awarded attorney fees.

5 Advanced Micro Devices, Inc. v. Intel Corporation (1994) 9 C4th 362
6 Marsch v. Williams (1994) 23 CA4th 238
7 Mastrobuono v. Shearson Lehman Hutton, Inc. (1995) 514 US 52
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attorney fee
provision

A provision in a
contract specifying
the prevailing party
to a dispute is to
receive attorney fees if
litigation results from
the contract.

The myth
surrounding
arbitration

Mediation

buttressed
by judicial
certainty

The buyer terminates the purchase agreement and seeks to recover all their
transactional costs, claiming the seller breached the agreement. As agreed,
the dispute is submitted to binding arbitration. The arbitrator rules in favor
of the seller, but denies the seller's request for attorney fees as called for under
the attorney fee provision.

Theseller seeks a correction of the arbitration award in a court of law, claiming
the arbitrator exceeded their powers by denying an award of attorney fees as
agreed in the purchase agreement.

Here, the arbitrator exceeded their powers by failing to award attorney fees.
The seller, as the prevailing party, was entitled to an award of attorney fees
by a provision in the purchase agreement which was the subject of the
arbitration. If the agreement underlying the dispute contains an attorney fee
provision, the arbitrator will award attorney fees to the prevailing party.?

However, the attorney fee dilemma hasa flip side. Not only will the arbitrator
award attorney fees to the winner if the recovery of fees is called for in the
purchase agreement, the arbitrator determines the amount of attorney fees
to be awarded — an amount which is not subject to court review.°

Thereal estate market has become flooded with agents and brokersinculcated
to reassure their buyers and sellers that initialing the arbitration provision
is “standard practice.” When guidance is given to clients by their agents, it is
that arbitration bears multiple benefits with no comment on the risks. This
advice is incorrect.

Most homebuyers and misqguided real estate agents know little about
arbitration beyond the pretext it is less costly and more efficient than
litigation. The myth of arbitration’s benefits is so ingrained by repetition over
time it has become an unquestioned real estate mantra — literally a false fact
believed to be true.

Most agents do not have sufficient knowledge or awareness to develop
an opinion on arbitration, nor do most buyers and sellers know enough
to inquire about it. Thus, arbitration’s virtues are passed down as custom,
while harmful widespread ignorance of its risks persists among agents and
sweatshop brokers. People are harmed by this arrogance.

Arbitration was born out of a genuine desire to save on court costs, expedite
the dispute resolution process and generally improve the efficiency of the
real estate marketplace. In practice, however, arbitration often results in
absurd legal consequences, in direct conflict with the reasons and practical
purposes for its inception. There is a very simple remedy — the soft, more
effective medicine of mediation.

Mediation is an informal, confidential, non-binding legal process. When

agreed to, the buyer and seller are compelled to use it in good faith. Designed

8 DiMarco v.Chaney (1995) 31 CA4th 1809
9 DiMarco, supra
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to help the parties reach an accord, mediation puts disputes to rest without
litigation, while still allowing for judicial intervention if a resolution cannot
be found.

Rather than requiring parties to a purchase agreement to actively initial
away their rights to a fair and reviewable judicial determination, mediation
passively allows for a mutually acceptable termination of a dispute.

In the process, a neutral third-party — the mediator — acts as an avuncular
facilitator. The mediator encourages the disputing parties to arrive at their
own decision. They do this by fostering an environment of discussions,
asking questions while listening for a commonality of thoughts needed for
settlement and resolution. Mediators are trained to help craft that conclusion
and end disputes.

Also, while a mediation agreement requires participation, either party can
withdraw from the process.

In addition to these benefits, the use of mediation also provides a solution
to a dispute without adding to and falling subject to the backlog of cases
burdening the legal system.

Most importantly, mediation works. The Los Angeles Superior court system
reports that 63% of cases ordered into mediation are resolved. Nationwide,
the mediation success rate ranges between 60%-90%.*°

Arbitration, like mediation, is a confidential process structured as an
alternative to litigating judicially. However, the two parties in contention
do not come to their own conclusions in arbitration—the neutral third party
appointed to hear the case makes a final decision awarding judgment in favor
of one of the parties. This decision is binding under arbitration provisions
when included and initialed in purchase agreements. The arbitrator’'s award,
when erroneous, cannot be reviewed and corrected by a court of law.

This finality of an arbitrator’s decision naturally causes arbitrators to lack
proper care in their decision-making. Appeals to review a faulty decision
are prohibited. Thus, an arbitrator’s erroneous decision cannot be corrected
regardless of how bizarre the outcome may be, for instance, the ordered
marriage of the buyer's son to the seller’s sister.

The reality about arbitration provisions is that they do not belong in real
estate purchase agreements. These provisions are never included in trust
deeds, and are hardly ever in rental or lease agreements as all remedies in
landlord-tenant law are judicial. They are omitted for good reason since rules
of law, not an “arbitrary” arbitrator, need to control results.

Arbitration provisions lead to:

« frequent misapplication and misinterpretation of the law;

10 Final Report of Colorado Governor's Task Force on Civil Justice Reform, Exhibit 7
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+ erroneous awards;
+ abarto discovery in preparation for hearings;
«  waiver of the right to judicial review; and

« a lack of legal precedent for future application to conduct of buyers,
sellers, brokers and agents.

Many agents, due to an unfounded fear they might be engaging in
the unauthorized practice of law or of killing the deal, refuse to educate their
client on known adverse ramifications of initialing the arbitration provision.

Agents will be left with little room for such error over the next couple of
decades. The pricing of property will stabilize under the pressure of rising
mortgage rates driven by the fallout from the financial crisis of 2008 of zero-
bound interest rates.

Explaining the consequences of an arbitration provision a broker and their
agents request their clients to initial is not engaging in the unauthorized
practice of law. It is their duty as a fiduciary to explain transaction
documentation to the best of their knowledge, nothing less and nothing
more. This counseling is sufficient to alert the client to the need for possible
further inquiry.

The purchase agreement published by CAR includes an arbitration provision,
exposing a broker’s clients who initial it to the risks of arbitration. However,
readily available alternatives exist:

+ use a purchase agreement form that does not include an arbitration
provision; or

+ counsel clients they are not required to initial the provision in order to
enter into a binding agreement or to close the deal.

The first solution is a no-brainer. There are many real estate forms superior
to those produced by the trade unions which do not include an arbitration
provision.

Editor’s note — RPI has been publishing California real estate purchase
agreements free of the provision since 1978.

If some brokers stalwartly refuse to change their forms provider, or an agent’s
broker refuses to permit change, the broker or agent has the ability to:

« inform the client of the consequences involved in agreeing to binding
arbitration;

« advise them they are not required to initial the provision to form a
binding contract - even if the other party initials the provisions and
your client does not;

« verify that a mediation provision is included in the purchase
agreement; and

+ makesurean attorney fees provision is omitted, to discouragelitigation.
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To do otherwise is to act at their peril for discouraging resolution of a future
dispute and failing to mitigate their risk of involvement in arbitration or
litigation.

Consider a broker or agent who becomes a member of a local trade
association. As part of the membership agreement, the licensee agrees to
binding arbitration for disputes arising between them and other association
members.

The arbitration panel that hears and decides disputes between members is
composed of other members of the local association who have little to no
legal training.

These local arbitration panels frequently base their decisions on moral or
social beliefs and local customs they have personally adopted, rather than on
controlling legal principles. Preference and bias towards a particular member
of the association is more likely since the members of the arbitration panel
are acquainted with or know about the members involved in the dispute.
Yet, these panels are said to consist of “neutral” arbitrators.

The panels are also very much aware the decisions they render are not
appealable or reversible. Their award is final and binding.

However, the primary problem with arbitration proceedings heard by a local
association’s arbitration panel is the feeling held by most brokers and agents
compelled to arbitrate that they are being railroaded through a process that
disregards their rights, whether or not they are violated.

Further, by becoming a member of a local trade association, brokers and
agents are forced to relinquish their rights to a court trial and an appeal to
correct an erroneous decision rendered in disputes with other members.

However, brokers and agents employed by a broker who is an association
member can avoid the complications imposed on them by membership.
To do so, and still comply with their broker’s desire to satisfy the local trade
association’s annual monetary demands arising out of their association with
the broker, they can pay the same amount in “nonmember dues” and become
“paid nonmembers.”*

11 Marin County Board of Realtors, Inc. v. Palsson (1976) 16 C3d 920
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Chapter 8
Summary

Chapter 8
Key Terms

A form of dispute resolution voluntarily agreed to in contracts
authorizing a third-party arbitrator to issue a binding award which
cannot be reviewed and corrected by a court of law. Arbitration was
born out of a genuine desire to save on court costs, expedite the dispute
resolution process and generally improve the efficiency of the real estate
marketplace. However, in practice, arbitration often results in absurd
legal consequences, in direct conflict with the reasons and practical
purposes for its inception.

Arbitration provisions lead to:

« frequent misapplication and misinterpretation of the law;

+ erroneous awards;

+ abarto discovery in preparation for hearings;

+ waiver of the right to judicial review; and

+ a lack of legal precedent for future conduct of buyers, sellers,
brokers and agents.

The arbitrator's award is final and binding on all parties, unless:

+ the parties have agreed the arbitrator's award is subject to “judicial
review”; or

+ the arbitrator exceeded their powers set by the arbitration

provision.

Alternatively, mediation allows for a mutually acceptable termination
of a dispute in which a mediator guides the disputing parties to arrive at
their own decision.

To avoid exposing clients to the risk of arbitration, prudent brokers and
agents:

+ useapurchaseagreementformthatdoesnotincludeanarbitration
provision; or

+ counsel clients they are not required to initial a boilerplate
arbitration provision in order to enter into a binding agreement
or to close the deal.

arbitration Pg. 63
arbitrator Pg. 64
attorney fee provision Pg. 68

mediation Pg. 69




Chapter 9: Time to perform 73

Chapter .
9

Time to perform

WA 7 -~ 5 /AR

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

+ identify conduct which places a buyer or seller in a real estate Objectives
transaction in default on a material condition permitting the
other person to terminate the purchase agreement;
+ establish when a buyer or seller may exercise their right to cancel
and terminate a purchase agreement;
« allow for extensions of time to perform to avoid premature
termination of a purchase agreement; and
+ recognize conduct which constitutes a person’s waiver of their
right to cancel due to a time-essence provision.

authorization-to-extend Notice of Cancellation Key Terms
provision seller-may-cancel

condition concurrent provision

condition precedent time-essence provision

The seemingly harmless time-is-of-the-essence provision stands statk  The IItIgiOllS
amongst the boilerplate provisions of purchase agreement forms purchased .

by some California publishers, such as the California Association of Realtors time-essence
(CAR). By its plain words, the time-essence provision gives notice to the pI'OViSiOII
buyer and seller that their compliance by the date set in other provisions in

the purchase agreement which call for an event to occur or an activity to be

performed is essential to the continuation of the transaction.
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A purchase agreement
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that dates for
performance of any
activity or occurrence
of an event are to

be strictly enforced

as essential to the
continuation of the
transaction.

Purpose of
the time-
essence
provision

Thus, the apparent bargain built into the purchase agreement by the
presence of the time-essence provision gives the buyer or seller the right to
immediately cancel the transaction on:

- the failure of an event to occur; or

+ failure of the other party to act, usually by approval, by the appointed
date.

By virtue of the number of tasks a buyer undertakes to close a transaction —
contrasted with the very few tasks imposed on a seller — the time-essence
clause “stacks the odds” against the buyer. This condition exists even though
the buyer and all third-parties involved on their behalf may have acted with
diligence at all times, or that a particular event or activity is not material for
the transaction to proceed to closing.

Further, for a vast majority of agents who work diligently to clear conditions
and close a transaction, the time-essence clause places an unreasonable risk
of cancellation on a transaction. Foreseeable delays in closing a transaction
exist in all real estate sales.

Worse yet, the time-essence clause has, over the years, consistently
demonstrated an ability to produce litigation over rights to money or
ownership which have been lost or forfeited by a cancellation typically
initiated by the seller.

Editor's note — RPI purchase agreement forms do not contain a time-
essence clause. Instead, the purchase agreements authorize agents to
extend performance dates by up to one month, destroying any claim the
performance is material and thus cancellation is the appropriate remedy.
[See RPI Form 150 §10.2]

The stated purpose for including a time-essence clause in a purchase
agreement is to protect the seller from delays in the buyer’'s payment of
the sales price. Delays “tie up” both the seller's ownership of the real estate
and receipt of the net sales proceeds beyond the date or period fixed for the
transfer of ownership.

Another less logical theory is the purported inability of courts to estimate the
compensation owed a seller for losses resulting from a delay in the close of
escrow due to the buyer’s failure to perform by the date agreed.

However, delays in closing of a few days — or even a few weeks or more
— rarely cause any compensable loss of money, property value, rights
or property for the person attempting to cancel due to the passing of a
performance deadline. Typically, the cancellation by a seller is motivated not
by time, but by greater profits to be had elsewhere.

Even if a money loss is incurred due to a delay in performance, the loss is
usually sustained by the seller and is easily calculable. Seller losses typically
consist of lost rental value or carrying costs of the property for the period
beyond the appointed closing date to the actual date of closing. An infrequent
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exception which occurs generally arises out of the seller’s actions in different
transactions, such as the seller’s reliance on the closing of a sale to complete
some other transaction.

Abuyer’s losses on a seller’s default usually arise out of:

+ amissed closing deadline needed in order to receive tax benefits; or
+ alocked-in (low) interest rate mortgage.

An effective Notice of Cancellation interferes with the completion of a Termination
transaction asinitially envisioned by the buyer and seller when they entered .
into the purchase agreement and escrow instructions. of rlghts

On a proper cancellation for cause, the person terminating the purchase

agreement transaction does not need to further perform any act called for, g::::u‘; ftion
including the close of escrow. Further, the transaction has been terminated A notice from either
and the obligations of both the buyer and seller to further perform no longer the buyer or seller

given to the other
party cancelling the
transaction.

exist. [See RPI Form 183]

For example, the person who properly cancels a purchase agreement has
the unfettered right:

+ in the case of a seller, to retain ownership or resell the property to
other buyers at a higher price; and

+ inthe case of a buyer, to keep their funds or use them to purchase other
property on more favorable terms.

These rights to act, free of purchase agreement and escrow obligations, are
the very objectives met by cancelling the purchase and escrow agreements.
The alternative to cancelling both agreements is an attempt to keep the
transaction together by determining the additional time reasonably needed
by the other person to perform as originally contemplated, and then granting
an extension of time in which to do so.

If the “grace period” of additional time is granted, and then expires without
compliance, a cancellation for failure to perform is understandable by all
involved, and enforceable.

Still, an effective cancellation by one person forfeits the rights held by
the other to close the transaction and receive the benefits bargained for on
entering into the purchase agreement. Further, on an effective cancellation,
all parties involved are adversely affected by the cancellation’s ripple effects
since they all lose the time and effort they invested to get the transaction
closed, including:

+ theagents;
*  eSCrow;
+ lender; and

+ title company.

1 Fowlerv. Ross (1983) 142 CA3d 472
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Cancellation
factors

For example, when a seller cancels, the buyer loses, by forfeiture, their
contract right to become the owner of the property. Conversely, if the buyer
cancels, the seller loses the right to receive funds and be relieved of the
obligation of ownership.

Thus, a cancellation by either the buyer or seller, if proper and enforceable, is
thefinal momentin thelife ofa purchase agreementand escrow.Cancellation
spells the end to all expectations held by everyone directly or indirectly
affiliated with the sale.

Editor’s note — For simplicity’s sake, the following discussion will mostly
refer to the timing of a seller’s cancellation. However, the discussion fully
applies to a buyer’s cancellation as well.

For a seller to successfully cancel an escrow based on the failure of an event
to occur or a condition to be approved, the purchase agreement or escrow
instructions are to contain:

« aclear description of the event which is to occur or the condition
to be approved;

+ an appointed date or expiration of a time period by which the event
or approval described is to occur; and

+ a written provision stating in clear and unmistakable wording,
understandable to the buyer, that the seller has the right to cancel the
transaction as the consequence of a failure of the event or the approval
to occur by the appointed date. [See Chapter 7]

If provisions in the purchase agreement or escrow instructions meet all of
the above criteria, the seller may cancel if:

« the seller has performed all acts which are required to precede,
by agreement or necessity, the event or approval triggering the
cancellation (in other words, the seller cannot be in default);

+ the event or approval fails to occur by the appointed date; and

+ the seller performs or stands ready, willing and able to perform all
other acts necessary on the part of the seller to close the transaction on
the appointed date for the failed event or approval.

The notice given by the existence of the time-essence provision advises the
buyer their performance of the event which is to occur or be brought about
by the date scheduled is critical to the continuation of the purchase
agreement and escrow instructions. Thus, the time-essence provision sets
the buyer's reasonable expectations of the consequences of their failure
to perform, i.e, the risk that the seller may cancel the transaction and the
buyer’s right to buy the property will be forfeited.

However, the consequences of the failure of the buyer to perform or for an
approval or event to occur depend upon the type of time-related provision
contained in the purchase agreement and escrow instructions.
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The different provisions which may be included are:

+ atime-essence provision, which gives the seller the right to cancel
if the event or approval of a condition called for does not occur by an
appointed date;

+ a seller-may-cancel contingency provision, which authorizes the
seller to cancel if the condition or event does not occur, whether or not
a time-essence clause exists;

+ an authorization-to-extend provision, which grants the agents the
power to extend performance dates up to 30 days (or other wording
indicating an accommodation for delays), whether or not a time-
essence clause or a seller-may-cancel clause exists [See RPI Form 150
§10.2]; and

+ an extension of time granted by the seller, typically in supplemental
escrow instructions, with wording imposing strict adherence to the
new performance deadlines and authorizing the seller to cancel on
expiration of the extension if the event or approval is not forthcoming.

Before either a buyer or seller may effectively cancel a transaction, they are
required to place the other person in default. Thus, in order for a person to
exercise the right to cancel, that person cannot also be in default themselves
on the date scheduled for the other person’s performance or the event to
occur.

For the buyer or seller to place the other in default, three transactional facts
need to exist:

- a date crucial to the continuation of the transaction needs to have
passed;

+ thecondition called for in the purchase agreement did not occur by the
scheduled date; and

+ the person cancelling is required to have fully performed all activities
required in order for the other person to perform by the scheduled date,
called conditions precedent,and have performed or beready, willing
and able to perform, at the time of cancellation, all activities they
were obligated to perform in order to close escrow, called conditions
concurrent. [See Chapter 7]

The setting of a time for an act or event to occur does not, by itself,
automatically allow a purchase agreement transaction to be terminated by
one person when the appointed date has passed and the other person has not
yet performed.

To permit a cancellation immediately following the expiration of the
appointed time for performance, the purchase agreement or escrow
instructions needs to clearly state it is the intention of both parties that the
failure by one or the other person to perform by the appointed day is to
subject their contract rights to forfeiture.

seller-may-cancel
provision

A purchase agreement
provision authorizing
the seller to cancel if a
specified condition or
event does not occur,
whether or not the
agreement contains a
time-essence provision.

authorization-to-
extend provision

A purchase agreement
provision granting
authority to extend
performance dates
before the transaction
may be cancelled.

Elements of a
default

Was the
cancellation
timely?
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Time to close
extended by
notice

Thus, clear cut wording throughout the purchase and escrow documents
needs to consistently manifest an intent to make time for performance
crucial to the continued existence of the transaction. If not, the appointed
date has insufficient significance to justify instant cancellation.

For example, sometimes the only wording regarding any right to cancel a
transaction appears in the escrow instructions. Escrow is generally instructed
to close at any time after the date scheduled for closing if escrow is in a
position to do so, provided escrow has not yet received instructions to cancel
escrow and return documents and funds.

Thus, in this example, neither the purchase agreement nor the escrow
instructions contain a clause stating “time is of the essence in this agreement.”
Further, no clear, unequivocal or unmistakable wording in any contingency
provision shows an intent on the part of the buyer and seller to make time of
the essence, such as wording giving the seller or buyer the “right to cancel”
on the failure of either the other person to perform a described activity or for
an event to occur by a scheduled date.

Under these examples, which lack time-essence provisions, the time
appointed for the delivery of such items as funds for closing or clearance of
encumbrances from title is merely a “target date” preliminary to establishing
the right to cancel.

To establish the right to cancel when time is not stated or established in the
purchase agreement or escrow instructions as crucial, the person in default
needs to be given notice that the date set as the “new deadline” will be
strictly adhered to.

Further, the person in default needs to be given a realistic period of time after
receiving a notice to perform before any cancellation is considered effective.
Continued nonperformance past the new deadline date noticed will be
treated as a default and escrow may immediately be canceled. [See Form
181-1 accompanying this chapter]

For example, a purchase agreement calls for a buyer to close escrow within
45 days after acceptance. No time-essence clause, cancellation provisions or
agent authorization to extend performance dates exists. [See RPI Form 150
§12.2]

The seller agrees with the buyer's request to extend the date of closing an
additional 30 days during which the buyer is to complete their arrangements
to close escrow. Two days after the extension expires, the seller cancels the
transaction.

Is the seller’s cancellation of the transaction effective?

Yes!The 30-day extension wasareasonable amount of time for thebuyerto
perform before the seller exercised their right to cancel. A further unilateral
extension of time is not needed for the cancellation to be reasonable and
effective.?

2 Fowler, supra
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NOTICE TO PERFORM AND INTENT TO CANCEL

NOTE: This form is used by the agent of the party seeking performance under a purchase agreement when the other
party has failed to perform, to notify the other party the agreement will be cancelled if they fail to perform by a specified

date.
DATE: 20, at California.
1. This notice regards the performance of a Purchase Agreement
1.1 entered into between as the Seller,
and as the Buyer,
1.2 dated , 20 , at California,
1.3 regarding real estate referred to as and
1.4  escrowed with
escrow number under instructions dated 20

NOTICE TO PERFORM:
2. Demand is hereby made on you under the above referenced agreement and escrow instructions to perform
2.1 onor before 20,

2.2 asfollows:

3. ltis the intent of the undersigned to cancel this transaction if the performance demanded of you in this notice does not
occur during the time period given.

| agree to this notice.
Date: 20
By:

Signature:
By:

Signature:

FORM 181-1 09-15 ©2016 RPI — Realty Publications, Inc., P.O. BOX 5707, RIVERSIDE, CA 92517

Consider an example of strict compliance with performance dates established
as “deadlines,” after which the purchase agreement and escrow are able to be
terminated by cancellation for failure of the described activity or event to
take place. The purchase agreement contains a simple time-essence clause.
Authority is not granted to the agents to extend performance dates if the
appointed date for performance proves to be an inadequate amount of time
for either the buyer or seller to complete or bring about all of their closing
activities.

Consistent with the time-essence clause in the purchase agreement, the
escrow instructions authorize escrow to close at any time after expiration of
the escrow period, unless escrow receives instructions calling for the return
of documents and funds.

Form 181-1

Notice To

Perform And
Intent To Cancel

The seller on
notice
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Intent in
conflict with
time-essence
clause

One day after the passing of the date scheduled for closing, the buyer cancels
escrow.Twelve dayslater, theseller, using diligence atall times, isable to clear
title and close. The seller challenges the buyer’s cancellation as premature
and ineffective, claiming the buyer is required to grant the additional time
needed to close escrow before the buyer is able to forfeit the seller’s right
to enforce the buyer's promise to purchase the property.

Is the seller entitled to the additional time needed to close escrow?

No! The seller was on notice by the existence of the time-essence clause in
the purchase agreement and the wording of the escrow instructions that
the buyer had the right to cancel on failure of escrow to close by the date
scheduled. No provision in any document expressed an intent which was
contrary to the time-essence provision in the purchase agreement.

Thus, the buyer's cancellation, one day after the appointed closing date, was
in accordance with the intent stated in the purchase agreement and escrow
instructions, i.e., that timely performance was essential to the continuation
of the agreement.

More importantly, escrow was authorized to return the money and
instruments on the demand of either the buyer or seller if the closing did not
occur on or before the date set. Thus, the buyer was not required to grant the
additional time reasonably necessary for the seller to close the transaction.?

Consider a sale under a purchase agreement which contains a provision
authorizing the agents to extend the time for performance of any act for
a “period not to exceed one month.” The purchase agreement also includes a
boilerplate provision that “time is the essence of this agreement.”

Escrow is for a 60-day period, the end of which is the appointed date for
closing the transaction. As usual, the escrow instructions state escrow may
close at any time after the date scheduled for closing, unless instructions to
the contrary have been received.

On the date scheduled for closing, escrow is not in a position to close due to
the buyer’s inability to immediately record their purchase-assist loan. The
sellerimmediately cancels escrow in an attempt to terminate the transaction,
claiming time was of the essence by agreement.

Is the seller able to cancel without giving an extension of time when both a
time-essence and an authority-to-extend provision exist?

No! The bargain struck by the conflicting provisions controlling performance
dates did not contemplate time for the occurrence of activities or events by
their appointed dates to be so essential that the transaction may be cancelled
on the mere passing of the appointed date. The use of a purchase agreement
(or escrow instructions) containing wording that “time is of the essence” does
not allow for the forfeiture of contract rights on a failure to perform within
the agreed time period when other provisions express a contrary intent.

3 Ward v. Downey (1950) 95 CA2d 680



Chapter 9: Time to perform 81

10. ACCEPTANCE AND PERFORMANCE:

10.1  This offer to be deemed revoked unless accepted in writing [ | on presentation, or [ within days after date,
and acceptance is personally delivered or faxed to Offeror or Offeror’s Broker within this period.

10.2 After acceptance, Broker(s) are authorized to extend any performance date up to one month.

When logically possible, courts ignore boilerplate time-essence clauses and
enforce the original bargain, if no financial harm results from the delay.

Here, the purchase agreement (or escrow instructions) gave the agents
the unconditional right to extend performance dates. Thus, being able to
close by the date set for closing escrow is hardly considered crucial to the
continued viability of the transaction. Accordingly, the seller has to give the
buyer a reasonable amount of time to close escrow, i.e., the additional
days needed to record the buyer’s loan before the buyer’s failure to perform
justified exercising any cancellation rights. [See Form 181-1]

Before a buyer or seller may consider cancelling a transaction, the other
person has to have defaulted on their completion of an activity or an event
has failed to occur.

For example, a seller cancels a 30-day escrow the day after the date it is
scheduled to close. The purchase agreement granted the agents authorization
to extend performance dates, including the date for closing, up to 30 days.
[See Figure 1]

Thirty-three days later, for a total of 63 days from the date of acceptance, the
buyer, using diligence in the pursuit of a loan, obtains final loan approval
and has all the funds needed to close escrow.

Is the seller's cancellation effective without first giving an extension of
additional time for closing when the buyer has not performed by the date
scheduled for the close of escrow?

No! The buyer is not yet in default. Sixty-three days is a reasonable period
of time for the buyer to obtain the purchase-assist mortgage funds agreed to
in the purchase agreement. Most instructive for buyers and agents, time for
closing was not made crucial to the continuation of the agreement.

Thus, a reasonable period of time has to pass before the buyer is in default.
Only when the buyer is in default on expiration of a reasonable time
extension may the seller exercise their right to cancel.

Now consideranagentwho preparesapurchaseagreementandinadvertently
fails to set a fixed time period for the opening of escrow. However, the
purchase agreement does state an appointed date for closing escrow as 60
days from the date the purchase agreement was entered into.

4 Henryv.Sharma (1984) 154 CA3d 665

Figure 1
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To cancel you
need to first
perform

condition precedent
A purchase agreement
provision requiring
the occurrence of an
event or performance
of an act by the other
party before the buyer
or seller is required to
further perform.

condition
concurrent

A purchase agreement
provision requiring
performance of an
activity by a buyer or
seller without concern
for the performance of
the other party.

The buyer fails to sign and return escrow instructions to open escrow. The
seller cancels the transaction 12 days after the date escrow was scheduled to
close.

Was the buyer in default at the time of cancellation?

Yes! The buyer was in default for their failure to sign and return escrow
instructions. The buyer had an obligation to open escrow within an unstated
period of time. Since the time for opening escrow was not agreed to, a
reasonable period of time for opening escrow is allowed.

A reasonable period for opening escrow is a date sufficiently in advance of
the date set for the close of escrow to give escrow enough time to perform
its tasks by the date scheduled for closing. The cancellation 12 days after the
closing date was effective to terminate the transaction. A reasonable period
for the buyer to open escrow ended well before the scheduled closing date.

Thebuyer, having failed to open escrow before the closing date, was in default
on the closing date. Thus, the buyer lost their right to buy the property since
they did not cure the default by opening escrow before the date set for closing
and the seller’s cancellation.s

However, a one day delay by a buyer before signing and delivering
instructions to open escrow does not allow a seller to cancel the transaction
and avoid closing escrow. Reasonably,a one day delay in opening escrow
is not a default at all, even when time is unequivocally declared to be of the
essence in the purchase agreement.

Consider a seller who wants to cancel a transaction since the buyer is in
default under the purchase agreement or escrow instructions. Before the
seller may cancel, the seller is required to:

* perform all acts and cause all events to occur which, by agreement or
necessity, are the seller’s obligation and need to occur before the buyer
becomes obligated to perform, called conditions precedent, such as
delivering disclosures, reports, etc., or completing repairs requiring the
buyer’s approval [See Chapter 7];

* fully perform all activities and obligations imposed on the seller
which are to occur at the same time as the buyer's performance,
without concern for whether the buyer has performed, called
conditions concurrent, such as handing escrow a grant deed and all
other information and items required of the seller for escrow to clear
title and close [See Chapter 7]; and

* perform or demonstrate they are able to perform all other activities
or bring about events which are the obligation of the seller for closing
the transaction, whether or not the buyer ever performs, called
conditions subsequent, such as meeting any requirements of the
buyer’s lender for repairs or clearances.

5 Consolidated World Investments, Inc. v. Lido Preferred Ltd. (1992) 9 CA4th 373
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Thus, while the buyer may have failed to perform by the time agreed, the
seller may not cancel until the seller has performed or stands ready, willing
and able to perform under the above three conditions (precedent, concurrent
and subsequent), conditions which exist in most purchase agreements and
escrow instructions.

On the date set for the close of escrow, buyers often have not deposited their
down payment funds into escrow as called for in the purchase agreement
and escrow instructions. When the deposit of closing funds or the lender’s
wire of loan funds does not occur as scheduled, the buyer clearly has not yet
performed their obligation to close escrow. However, the failure to fund does
not necessarily mean the buyer is in default.

The question which arises for a seller who is attempting to cancel when time
has been established as essential and the buyer or the buyer’s lender has not
delivered closing funds, is whether the buyer is either in default or is not
yet obligated to deposit funds.

Escrow, as a matter of custom, will not call for a wire of closing funds from
the mortgage lender or the buyer until escrow is in a position to close.
Escrows, as an entirely practical matter, do not want closing funds sitting in
an escrow which is not yet ready to close.

Specifically, before escrow calls for closing funds, the seller needs to have
already fully performed by providing documents so the conveyance of title
is able to be insured and property clearances, prorates and adjustments may
be delivered and accounted for as called for in the escrow instructions. If the
seller has not delivered instruments so escrow is able to be in a position to
close by the date scheduled for closing, escrow will not make a demand on
the buyer or lender for funds.

Thus, the buyer has no obligation to deposit any money into escrow and is
not in default until escrow has received the lender’'s documents and requests
the buyer's funds. Until the buyer is in default due to a failure to timely
respond to escrow’s request for funds, any attempt by the seller to cancel is
premature and ineffective.

Escrow instructions usually state the buyer is to deposit funds for use by
escrow provided the seller has performed. Thus, the obligation of the
buyer to deposit closing funds is subject to the seller first performing, a
condition precedent to the buyer's performance. Therefore, the buyer's
“failure” to deposit funds before escrow is in a position to close is excused.
[See RPI Form 150 §12.2]

Consider a seller who is unable to convey title to a buyer and deliver a title
insurance policy by the closing date called for in the purchase agreement
and escrow instructions. The title company cannot issue a policy as ordered
due to encumbrances affecting title which have not been released and the
amounts needed for discharge and payoff have not yet been determined.

When failure
to fund is not
a default

A condition
precedent
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Cancellation
right waived
by conduct

Affirmative
conduct by
the person
entitled to

cancel

Here, the time for closing has arrived and the seller cannot deliver a
marketable title as agreed. Thus, until the seller obtains title insurance for
their deed, the buyer is not in default for not yet depositing their funds.

Even when the date scheduled for a buyer or seller to perform is established
ascrucial, inconsistent conduct by the person entitled to cancel constitutes
a waiver of their right to cancel. Once the right to immediately cancel has
been waived, the person who failed to perform by the agreed deadline is
no longer in default. Until the person who failed to perform is placed in
default again, the right to cancel cannot be exercised.

For example, the date set for escrow to close arrives. The seller has not yet
handed escrow clearances which are required before escrow may close.

A few days after escrow is scheduled to close, the seller deposits the clearances
with escrow. The buyer then deposits their closing funds on a call from
eSCIOW.

Two days later, the seller cancels escrow, claiming the buyer was in default
since they failed to deposit their funds by the appointed date.

Here, the cancellation is ineffective and the buyer is entitled to close escrow.
The seller waived their right to cancel, time having been of the essence, by
conducting themselves without concern for the passing of the appointed date
for closing. The seller failed to deliver documents or information sufficiently
in advance for escrow to meet the deadline.®

However, a waiver by inaction does not occur simply because a person’s
right to cancel the transaction is not immediately exercised on the failure
of the other person to perform or an event to occur. Affirmative conduct
needs to occur by the person entitled to cancel, not just mere inaction, before
the right to cancel under a time-essence situation is waived.

After a waiver of a date scheduled for approval of a condition or occurrence
of an event, time needs to be reinstated as crucial to the continuance of the
transaction, or a reasonable, additional period of time needs to have passed
after waiver of the right to cancel, before the transaction can be cancelled.

Time is best reinstated as essential to the continuation of the transaction
by notifying the person who needs to perform they are required to perform
by the end of an additional period of time, set with sufficient duration as
needed to provide them with a realistic opportunity to perform.

If performance is not forthcoming during the additional period of time, the
transaction may be promptly cancelled since strict compliance with the
extension is now enforceable.

6 Katemis v. Westerlind (1953) 120 CA2d 537
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A time-essence provision gives notice to the buyer and seller that their
compliance by a set time for an event to occur or a condition to be met
is essential to the continuation of the transaction. For a vast majority of
agents who work diligently to clear conditions and close a transaction,
the time-essence clause places a risk of cancellation on a transaction.
However, foreseeable delays in closing a transaction exist in all real
estate sales.

An effective Notice of Cancellation interferes with the completion of a
transaction as initially envisioned by the buyer and seller at the time
they entered into the purchase agreement and escrow instructions. On
a proper cancellation, the person terminating the purchase agreement
does not need to further perform any act called for, including the close of
escrow. Further, the transaction hasbeen terminated and the obligations
of both the buyer and seller to further perform no longer exist.

To establish the right to cancel when time is not stated or established in
the purchase agreement or escrow instructions as crucial, the party in
default needs to be given notice that the date set as the “new deadline”
will be strictly adhered to. Further, the person in default needs to be
given a realistic period of time after being given a notice to perform
before any cancellation is considered effective.

Before either a buyer or seller may effectively cancel a transaction,
they are required to “place the other person in default” and cannot also
be in default themselves on the date scheduled for the other person'’s
performance or the event to occur. For the buyer or seller to place the
other in default, three transactional facts need to exist:

- adate crucial to the continuation of the transaction needs to have
passed;

+ the condition called for in the purchase agreement did not occur
by the scheduled date; and

+ the person canceling is required to have fully performed all
activities required and be ready, willing and able to perform,
at the time of cancellation, all activities they were obligated to
perform in order to close escrow.

Even when the date scheduled for a buyer or seller to perform is
established as crucial, inconsistent conduct by the person entitled to
cancel constitutes a waiver of their right to cancel. Once the right to
immediately cancel has been waived, the person who failed to perform
by the agreed deadline is no longer in default. Until the person who
failed to perform is placed in default again, the right to cancel cannot be
exercised.

Chapter 9
Summary
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Optioan the right
of firs efsl to buy

LM

After reading this chapter, you will be able to:

+ identify and differentiate between the various agreements
granting a tenant the right to buy;

+ understand how different lease provisions impact the right to
buy; and

+ advise tenants how to properly exercise their right to buy
agreements.

call option option to extend
option to renew

right of first refusal

option period
option to buy

Tenants often need to invest substantial dollar amounts in tenant
improvements to tailor newly leased premises to their needs. Whether
contracted for by the tenant or the landlord, the tenant pays for the
improvements in:

+ alump sum;
« upfront expenditures; or

+ paymentsamortized over the initial term of the lease, calculated by the
landlord and included in the monthly rent.

Installation of racks, cabinets, shelving, trade fixtures, lighting and other
interior tenant improvements will also be paid for by the tenant. Further, the
business builds up a significant degree of goodwill with customers due to the
fixed location over a number of years. Thus, the location and improvements
become part of the income generating value of the tenant’s business.

Chapter

10

Learning
Objectives

Key Terms

Tenants with
rights to
acquire the
premises
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option to extend

An agreement granting
a tenant the right to
extend possession
under the original
lease agreement on
terms set out in the
option to extend.

Option to buy
vs. right of
first refusal

option to buy

An agreement granting
an irrevocable right to
buy property within a
specific time period.

right of first refusal
A pre-emptive right to
buy a property if the
owner decides to sell.

The option
agreement

All these expenditures will be lost if the landlord refuses to extend the lease,
or if their demands for increased rent under an option to extend the lease
compel the tenant to relocate. A retail tenant with even a small degree of
insight into their future operations at the location will attempt to negotiate
some sort of option to purchase the property.

The tenant who has paid rent that includes the amortization of TIs paid by
the landlord needs to negotiate an option to extend at a lesser rental rate
than during the initial term. Here the tenant has already paid for the tenant
improvements on the property, a monthly payment that should not be again
paid under an option to extend or renew the lease.

An option to purchase included in a lease agreement is distinct from:

+ the purchase rights held by a tenant under a right of first refusal; or

+ the ownership rights held by a buyer under a lease-option sales
arrangement. [See RPI Form 163]

A landlord grants a tenant an option to purchase by entering into either:

+ an irrevocable right to buy the property within a specific time period,
called an option to buy; or

+ a pre-emptive right to buy the property if the landlord later decides to
sell the property, called a right of first refusal.

The option to buy is typically evidenced by a separate agreement attached
to the lease agreement. An option to buy includes terms of purchase, none of
which are related to the lease of the property. The option to buy is to always
be referenced in the lease agreement and attached as an addendum.

An option to buy contains all terms needed to form an enforceable purchase
agreement for the acquisition of the real estate. The tenant holding an option
to buy has the discretionary right to buy or not to buy on the sales terms
stated in the option. To exercise the option, the tenant needs to do so within
an agreed-to time period. No variations are allowed. Thus, the option is a
purchase agreement offer irrevocably agreed to by the seller to sell, but the
buyer has not agreed to buy. [See Form 161 accompanying this chapter]

To actually buy the property under an option, the tenant exercises their
right to buy through acceptance of the irrevocable offer to sell granted by
the option. Conversely, the right of first refusal is a short agreement with
its provisions either included in the body of the lease agreement or by an
addendum. Unlike the option to buy, the right of first refusal provisions
rarely contain any terms of a sale.

Under an option to buy agreement, the tenant is not obligated to buy the
leased property. The tenant is merely given the right to buy if they so choose.
This is a type of call option. [See RPI Form 163]
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For the option to be enforceable, the purchase price of the property and
terms of payment on exercise of the option need to be included in the option
agreement. If the dollar amount is not set as a specific amount in the option
agreement, the purchase price may be stated as the fair market value of the
property at the time the option is exercised.

The right to buy needs to be exercised by the tenant within a specified time
period, called the option period. The option period typically runs until the
lease expires, including extensions/renewals, or is terminated. [See Form 161
§4]

Ifthe option is not exercised precisely as agreed during the option period, the
option period expires of its own accord. On expiration, the option no longer
exists and the tenant is without an enforceable right to acquire the property.

When options to renew or extend are negotiated as part of the leasing
arrangements, the expiration of the option to buy is tied by agreement to
either:

« the expiration of the initial lease term; or

+ theexpiration of any renewal, extension or continuation of the tenant’s
lawful possession.

For example, a tenant rents space under a ten-year lease with an option to
extendthe term of the lease. The tenant also holds an option to buy the leased
property. The option references the lease term as the period for exercise of the
option to buy.

If the lease is later extended, the option period is automatically extended
with the extension of the lease. Here, the option to buy allows the tenant to
exercise the option during the lease term which includes any extensions.?

Now consider a lease agreement which contains an option to renew the
lease agreement instead of an option to extend. This is a distinction with a
complication. The renewal option requires the preparation and signing of
a new lease agreement on identical terms to the original lease agreement.
The initial lease agreement, by way of a referenced attachment, provided the
tenant with an option to buy which can be exercised prior to the expiration
of the lease.

On renewal of the lease agreement, the tenant needs to ensure the option
to buy is not left to expire at the end of the initial lease term. The new lease
agreement is a different contract and needs to also reference the option to
buy (as part of the identical terms of the original lease) since a new lease is
not an extension of any of the terms of the original lease.?

1 Bekins Moving & Storage Co. v. Prudential Insurance Company of America (1985) 176 CA3d 245
2 Inre Marriage of Joaquin (1987) 193 CA3d 1529
3 Inre Marriage of Joaquin, supra

call option

An agreement giving
a buyer the right to
buy property within a
specified time or upon
an event at a specified
price with terms for
payment.

option period

The specified time
period during which
the tenant can exercise
their right to buy
under an option
agreement.

option to renew

An agreement granting
a tenant the right to
continue in possession
upon expiration of the
existing lease under a
new lease agreement
on the same conditions
as the expiring lease
agreement on terms for
payment of rent set out
in the option to renew.
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Form 161

STANDARD OPTION TO PURCHASE
Irrevocable Right-to-Buy

Standard Option

NOTE: This form is used by a leasing or sales agent when offers to rent or buy a property include a purchase option

to PurChase exercisable without extensions, to prepare an option as an irrevocable offer to sell with a price and terms for payment
exercisable during a single period as an attachment to a lease agreement or an offer to grant an option.
DATE: 20, at California.
Page 1 Of 2 Items left blank or unchecked are not applicable.
1. OPTION MONEY:
Optionor herewith receives from Optionee option money in the amount of $, evidenced by:
[ cash, [ check, or [ given in consideration for this option to purchase real property.
2. REAL PROPERTY UNDER OPTION:
Address

Legal description/Assessor’s parcel number
3. ADDITIONAL CONSIDERATION:

As further consideration for this option, Optionee is to obtain at their expense and deliver to Optionor prior to

expiration % of this option the following checked items regarding the property:

[ Property survey report by licensed California surveyors  [] Off-site improvement plans
1 Architectural plans and specifications [1 Soil engineer’s report
[ On-site engineering plans 1 Land use study
Zoning ordinance request Application for a conditional use permit

[ Application for a parcel map or waiver
4. OPTION PERIOD:
Optionor hereby grants to Optionee the irrevocable option to purchase the Optionor’s right, titte and interest
in the property on the terms stated, for a period commencing with the acceptance of this option and expiring
20 or [ on termination of Optionee's leasehold interest in the property.
5. EXERCISE OF OPTION:
Optionee may exercise this option during the option period by:
5.1 Signing escrow instructions identical in provisions to those attached as Exhibit A and delivering the instructions
to escrow [See RPI Form 401];
5.2  Depositing cash in escrow of $ ; and
5.3 Delivering an escrow-certified copy of the signed escrow instructions to Optionor within the option period, in
person or by both certified and regular mail.
6. ESCROW CONTRACT:
In the event this option is exercised, the transaction will be escrowed with
6.1  Escrow will close within days after exercise.
7. DELIVERY OF TITLE:
On Optionee's exercise of this option, Optionor will timely place all documents and instruments into escrow required
of the Optionor as necessary for escrow to close as scheduled.
8. BROKERAGE FEE:
Optionor agrees to pay a brokerage fee of $ , or % of the selling price, IF:
8.1  This option is exercised;
8.2 Within one year after expiration of option period and any extension or renewal, Optionor enters into an agreement
to option, sell, lease or exchange with Optionee, or their assigns or successors; or
8.3  Optionor wrongfully prevents the exercise of this option:
8.4  Fee payable to Broker(s)
8.5  Optionor and Optionee acknowledge receipt of the Agency Law Disclosure. [See RPI Form 305]
9. SALE TERMS:
Price of $ payable as follows:
9.1 All cash.
9.2  Cash down payment in the amount of § .

9.3 Take title subject to, or I Assume, an existing first trust deed note held by.
with an unpaid principal balance of $ , payable $ monthly, including interest
not exceeding %, [ ARM, type , plus a monthly tax/insurance impound
payment of $ .
a. At closing, loan balance differences per beneficiary statement(s) to be adjusted into:
cash, [] carryback note, or [ sales price. [See RPI Form 415]
b. The impound account to be transferred: (| charged, or || without charge, to Optionee.

The r|ght of Atenant'srighttobuyunderaright offirst refusal agreement can be triggered
- by any indication of the landlord’s decision to sell the property, including:
first refusal

to buy

« listing or advertising the property for sale;
offering the property for sale to a buyer;

+ accepting an offer or making a counteroffer involving a sale to a buyer;
and

+ granting a purchase option.
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Form 161

9.4 Take title subject to, or [1 Assume, an existing second trust deed note held by s
with an unpaid principal balance of $ , payable $ monthly, including interest
not exceeding %, [1 ARM, type , due 20
9.5  Anote for the balance of the purchase price in the amount of $ to be executed by Optionee in
favor of Optionor and secured by a trust deed on the property junior to the above referenced financing, payable
$ monthly, or more, beginning one month after closing, including interest at % per
annum from closing, due years after closing.
a. This note and trust deed to contain provisions to be provided by Optionor for:
due-on-sale, [/ prepayment penalty, [ late charges,
b. The attached Financial Disclosure Statement is an addendum to this agreement (mandatory on four-or-
less residential units). [See RPI Form 300]
C. Optionee to provide a Request for Notice of Default and Notice of Delinquency to senior encumbrancers.
[See RPI Form 412]
10. GENERAL PROVISONS:
10.1 See attached addendum for additional provisions. [See RPI Form 250]
10.2 Attached as addenda are the following checked disclosures mandated on four-or-less residential units:

Standard Option
to Purchase

Page 2 of 2

a. Condition of Property Disclosure — Transfer Disclosure Statement (TDS) [See RPI Form 304]

b. Natural Hazard Disclosure Statement [See RPI Form 314]

C. Disclosure of Sexual Predator Database [See RPI Form 319]

d. Hazard Disclosure Booklet, and related Optionor disclosures, containing Environmental Hazards,
Lead-based Paint and Earthquake Safety [See RPI Forms 313 and 315]

e. Documentation on any Homeowners’ Association (HOA) involved. [See RPI Form 309]

f Notice of Supplemental Property Tax Bill [See RPI Form 317]

10.3 Possession of the property to be delivered on:
close of escrow, or || see attached Occupancy Agreement. [See RPI Forms 271 and 272]
10.4 Both parties reserve their rights to assign, and agree to cooperate in effecting an Internal Revenue Code §1031
exchange prior to close of escrow, on either party’s written notice.
11. EXPIRATION OF OPTION:
This offer to sell will be deemed expired if not accepted by exercise during the option period.
11.1  This option contract will automatically terminate by expiration on , 20

OPTIONOR'S BROKER:
Broker's CalBRE #:

OPTIONEE'S BROKER:
Broker's CalBRE #:

Buyer's Agent:

Agent's CalBRE #:

Signature:

Is the agent of: Optionor exclusively

Both Optionor and Optionee.

Agent's Name:
Agent's CalBRE #:

Signature:
Is the agent of:

Optionee exclusively.
Both Optionor and Optionee.

Address: Address:
Phone: Cell: Phone: Cell:
Email: Email:

| hereby grant this option and agree to the terms stated
above.

| hereby accept this option and agree to the terms
stated above.

Date: , 20, Date: 20

Optionor: Optionee:

Signature: Signature:

Signature: Signature:

Address: Address:

Phone: Fax: Phone: Fax:

Email: Email:

FORM 161 12-14 ©2016 RPI — Realty Publications, Inc., P.O. BOX 5707, RIVERSIDE, CA 92517

As shown, the landlord does not need to first agree to sell the leased property
by entering into a purchase agreement with another person to trigger the
right of first refusal.

For example, a buyer contacts the landlord of leased commercial property
to make an offer to purchase the property. The buyer is informed the major
tenant holds the right to buy the property under a right of first refusal
provision in the lease.

The buyer attempts to circumvent the right of first refusal by negotiating an
option to buy the property, exercisable only after the tenant’s right of first
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Matching the
back-up offer

refusal expires. The landlord grants the buyer an option to buy the property.
The granting of the option — an irrevocable offer to sell — now binds the
landlord unconditionally to sell the property if the option is exercised.

Here, the landlord’s granting of the option to sell the property is a clear
indication of their intention to sell, triggering the right of first refusal.
The tenant is now allowed to purchase the property on the same terms as
contained in the buyer's option.

Editor’'s note — The right of first refusal is not triggered by conveyance of
the property to the landlord’s heirs on the landlord’s death. The heirs take
title subject to the right of first refusal. However, the right of first refusal is
triggered by a sale of the property ordered by the probate court or entered
into by the heirs. To exercise the right of first refusal, the tenant needs to
match the highest offer submitted in open bidding and approved by the
court, or the listing or sale of the property by an executor.’

Oncenotice of thelandlord’sdecisiontosellisdelivered to the tenant, theright
of first refusal is transformed into an option to buy. Control of the transaction
then passes to the tenant holding the right of first refusal. The tenant’s
position under the right of first refusal is converted to that of an optionee on
terms set by the landlord, unless the right of first refusal provisions set some
or all of the terms.

The landlord may not now retract their decision to sell the property without
breaching the right of first refusal provision.

The landlord subject to a right of first refusal held by a tenant is obligated
to notify the tenant of the terms of any sales listing, option to buy, offer to
purchase, counteroffer or acceptance of an offer to purchase which triggers
the tenant’s right to buy under the right of first refusal provision. [See Form
579 accompanying this chapter]

The tenant who decides to purchase the property needs to then agree to
match the sales terms within the time period set in the right of first refusal
provision. Failure to do so is a failure to exercise their right of first refusal,
resulting in a loss of their right to buy.

Consider a tenant who holds a right of first refusal on the industrial property
they lease. A buyer makes an offer to purchase the property. The terms for the
payment of the price in the buyer’s offer include cash and an assumption of
the existing first trust deed on the property.

The property is also encumbered with a nonrecourse second trust deed to
be paid off and reconveyed on closing under the terms of the buyer's offer.
The landlord accepts the offer and notifies the tenant, giving the tenant
the opportunity to match the buyer's offer under the right of first refusal
provision in the lease agreement.

4 Rollins v. Stokes (1981) 123 CA3d 701
5 Estate of Patterson (1980) 108 CA3d 197
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Form 579

RIGHT OF FIRST REFUSAL TO BUY
Addendum Right of First
Refusal to Buy

NOTE: This form is used by a leasing agent or prospective tenant when negotiating a rental or lease agreement, to
provide in an addendum the landlord’s grant to the tenant of a right of first refusal to purchase the leased premises.

DATE: 20 at California.

TO:

Items left blank or unchecked are not applicable.

FACTS:

1. This is an addendum to a rental or lease agreement
1.1 of same date, or dated ,20 ,at , California,
1.2 entered into by , as the Tenant, and
1.3 , as the Landlord,

1.4  regarding the leased premises referred to as

AGREEMENT:
In addition to the terms of the agreement referenced above, Tenant and Landlord agree to the following.
Right of first refusal to buy:

2. Landlord hereby grants Tenant a right of first refusal to purchase the leased premises, for a term commencing
,20 , and expiring ,20 , or [ on termination of Tenant's right of occupancy.

3. If Landlord decides to sell the premises during the term of Tenant's right of first refusal, Landlord will notify Tenant of the
terms on which Landlord is willing to sell. [See RPI Form 579-2]

3.1 Tenant has the option, for a period of days after receiving Landlord’s written notice sent by certified mail
or personal delivery, to agree to purchase the premises on the terms stated in the notice.

3.2 If Tenant fails to exercise the option within the option period, Landlord has the right to sell the premises to a third
party on the same terms stated in Landlord’s notice to Tenant.

3.3  Any sale on different terms reinstates the Tenant's right of first refusal.

4. If Landlord has not closed a sale of the property within six (6) months after Tenant’s receipt of Landlord’s notice,
Tenant's right of first refusal is reinstated.
5.
Tenant: | agree to the terms stated above. Landlord: | agree to the terms stated above.
[ See attached Signature Page Addendum. [RPI Form 251] ] See attached Signature Page Addendum. [RPI Form 251]
Date: , 20 Date: , 20
Tenant: Landlord:
By: By:
Tenant: Landlord:
By: By:
FORM 579 03-15 ©2016 RPI — Realty Publications, Inc., P.O. BOX 5707, RIVERSIDE, CA 92517

The tenant exercises their right of first refusal by agreeing to purchase the
property at the same price. However, the tenant alters the terms for payment
of that price as they will assume both the existing first trust deed and
nonrecourse second, paying the remainder of the price in cash.

The landlord rejects the tenant’s conditions and refuses to sell to the tenant.
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Reinstatement
of the right of
first refusal

Here, the landlord needs to comply with the tenant’s terms for payment of
the price since they are the financial equivalent of the proposed sale. The
tenant need merely provide the same net financial result to the landlord as
the offer being matched — a cash-out of the landlord’s equity in the property.

The tenant’s performance under the right of first refusal does not need to be
identical in all aspects to the buyer's offer.

Thus, the landlord needs to perform and deliver title to the tenant. Here the
landlord’s net proceeds, economic benefits and liabilities resulting from the
terms for performance set by the tenant are the same as those the landlord
experiences under the purchase offer which triggered the right of first refusal.®

Now consider a buyer who offers to purchase property leased to a tenant who
holds a right of first refusal. The terms in the buyer's purchase agreement call
for a cash down payment and a note executed by the buyer for the balance
of the landlord’s equity. The note is to be secured by a trust deed on other
property with adequate value as security.

The landlord accepts the offer and notifies the tenant, who agrees to match
the buyer's offer. However, the value of the property offered by the tenant as
security is inadequate, causing the landlord to refuse to accept it.

Here, the tenant’s offer is not financially equivalent to the buyer's offer since
the value of the security offered by the tenant is inadequate, even if the note
isidentical. In the tenant’s offer, the risk of loss on default has been increased.

The landlord is not obligated to accept the tenant's deficient exercise of
their preemptive right to buy. Here, the tenant’s deficient offer constitutes a
waiver of the tenant’s right to buy. The landlord may now sell the property
to the buyer — but only on the terms initially agreed to with the buyer or the
right of first refusal is reinstated.”

A right of first refusal provision is automatically reinstated when:

+ the landlord agrees to sell the property on terms different from those
terms offered to the tenant; or

+ the property remains unsold after the running of an agreed-to period
of time following the tenant’s waiver of the right to buy. [See Form 579
§4]

Consider a landlord who, under a right of first refusal, notifies their tenant
of the purchase terms on which they have listed the property for sale. The
tenant chooses not to exercise their option to buy at the price and on the
terms offered. The landlord later modifies the listing by lowering the sales
price or altering the terms for payment of the price.

The price reduction or modification of terms automatically reinstates the
tenant’s right of first refusal obligating the landlord to re-notify the tenant of

6 C.Robert Nattress & Associates v. CIDCO (1986) 184 CA3d 55
7 McCulloch v. M & C Beauty Colleges (1987) 194 CA3d 1338
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new terms for purchase of the property. The tenant only waived their right
of first refusal for a sale based on the terms originally given to them by the
landlord, not on the different price or set of terms.

When a buyer purchases the property on terms other than those offered to
the tenant, the buyer takes title subject to the tenant’s preemptive right to
buy. This right is reinstated due to the sale on different terms. Thus, the buyer
needs to sell to the tenant on the same price and terms the buyer paid. The
buyer had either actual or constructive notice of the tenant’s unrecorded
right to acquire the property due to the tenant’s possession of the property.
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Chapter 10
Summary

Chapter 10
Key Terms

A landlord gives a tenant the right to acquire the rented property by
granting either an option to buy or the right of first refusal. The right to
buy under an option to buy needs to be exercised by the tenant within
the option period. The option period typically runs until the lease term
expires or is terminated.

A tenant’sright to buy under a right of first refusal agreement is triggered
by any indication of the landlord’s decision to sell the property. To
exercise the right of first refusal, the tenant needs to agree to match the
sales terms set by the landlord within the time period set in the right of
first refusal provision.

call option Pg- 89
option period Pg. 89
option to buy Pg. 88
option to extend Pg. 88
option to renew Pg. 89

right of first refusal pg. 88
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A seller’s residence in

foreclosure

After reading this chapter, you will be able to:

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

+ identify the specific rules controlling an EP investor acquisition;

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

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

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

equity purchase (EP) notice of rescission

equity purchase investor oppression

five-business-day right to post-closing surprise

cancel unconscionable advantage

An equity purchase (EP) transaction takes place when the seller-occupant
of a one-to-four unit residential property in foreclosure conveys the property
to a buyer who acquires it for:

+ rental investment; or

+ dealer purposes.

The non-occupying buyer acquiring title to the residence of a seller-in-
foreclosureiscalled an EP investor. Specificrulesapply toall EP transactions.

Learning
Objectives

Key Terms

The equity
purchase
investor scheme

equity purchase (EP)
When a seller-
occupied, one-to-

four unit residential
property in foreclosure
is acquired for dealer
or rental investment
purposes.
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equity purchase (EP)
investor

The buyer of an
owner-occupied, one-
to-four unit residential
property in foreclosure
who will not occupy
the property as their
primarily residence.

The EP
agreement

Cancellation
within five
business days

five-business-day
right to cancel

An owner-occupant
seller of a one-to-

four unit residential
property who has
entered into a
purchase agreement
with an EP investor
has the right to cancel
the agreement during
a five-business-day
period commencing on
notice of the right to
cancel.

Editor's note - Alternatively, when a buyer acquires the seller-in-
foreclosure’s residence for use as the buyer’s personal residence, an EP
transaction has not taken place and the EP rules do not apply.

Equity purchase law applies to all buyers who are EP investors, regardless of
the number of EP transactions the investor completes. The EP investor does
not need to be in the business of buying homes in foreclosure for EP law to

apply.

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

EP law controls the type of form used to document the EP sale. The EP
agreement signed by an EP investor will:

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

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

Failure to use the correct forms subjects the EP investor and the agents to
liability for all losses incurred by the seller-in-foreclosure, plus further
penalties.3

Editor’s note — RPI'’s Equity Purchase Agreement, Form 156, complies with
all statutory requirements and properly sets forth the notice to the seller-in-
foreclosure of their right to cancel. [See RPI Form 156]

Upon entering into an agreement to sell their principal residence, a seller-
in-foreclosure has a five-business-day right to cancel the EP agreement.
During this time period, the seller is permitted to cancel the sale, with or
without cause.

The statutory right to cancel within five-business-days is included in
boilerplate language contained in equity purchase agreements. If the seller
cancels before the period expires, the sale under the purchase agreement may
not close. Since an English language EP agreement includes proper font and
notice to the seller of their five-business-day right to cancel, an EP agreement
negotiated in English is assured compliance with EP law.

The seller’'s cancellation period expires at:

+ midnight (12:00 a.m.) of the fifth business day following the day the
seller enters into an EP agreement with an EP investor; or

+ 8:00 a.m. of the day scheduled for the trustee’s sale, if it is to occur first.4

1 Segurav. McBride (1992) 5 CAgth 1028
2 Calif. Civil Code §§1695.2, 1695.3, 1695.5
3 Segura, supra

4 CC81695.4(a)
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The seller-in-foreclosure’s five-business-day right to cancel does not begin to
run until proper notice of the cancellation period is given to the seller.

Failure to use a purchase agreement containing the mandatory notice of
right to cancel allows the seller to cancel the sales agreement and escrow
until proper notice and the time for cancellation has run. Further, the seller
is permitted to rescind a sale even after it is closed when the notice of right
to cancel was not delivered more than five business days before closing.
The right to rescind the closed sales transaction and recover ownership of
the property remains until the running of five business days after notice is
ultimately given.

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

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

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

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

« record any documentregarding the residence signed by the seller with
the county recorder;

+ transfer an interest in the property to a third party;

« encumber any interest in the residence; or

* handthe seller a “good-faith” deposit or other consideration.’
However, escrow may be opened on acceptance and deeds and funds
deposited with escrow. Escrow’s involvement does not violate the right to

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

5 CC81695.4(b)
6 CC81695.1(d)
7 CC81695.6(b)

Right to
rescind

Prohibited
activities
during the
right to
cancel period
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False
representations
prohibited

Post-closing
rescission
rights,
penalties

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

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

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

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

+ the value of the property in foreclosure;

« the net proceeds the seller receives on closing escrow [See RPI Form
310];

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

+ therights of the seller in the EP transaction.*

These rules also apply to the EP investor's agent for reason the agent is a
licensee.

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

The seller’s rescission needs to be based on evidence of unconscionable
conduct the EP investor engaged in with regards to the transaction. The
seller's two-year right to rescind and recover the property from the EP
investor cannot be waived by the seller.”

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

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

The EP investor is liable for any of the seller's money losses caused by
failure of the EP investor or their agent to comply with EP law. The seller-

8 CC8§1695.4(b)

9 CC81695.6(c)

10 CC §1695.6(d)

11 CC §81695.10, 1965.14
12 CC §1695.15
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in-foreclosure has four years from the date of the EP investor’s violation
to recover their money losses and penalties. If the EP investor is found to
have transferred or encumbered the property before the cancellation period
expires after notice, the EP investor is subject to:

+ astatutory penalty of three times the amount of the seller’s losses; or

+ aminimum $2,500 civil penalty.'s

An EP investor who violates the five-day cancellation period or takes
unconscionable advantage of the seller-in-foreclosure is subject to
imprisonment and a fine no greater than $25,000 or both for each violation.*

Equity purchase legislation regulates brokers when they act as a buyer’s
agent for EP investors who attempt to buy an owner-occupant’s home that
is in foreclosure.

The broker representing an EP investor needs to, when negotiating an EP
transaction, deliver to all parties to the transaction a written EP disclosure
statement that the buyer’s agent representing the EP investor is a licensed
real estate broker.

The broker needs to also provide proof of licensure to the seller-in-
foreclosure showing the broker holds a current, valid California real estate
license.’s

If the buyer's agent fails to deliver either the EP disclosure statement or
the proof of licensure to the relevant parties, the EP agreement is voidable
at the discretion of the seller any time before escrow closes.

Also, the EP investor is liable to the seller-in-foreclosure for any losses
arising out of the buyer’s agent’s nondisclosure of licensing requirements.*®

However, the EP investor is entitled to equitable indemnity from
their agent, a reimbursement for the seller's losses caused by the agent’s
nondisclosure. Equitable indemnity is available to the EP investor who,
without active fault on his part, is forced by legal obligation to pay for losses
created by his agent’s nondisclosure.’”

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

13 CC8§1695.7

14 CC81695.8

15 CC §1695.17(a)

16 CC §1695.17(b)

17 San Francisco Examiner Division, Hearst Publishing Company v. Sweat (1967) 248 CA2d 493

Brokers
limited
to listing
property

A licensee
as the EP
investor

101



102 Real Estate Matters, Fifth Edition

Representing
the seller

Reluctance to
list

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

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

Brokers who consider the risks of litigation are less inclined to solicit and
accept a listing from a seller-in-foreclosure than from a seller of comparable
property not in foreclosure.

However, short sales reentered the sales market in 2008 as property values
dropped 50%. By 2011, short sales were a significant part of the sales
transactions handled by agents working in single family residence (SFR)
sales. More germane to the EP laws, by 2013 investors became the dominate
short sale buyers of SERs in foreclosure.

The 2008 recession left 1/2 of mortgaged homes in California with price drops
tobelow the mortgageamounts, known asnegative equity. Shortsaleswith
lenders discounting the mortgage balance for a payoff before the foreclosure
sale became the norm for EP investor acquisitions. But EP transactions they
were, even though the owner occupant had no equity to sell and thus no EP
losses for recovery if EP law violations occurred.

The recovery will eventually bring permanent price increases from the
rebalanced post-boom prices of 2008. With a sufficient price increase, seller-
in-foreclosure sales will again have positive equity positions and net sales
proceeds for the seller if not lost due to EP violations.

Thebroker'sreluctance tolista homein foreclosure arises from the facta home
with a positive equity, unless sold and escrow closed before the date of the
trustee’s foreclosure sale, will be lost by their client to foreclosure. Without
locating a buyer - one who will occupy or is an investor — and closing a sale,
the broker has failed to meet their seller’s expectations under the listing, i.e.,
to salvage their equity before it is lost to foreclosure.

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

18 Calif. Business and Professions Code §§10176(d), 10176(g) and 10176(h)
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Further, the seller has known solvency issues. The home will be sold at a
trustee’s sale unless the delinquent loan in foreclosure under a recorded
NOD is either:

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

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

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

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

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

To understand the role of the two-year right of rescission period, consider
an NOD recorded on a homeowner's personal residence after several months
of delinquencies.

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

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

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

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

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

No! The EP investor’s title remains subject to the seller-in-foreclosure’s right
of rescission for two years after closing. If at any time during the two years
following the close of escrow and the recording of the grant deed the seller

19 CC §§2903

Two-year
right of
rescission

notice of rescission
Notice given by a
seller-in-foreclosure
to an equity purchase
(EP) investor to
exercise the seller’s
two-year right

of rescission and
restoration on a sale.
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The
unconscionable
advantage

unconscionable
advantage

When an equity
purchase (EP) investor
exploits an element of
oppression or surprise
to exact unreasonably
favorable terms.

Proof of
unconscionable
advantage

believes the EP investor's conduct and the price paid gave the EP investor
an unconscionable advantage, the seller has the option to attempt to rescind
the transaction and recover the property they sold, called restoration.>

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

The two-year rescission period only allows a seller-in-foreclosure to recover
property if they can demonstrate the EP investor took unconscionable
advantage of them when negotiating the purchase of the property.

Showing the existence of an unconscionable advantage in the EP
investor’s conduct is problematic for both the seller-in-foreclosure and the
EP investor. The legislature has not defined what exactly constitutes an act of
unconscionable advantage by the buyer.

What was a reasonable sales price under the circumstances surrounding the
seller-in-foreclosure when the transaction was entered into might appear
to be unconscionable to the seller in the future due to market factors and
inflation, not the conduct of the EP investor. Thus, an EP investor assumes
the risk that a rising economy may provoke the seller into attempting to
rescind (for the wrong legal reason).

Ifreal estate valuesrise rapidly and significantly, the “greed factor” may setin,
turning a formerly desperate seller-in-foreclosure into an astute rescinding
seller.

However, any increase in the value of the property after acceptance of the EP
investor's offer may not be considered. The test of unconscionable advantage
is not based on events occurring after the seller-in-foreclosure enters into the
purchase agreement.

Market circumstances existing at the time of the negotiations or when the
parties entered into the agreement are the economic considerations which
form one of the two elements for testing unconscionable advantage.?

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

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

20 Calif. Civil Code §1695.14
21 Colton v. Stanford (1890) 82 C 351
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+ the lack of a meaningful choice of action for the seller-in-foreclosure
when negotiating to sell to the EP investor, known as procedural
unconscionability.

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

Further, unconscionable methods of payment include:

« carryback paper with an interest below the applicable federal rate
(AFR) when the price is low and a long amortization or remote due
date bears no relationship to current market conditions;

+ an equity exchange of overpriced land, stock, gems, metals or zero
coupon bonds with a long maturity; or

+ any form of payment which is uncollectible, unredeemable or having
no present worth.

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

The second component of the unconscionable advantage arises when the
investor deprives the seller of a reasonable choice of action. Unconscionable
advantage has been taken when the EP investor exercises oppression or
post-closing surprise, while at the same time exacting an unreasonably
low purchase price or unscrupulous terms for payment.

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

Oppression by the EP investor exists when the inequality in bargaining
power results in no real negotiations — a “take it or leave it” environment.
The foreclosure environment itself often presents a one-sided bargaining
advantage in an illiquid market environment for an aggressive EP investor
to exploit. This power is improperly used by the EP investor when they
insist that their offer is not “shopped around” in a marketing effort by the
seller or the seller’s agent to solicit a better deal during the five-business-day
cancellation period.

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

oppression

When no real
negotiations occur
between an equity
purchase (EP) investor
and a seller-in-
foreclosure and are
not realistic due to

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

post-closing surprise
The post-closing
discovery of negative
terms and conditions
which are hidden in
the wording of an
equity purchase (EP)
agreement or escrow
instructions.
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Structuring
the EP
agreement

Terms of the
purchase

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

Consider an EP investor seeking an investment in SFRs. The EP investor
contacts their real estate broker. The broker locates an owner-occupied SFR
encumbered by a trust deed lien on which an NOD has been recorded.

The investor is aware they need to comply with California’s EP laws when
preparing and submitting an offer to purchase the property. [See Figure 1,
RPI Form 156]

The EP investor is willing to purchase the SER by:
+ paying $10,000 cash to the seller-in-foreclosure for their equity in the
property; and

« taking over the existing loan with a total of $316,000 due the lender in
unpaid principal, delinquent installments of principal, interest, taxes
and insurance (PITI), and foreclosure costs.

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

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

The conditions of the trust deed note are:
+ $300,000remaining principal on closing (after the delinquent payments
have been brought current);
*  6.5% fixed rate of interest;
« $1,896 monthly principal and interest payments;
+ $360 monthly taxes/insurance (TI) impounds payments;
+ five months of delinquent payments on PITI of $12,280; and

+ foreclosure costs of $2,900.

The first trust deed is a loan insured by the Federal Housing Administration
(FHA) subject to the Department of Housing and Urban Development (HUD)
due-on-sale rules controlling investor purchases.

However, only HUD, not thelender, has theright to calla HUD-insured loan.
The likelihood of HUD calling any loan that is kept current is remote. Thus,
the EP investor takes title “subject to” the loan and its due-on-sale clause with
minimal interference from the lender. In this way, assumption fees and a
loan modification are avoided, which runs up the cost of acquisition.

22 Carboni v. Arrospide (1991) 2 CA4th 76
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The seller-in-foreclosure will not be carrying back a portion of the purchase
price since this is a cash-to-loan transaction. As an alternative, negotiations
might have arranged for the seller to carryback paper in the EP transaction.

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

23 Internal Revenue Code §1012
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Continuing our previous example, the investor's cost basis on acquisition
of the property will be the purchase price of approximately $325,000, which
includes:

the down payment;

the seller’s delinquent (PI) installments;
foreclosure costs;

the principal balance on the loan; and

transactional costs, less the impound account balance assigned to the
investor.

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

+ adown payment of $10,000;
« delinquent principal, interest, taxes, and impounds of $12,280;
+ foreclosure costs of $2,900; and

« escrow fees and charges of $1,000.

Thus, the EP investor’s total cash investment is $25,200. [See RPI Form 311]

An equity purchase (EP) transaction takes place when the seller-
occupant of a one-to-four unit residential property in foreclosure
conveys the property to a buyer who acquires it for:

« rental investment; or

+ dealer purposes.

The non-occupying buyer taking title to the residence of a seller-in-
foreclosure is called an EP investor. Unique statutory rules apply to all
EP transactions.

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

Upon entering into an agreement to sell their principal residence and
after proper notice of their rights, a seller-in-foreclosure has a statutory
five-business-day right to cancel the EP agreement with or without
cause.

When the cancellation period expires for lack of a cancellation, the
purchase agreement becomes enforceable and escrow is closed, unless
other contingencies exist.

Cost basis on
acquisition

Chapter 11
Summary
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Chapter 11
Key Terms

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

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

equity purchase (EP) Pg.97
equity purchase (EP) investor Pg.98
five-business-day right to cancel Pg. 98
notice of rescission Pg. 103
oppression Pg. 105
post-closing surprise Pg. 105

unconscionable advantage Pg. 104
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This chapter will teach you:

+ the long-term financial benefits of strategic default for an
underwater homeowner; and

+ the benefits of principal reductions for lenders, homeowners and
the economy.

negative equity strategic default

putoption

Traditionally, a mortgage lender's underwriting practice requires a
homeowner to inject sufficient equity into their home in the form of a
down payment. This ensures the buyer views payment of the mortgage as
necessary to protect the equity in the home. The larger the down payment is,
the greater the safequard against default.

However, as lenders moved toward less restrictive credit risk lending models
in the mid-2000s, they relied increasingly on:

« credit scores generated by agencies to gauge borrower fitness as a
homeowner and propensity to repay debts; and

+ the security of a home’s fast rising value as assurance the loan balance
will be recovered on a default.

Thus, a buyer’'s down payment and property qualification took a back seat
to the credit score as a measure of loan qualification. Lenders based their

Chapter
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Underwater
and deeply
insolvent

negative equity

The condition of a
property owner owing
more on a mortgage
than the current fair
market value (FMV)
of the encumbered

property.

strategic default

The intentional default
on a mortgage, forcing
the lender to foreclose
and acquire the
property in satisfaction
of the mortgage debt.
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decision to go exclusively with the credit score upon studies which showed
that borrowers with optimum and medium credit scores have a 0.9% and 4%
chance of default, respectively.

For instance, during the Millennium Boom, many buyers with optimum
credit scores were not asked tomake a down payment to qualify for mortgages
with loan-to-value ratios (LTVs) of 100% or more. Both lenders and Wall
Street bond dealers (along with their rating agencies) thought the fast-rising
prices of real estate to more than make up for the lack of down payment in
the event of default and resort to the security.

They methodically presumed a future equity spread in the home, and that
as collateral homebuyers had an incentive to pay. As a result, permitting
LTVs above the traditionally safe 80% threshold became common practice
during the five-year Millennium Boom which preceded the Great Recession
of 2008-20009.

All this structure fell apart in 2008-2009 when Wall Street lost the means to
issuebonds to fund mortgage lenders and their borrowers. Many homebuyers
with upper-echelon credit scores who bought during the boom were then
stranded in homes worth half their mortgage balance, a condition called
negative equity, more colorfully referred to as being “underwater.”

What are underwater homeowners to do? The logical choice for many
distressed owners who are employed is strategic default. This is especially
relevant in California, a nonrecourse state. Here, a 1.5% of mortgaged
homeowners had negative equity in 2020. The disappearance of speculators
has led to a rise in home values that continues in 2021.

Butifstrategicdefaultisthe perfectly rational, legal and financially beneficial
choice, why are so few deliberately defaulting?

The forces pushing homeowners against the tide of logic and influencing
them to keep paying their distressed, dead-end mortgages is the subject of a
paper titled Underwater and Not Walking Away: Shame, Fear and the Social
Management of the Housing Crisis, by Brent T. White of the University of
Arizona College of Law.

The social control mechanisms White discusses are:

+ the emotional desire to avoid shame and guilt; and

+ the fear of adverse financial consequences due to a foreclosure.

Hispointiswidely observable.Thereisnoshortage of seeminglyauthoritative
voices extolling the responsible homeowner and their ethical duty to pay
(no matter the debt amount). Representatives of the federal administration
in 2009 advised that the upstanding, moral choice for homeowners is to
“stay and pay.” Essentially, underwater homeowners were admonished by
government to do good so the lenders do well.



Chapter 12: To default, or not to default 113

Previously in 2008, the U.S. Treasury accused nonpaying homeowners of
failing to honor a “moral obligation” to pay.

Unfortunately, what is a personal financial decision has become a talking
point for moral prognosticators. But there is no moral obligation to pay that
any lender in California can enforce; only legal obligations exist in housing
mortgage arrangements. For the past 75 years, since the 1930s dawn of non-
recourse anti-deficiency laws in California, the lender has been legally
barred from obtaining a money judgment against a homeowner to collect for
the homeowner's failure to pay on a purchase-assist mortgage, economically
called a put option.

Contained in all trust deeds, the put option can also be seen as a means
of holding lenders’ feet to the fire: make sure the risk is sound when the
mortgage is originated or end up with a deed-in-lieu, or worse, foreclosure
and aloss.

To label the credit crisis and the epidemic of negative equity a “moral crisis”
and an “ethical failing” on behalf of homeownersis tolose sight of the nuance
of fault. Admittedly, some buyers are guilty of biting off more house than
they were able to chew (or agreeing to too great a price). However, the vast
majority of homeowners carrying negative equity today do so as a result of
the poorly managed national mortgage market.

Wall Street failed to regulate itself the way the Federal Reserve, Congress
and the White House believed (or hoped) it would. Like rickety scaffolding,
a systemically corrupt credit rating system was constructed to package
mortgage-backed bonds (MBBs) of dubious ratings. The mortgage process
became based on ever-rising home prices and borrower credit scores rather
than the historically reliable 80% LTV standard.

Aided by the U.S. Treasury’s 9/11-influenced decision to constantly look
backward in an effort to keep rates low, lenders were able to produce reams of
mortgages. This production line fed the avaricious Wall Street bankers who
bought and peddled the paper into the bond market.

There is clear and damning evidence now coming out on a weekly basis of
systemic failure and corruption throughout the U.S. banking and financial
systems. These perverse conditions paved the way for the mortgage and
housing crisis.

Yet, distressed homeowners remain the politically popular party to blame
(together with mortgage loan brokers and appraisers as lobbied by lenders
through Congress) for the negative equity epidemic. Thus, homebuyers and
homeowners refinancing are forced to passively shoulder a disproportionate
amount of fault.

putoption

The option built into
the provisions of every
trust deed allowing
the buyer to force

the lender to buy

the property for the
remaining mortgage
amount.

The Fed’s
hoped for
result vs.
competitive
advantage
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Cramdowns
are the
solution

An example
from Sam and
Chris

Modifying underwater mortgages by a cramdown of the principal balance
should be a lender’s “logically beneficial and morally responsible” response
to a crisis which they alone facilitated. However, lenders and loan servicers
have deliberately avoided calls to meaningfully modify bad loans.

The mortgage documentation prepared by the lender and signed by the
borrower contains a contractual put option. This option forgives the loan
debt in exchange for delivering the property — title and possession — to the
lender.

The process is simply foreclosure. Thus, lenders are legally bound to accept
the property in lieu of payment. Homeowners have a choice. They may pay
the loan and keep the property, or default, exercising their option to force the
lender to take the property.

It is not as if lenders were ignorant of the deteriorating state of the nation’s
mortgage market during the millennium boom, or had zero warning of the
impending bust. They as insiders even bet the market would go bust. As with
all novices, most homeowners and individual investors on Wall Street relied
on the expertise of financial professionals to be in-the-know about the health
of the mortgage market. They were, but were not about to tell the public.

But as the housing and the financial system were being run into the ground
(in tandem) by lousy underwriting standards and the observable build-up
of extreme regional and huge national housing bubbles, these professionals
sounded no alarms and took no preventative steps. Rather, homeowners
were offered first and second mortgages at 125% the value of their homes
— homes that would lose tens (and in California, hundreds) of thousands of
dollars in value in a matter of two years.

To illustrate the point, take the fictional couple in White's paper: Sam and
Chris. They purchased their three bedroom home in Salinas, California for
$585,000 in January 2006 (the average price of a home of this size in Salinas
that year). The couple had optimum credit scores, reliable income and
qualified for a fixed rate (6.5% APR) loan with zero down. These terms gave
them a total monthly payment of $4,300, or just shy of 31% of their gross
monthly income. With two children, the couple barely made ends meet to
cover expenses and pay a mortgage on what was their first home.

Traditionalunderwriting standards would have required the couple to make
a down payment of about 20% of the value of the home, bringing the LTV to
80%. During the boom, however, borrower fitness was evaluated based on
credit scores, not sound lending principles.

The LTV of the couple’s home in 2006 at the time of purchase was 100%.
Prices of homes peaked in Salinas and throughout all of California in the first
quarter of 2006.

With the beginning of the Great Recession in 2007, the housing market fell
apart. Five years later, Sam and Chris still owe about $560,000 on their home.
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However, as of the second quarter of 2013, their home was only worth about
$233,000, with nearby homes renting for about $1,450 per month ($2,850 less
than their $4,300 monthly payment). What is the couple to do?

Continuing our previous example the couple intends to stay in their home
until their children finish at the local high school (ten years from now).
However, the cost to the family is massive in its destruction of their personal
wealth. Over ten years, Sam and Chris would save approximately $342,000 in
monthly payments by walking away and simply renting a comparable home
next door. On the other hand, the couple could have stuck with their $560,000
mortgage. To do so would take over 40 years for the home to resurface from
its current mortgage amount, appreciating at its historical trend-line rate in
California of 3.5%.

Alternatively, the couple can walk away, rent for a couple of years, and then
buy a replacement home of comparable quality. In the process, they would
save hugely on costs each month and over time.

On a larger scale, to walk away now will allow for the California recovery
to take place much sooner. The money saved by defaulting will otherwise
be sunk into an underwater property (roughly $3,000 per month in this
scenario). By defaulting, the money is injected into local, regional and state
economies through purchases of goods and services (including education)
for the family. Collectively, this will allow individuals like Sam and Chris
to provide their families an overall better quality of life, and a much higher
standard of living.

Like nearly a third of the 6,200,000 California homeowners with mortgaged
homes at the time, Sam and Chris were faced with two choices:

+ they can either continue paying the dead-end loan, lugging the
negative equity of their home as an albatross around their necks for
the rest of their working lives; or

» default and save hundreds of thousands of dollars.

Nationwide, only 3% of underwater homeowners strategically default.
Lenders know this fact, and fully enforce it to their advantage.

But many more negative-equity homeowners need to walk away from the
property. With the savings, they will build up valuable retirement savings
and improve their living conditions, for which credit is of no importance.
Considering that this issue afflicted 3.5% of California homeowners in 2018,
homeowners like Sam and Chris who chose to “stay and pay” impeded the
state’s economic recovery.

Despite the preponderance of evidence to the contrary, society’s senior
arbiters of political and public opinion disbelieve the facts. They demand
homeowners flog themselves for their poor decisions by paying their

Sam and
Chris
consider
walking

Stay and pay
or walk away
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underwater mortgages to defend the lenders from loss and insolvency. The
government calls for homeowners to remember their moral obligations,
never suggesting that we are a country of laws which guarantee alegal result.

A contributing factor is fellow neighbors who persist to make the irrational
decision to continue paying their dead-end mortgages. These are the same
persons who righteously demand justice for homeowners who decide to
exercise their legal right not to pay.

Thus, homeowners searching for answers or help from among their peers are
met mostly with shame, fear-mongering and disinformation. This thinking
keeps distressed and ill-informed homeowners in a financially catatonic
state.

In one corner, we have the lenders who made terrible decisions in their risk
assessment of homebuyers and homeowners during the excessively credit-
driven economy of the 2000s, the insidious financial accelerator event. They
are fighting to recover the money they lent the homeowner.

In the other corner, we have the California homeowner who — encouraged
by government subsidies and homeownership slogans framed and guided
by mortgage lenders, builders and brokers — signed onto a mortgage for more
than 100% of the value of their home. What is a nation thus divided to do?

Lenders have reacted unfavorably to struggling homeowners. Given time,
the lenders will prove themselves right, but only at a horrid permanent
expense to families who own these underwater homes. Lenders have shown
less willingness to mediate than is warranted, considering the homeowner's
option to strategically default. But homeowners are not willing to protest, a
passive bunch the lenders take advantage of.

A homeowner who contacts their lender is almost always told they need
to default before the lender will help. This move is deliberately intended to
leave a blemish on the homeowner's credit score before mediation can begin.

Next,afterdefaultingasinstructed by thelender,thehomeowneristhreatened
with foreclosure if they do not pay late fees and past due amounts. Only after
those amounts are paid (or more frequently added to the loan balance) will
the lender agree to a common loan modification plan (read: scam). Worse,
most modification plans tend to be anything but helpful.

The scam is referred to as “extend and pretend.” The arrangements initially
appear to be helpful to the homeowner since their monthly payment is
lowered. However, each monthly payment made by the homeowner is only
allocated to a portion of the interest due on the loan. Eventually, the loan
resets and the payment adjusts upward to fully amortize the loan. At the end
of the modification, the homeowner will be right back where they started,
only years in the future.
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Thus, the lender takes money from the homeowner during the temporary
modification period (extending the owner’s stay in the home), pretending to
help. In reality, the lenders are playing a money-making trick at the expense
of distressed and emotional homeowners.

The intelligent move: stop paying, wait for the foreclosure sale, then pack up
and pay rent elsewhere until the crisis has passed. For modified loans, a re-
default becomes a double hit on their credit score.

However, always making timely payments on rent, utilities, credit cards and
a car loan, repairs the defaulting homeowner’s credit rating within a couple
of years for scores that were previously perfect.

Coupled with a letter of explanation about the sole cause of the blemish
(mortgage default), the homeowner's credit score will absolutely weather the
financial crisis — especially if the homeowner’s job remains intact and the
owner pays all other debts as agreed. [See RPI Form 217-1]

A study cited by White's paper shows a defaulting homeowner can most
often secure new lines of credit in as little as 18 months after default. Even the
Federal Housing Administration (FHA) will insure a loan to a bankrupted or
foreclosed homeowner after only two years. Besides, the cash savings derived
from defaulting will mitigate most future need for credit.

With prior planning for the financing of purchases to be made during the
period prior to defaulting, the homeowner avoids the credit score penalties
lenders so want imposed on defaulting homeowners.

All things considered, a temporarily damaged credit score should be the least
of a distressed homeowner's concerns.

Over time, negative equity is far more damaging to a family than losing a
home to foreclosure or taking a temporary hit to one’s credit rating. Credit
heals and can be rebuilt quite quickly under a single event blemish. But
supporting a negative equity property compounded by lost savings in this
game equals a prolonged retirement age (if ever) and decades of struggling
to “get by.”

Imagine watching a neighbor purchase a new car, make repairs to their
home or send their children to college. All the while, you the underwater
homeowner are never fully able to enjoy ownership benefits from your
property, living one large unforeseen expense away from financial ruin.
With lenders refusing to aid the over-encumbered homeowner and the
federal government reticent to enact effective measures while intimidating
homeowners into paying, the rational choice is to walk away.

Struggling to
get by
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Choosing to strategically default is often the best option for negative
equity homeowners. Freed of their black hole asset, these formerly
underwater homeowners can now contribute to the economy and live
a more comfortable lifestyle.

negative equity Pg.112
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Chapter

A return to ownership for
foreclosed homeowners and

short sellers?

After reading this chapter, you will be able to: Learnin g
+ understand the role foreclosed homeowners play in a housing . .
recovery; Objectlves

+ identify the economic and credit factors which influence a
foreclosed homeowner's eventual return to homeownership; and

« analyze default rates of the recent past to determine future
demand.

strategic default subprime mortgage Key Terms

Once a homeowner loses their home to foreclosure or short sale, what is Singlmg Ollt
the likelihood they will return to homeownership?

foreclosed

To answer this question, the Federal Reserve Bank (the Fed)'s economists

tracked a sample of mortgages from the first quarter of 1999 to the fourth homeowners
quarter of 2011. They then singled out the point at which a mortgage balance

was satisfied and the trust deed mortgage was reconveyed.

Editor's note—The Fed’s researchers used nationaldata, thus their sample of
defaults included both nonjudicial and judicial foreclosures. However, the
type of foreclosure had surprisingly little relationship to when borrowers
returned to the mortgage market. In fact, judicially foreclosed borrowers
returned to borrow again more quickly than their nonjudicially foreclosed
counterparts. The difference was within one-to-two percentage points.



120 Real Estate Matters, Fifth Edition

A tale of
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The effect
of the Great
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subprime mortgage
A mortgage made to

a borrower based on
loose underwriting
standards and
resulting in a high risk
of default.

Borrowers were split into two diametrically opposed groups based on their
mortgage payoff history:

+ borrowers who were in good standing on their mortgage prior to
payoff; and

+ borrowers who were subject to a foreclosure or short sale.

Editor's note — For simplicity, we will refer to borrowers who lost their
homes to foreclosure or short sale as foreclosed homeowners since
credit reporting agencies treat these events the same. The Fed'’s data takes
into account both types of former homeowners, but does not analyze a
distinction in behavior between them.

35% of borrowers in good standing on payoff of their mortgages had taken out
new mortgages within the 12-year sample period. That means nearly two-
thirds did not return to buy a home by obtaining purchase-assist financing.

In contrast, only 13% of foreclosed homeownershad taken out new mortgages
within the 12-year period. Since our concern is whether these foreclosed
homeowners return to buy a home, let’s delve further into the Fed's research.

The 12-year sample period encompasses the credit crunch of the Great
Recession. To review the recession'’s effects, researchers compared foreclosed
homeowners’ return to the market before and after the Great Recession hit.

Foreclosed homeowners were separated according to the year of their
foreclosure:

+ 2001 and 2003, in the thick of the housing boom; and
+ 2008, during the Great Recession.

Foreclosed homeowners from the 2001 and 2003 period were four times more
likely than 2008 foreclosed homeowners to buy a home (with a mortgage)
within the first three years after a foreclosure or short sale.

Editor's note— Whyonly threeyear time periods? Data for 2008 defaults does
notextend furtherthan 3.75years beyond the default date and comparisons
need to be made between comparable time periods.

What accounts for the difference? 2001 and 2003 foreclosed homeowners
had subprime mortgages at their disposal. The loose underwriting
standards of these loans gave even foreclosed homeowners easy access
to new mortgage money. In contrast, 2008 foreclosed homeowners were
stonewalled — barred — in the credit crunch.

Though more likely to return to homeownership than 2008 foreclosed
homeowners, the majority of 2001 and 2003 foreclosed homeowners did not
return within the sample period. Only 25% of the 2001 and 2003 foreclosed
homeowners returned to the market to buy again within three years, even
with thriving economies and readily available financing.
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Researchers then sliced up the pool of foreclosed homeowners by credit score
at the time of mortgage origination:

* prime foreclosed homeowners with credit scores higher than 650;
and

e subprimeforeclosed homeowners with credit scores of 650 orlower.
Following the foreclosure or short sale, both prime and subprime
foreclosed homeowners’ credit scores dropped below 600.

However, by the end of the 12-year sample period, around 35% of prime
borrowers had taken out new mortgages. Only 10% of subprime borrowers
had taken out new mortgages.

Why did prime foreclosed homeowners fare so much better than subprime
foreclosed homeowners?

This is a crucial question. A large chunk of the loans made and foreclosed on
during the 2008 recession and recovery were subprime loans. If credit scores
are a factor, this will direct future buyer behavior.

And as it turns out, credit improvement plays a pivotal role in determining
which foreclosed homeowners return to the market. Foreclosed homeowners
who increased their credit scores by more than 100 points were more likely to
return to the market within five years of their default.

Further, another Fed research paper found that credit score recovery was
slower for recent foreclosed homeowners (2008-2010, in this second study)
than earlier (2001-2006) foreclosed homeowners. The recent foreclosed
homeowners were subject to economic fallout of the financial crisis.
Sudden unemployment or underemployment created a long-term economic
problem for many households, and persisted after the foreclosure or short
sale.

A sustained lack of income creates a vicious feedback loop: lack of income
leads to delinquency, delinquency leads to more expensive credit, more
expensive credit leads to lack of disposable income, which leads back to
delinquencies...and so forth.

In theory, credit score recovery can occur as soon as two years after a major
derogatory credit event if the defaulter pays all their other bills on time. [See
Figure 1, RPI Form 217-2]

But how many homeowners took stock of their situations and prepared for
defaultin advance?

Not many. Lack of meaningful government guidance, post-bust, left
homeowners to navigate the financial crisis on their own. Most negative
equity homeowners continued (and continue) to pay on their underwater
homes. The only government guidance discussed moral obligations, not
legal obligations or prudence.

Credit scores
play a role

Pre-default
behavior
impacts
recovery
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Figure 1

Form 217-2

Derogatory
Credit
Explanation
Letter

strategic default

The intentional default
on a mortgage, forcing
the lender to foreclose
and acquire the
property in satisfaction
of the mortgage debt.

DEROGATORY CREDIT EXPLANATION LETTER

ﬁ Z b Phone

Broker Email DATE: 2,

DEROGATORY CREDIT EXPLANATION LETTER

70 LENDER: FROM BORROWER:

Phone cal Phone el
Email Email

1. Trisle
2. Name

fen, TX 75013
2

PO BOX 1000, Chester, PA, 19022
1-800-888-4213
Name,

Tris leter is ntended to explan each derogatory tem on my credit report you have obtained. Each explanation is n
response o the corresponding derogatory fem(s) sted above.
41

For a full-size, fillable copy of this or

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

Signature: Signature:

FoRM 2172 0311 ©2016 RPI —Realty Publications, Inc. PO, BOX 5707, RIVERSIDE, CA 92517

Consider the impact: homeowners who pay on their underwater homes are
basically losing their money to lenders. They merely divert money away
from paying other bills or buying goods and services, and place themselves
at risk of loss of the diverted money. This risk is realized when an economic
shock - lost job, ill health, divorce, etc. - hits. They're left with their money
depleted, and no home equity or additional savings to show for all their
mortgage payments.

Recovery from this situation is much more difficult than had the homeowner
first put their financial house in order intelligently, then strategically
defaulted.
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The Fed’s analysis looks at the nature of the defaults of the recent past to
determine future demand. The housing recovery we have experienced thus
far corroborates their findings.

It will take a long time for foreclosed homeowners to return to the market,
longer than it has taken in the past. Instead of 15 years, it may be 20, or even
more, before some return. Most are not likely to return at all, opting to be
tenants.

This does not mean that demand is dead, or the real estate industry is in
decline. It's merely a reality check. The pace of homeowners added during
the boom was simply not sustainable, and it won't be recreated in the
recovery. Instead, expect more renters, and more opportunities for branching
out into property management.

Once a homeowner loses their home to foreclosure or short sale, what is
the likelihood they will return to homeownership?

Homeowners foreclosed in 2001 and 2003 had subprime mortgages at
theirdisposal. Theloose underwriting standards of theseloans gave even
foreclosed owners easy access to new mortgage money. Accordingly,
homeowners foreclosed in 2001 and 2003 were four times more likely
than 2008 foreclosed homeowners to buy a home (with a mortgage)
within the first three years after a foreclosure or short sale.

However,only25%ofthe2001and 2003 foreclosed homeownersreturned
to the market to buy again within three years, even with thriving
economies and readily available financing. In contrast, homeowners
foreclosed in 2008 were barred from purchase-assist financing in the
credit crunch. It will take a long time for foreclosed homeowners to
return to the market, longer than it has taken in the past.

Credit improvement plays a pivotal role in determining which
foreclosed homeowners return to the market. Foreclosed homeowners
who increased their credit scores by more than 100 points were more
likely to return to the market within five years of their default.

strategic default Pg. 122
subprime mortgage pPg. 120
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Qualifying a negative
equity homeowner for a

short sale
A\ \\dVl «"

In this chapter, you will learn to:

+ qualify a homeowner for a short payoff;

+ set a broker price opinion (BPO);

+ negotiate a short sale with a first and second lien holder; and

« counsel a homeowner on the tax and credit score implications of
a short sale.

broker price opinion (BPO) loss mitigation
hardship letter nonrecourse

Home Affordable recourse
Foreclosure Alternative
(HAFA)

Home Affordable
Modification Program
(HAMP)

short payoff

The short sale resurfaced in this recovery to become a commonplace feature
of the home resale market. The dire job environment left in the wake of the
Great Recession brought this on.

Although foreclosures returned to historically normal levels in 2016, 20% of
multiple listing service (MLS) sales transactions statewide was a short sale in
2012 - the result of the financial fallout from:

+ the massively inflated real estate prices of the past decade; and

Learning
Objectives

Key Terms

The new
and present
normal, sort
of
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An uphill
battle

Before you
take a listing,
do the math

short payoff

A sale in which the
lender accepts the net
proceeds at closing

in full satisfaction of
a greater amount of
mortgage debt.

+ the current lack ofjob opportunities forunemployedor underemployed
homeowners.

These unemployed and underemployed casualties of our Great Recession
often view a short payoff as the respectable alternative to losing their home
through a foreclosure sale. To accomplish their short sale objective, they
fully expect even an inexperienced agent with “short sale training” seminars
under their belt to properly structure the listing and purchase offers. They
also expect them to successfully negotiate with the lender to rid themselves
of both the house and the mortgage debt.

Negotiating with alender for a short payoffis not a straight-forward or routine
task. Any agent facilitating short sale negotiations with the homeowner's
lender needs to first thoroughly understand:

« California anti-deficiency law barring lender collection of property
value deficiencies on purchase-assist mortgage foreclosures and short
payoffs;

+ the trust deed foreclosure process and documentation, as well as time
periods for reinstatement and redemption prior to the trustee’s sale and
elimination of ownership;

+ complications over clearing the title of any junior financing
encumbering the property in situations where the amount of the first
is either less or more than the short sale net proceeds; and

+ the homeowner's income and net worth financial situation.

This knowledge, combined with first-hand experience actually negotiating
short payoffs with a lender, is the pedigree of a “short sale specialist.”

Roughly one in five short sales buyers enter into in Southern California
actually close. Agents who struggle to get listings and earn fees are tempted
to take any short sale listing that comes across their desk. However, a short
payoff listing becomes a massive waste of time, effort and goodwill if the
lender is not going to consent to a discount.

The lender’s consent is based on facts readily available to the seller's agent
at the time the listing is being negotiated. Thus, an agent’s forward-oriented
investigation can anticipate lender approval or rejection before taking the
listing and conserve the agent’s time, talent, reputation and money. For
agents, a basic litmus test to discern which short sale listings are worth the
time begins by asking the following questions:

1. Isthe mortgage’s LTV ratio more or less than 94%?
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If a homeowner owes less than the home is worth (read: the loan-to-value
ratio (LTV) is less than 94%), the issue of a short payoff is non-existent. The net
sales proceeds are more than enough to pay the loan in full.

The agent can arrive at the LTV by first estimating the property’s fair market
value (FMV) by way of a broker price opinion (BPO). The agent sets a
BPO by downloading a property profile (title condition) for the home and a
printout of recent sales in the surrounding area from a title company website.
This is the agent’s first step in any seller counseling and listing effort.

2. How many liens are on the property?

If there are any junior liens encumbering the property, each lender needs to
be dealt with to clear title of their trust deed lien before a short sale can close.

Occasionally, the same lender holds both the first and second mortgage on
a home, the piggy-back financing of the Millennium Boom. Holding all the
liens on the property, the lender will handle negotiations as though one
amount was owed them.

If the answers to the above are promising, the owner and the agent enter
into a listing agreement. The agent adds a provision to the listing agreement
stating:

“The owner will first qualify with the mortgage lender for a discounted
payoffofthe loan and reconveyance of the trust deed on a sale of the home
at which time the agent will begin marketing the property in search of a
buyer.”[See RPI Form 102-1]

The agent instructs the owner to contact their lender and discuss how to
proceed on a short sale.

If the lender qualifies the homeowner for a short sale, the lender receives the
net sales proceeds in full settlement of the combined debts.

Oncontactingthelender, the ownerisreferred tothelender'slossmitigation
specialist, sometimes called a negotiator. In response, the owner is sent a
short sale information packet, requesting they deliver the following to the
lender:

« Authorization to release information to an agent. This document
signed by the homeowner gives the lender permission to deal with and
furnish information about the mortgage to the homeowner's real estate
agent. Without this authority, lenders will not communicate with
anyone acting on behalf of the homeowner, making the document a
priority. [See RPI Form 124 accompanying this chapter]

« A hardship letter. The lender first determines whether or not
the homeowner is financially qualified to make payments on the
mortgage. For this, the homeowner prepares a letter detailing their
current personal and financial situation. The homeowner explains

broker price opinion
(BPO)

An agent’s opinion of a
property’s fair market
value (FMV) based

on recent comparable
sales.

Qualifying for
a short sale

loss mitigation

A strategy to lessen
the amount of loss a
lender incurs due to a
default by the property
owner.
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hardship letter

A statement

detailing a distressed
homeowner's financial
situation, delivered

to the lender to
determine if the
homeowner qualifies
for a short sale.

A different
lender holds
a second

their inadequate sources of income, or that they were laid off and have
been unable to find a new job. The homeowner also discloses whether
they are the only wage earner in their household. [See RPI Form 217-1]

+ The homeowner’s most recent pay stubs, bank statements and tax
returns. The lender wants to confirm the homeowner is purchasing
only necessities in lieu of making mortgage payments (i.e. groceries,
car repairs and school supplies). Tax returns are used to verify annual
income. The lender may also require the owner to fill out a financial
statement (equivalent to an application for a loan). With it, the lender
determines whether the owner has other assets available as a source of
funds to voluntarily pay off the mortgage without a discount (i.e. cash
on hand, equity in other property, stocks/bonds, etc.).

+ Proofofoccupancy.The homeowner provides the lender with a utility
bill in the owner's name at the property address to prove they occupy
the residence and don't rent it to others.

Editor's note —When a buyer’s agent finds a property listed as a short sale,
the first question the agent needs to ask the seller’s agent is “Have you
qualifiedyour homeowner forashortpay with the lender?”

Abuyer’s agent needs to protect their buyer, along with everyone’s time and
energy, by being assured the seller has been qualified for a shortpay before
spending any additional time putting together an offer from their buyer.

If a lender other than the first trust deed lender holds the second mortgage,
one of two situations exists:

+ the net sales proceeds satisfy the first trust deed, but not the second; or

+ thenetsales proceeds donot satisfy the first trust deed, and by extension
do not satisfy the second.

In the first situation, the net sales proceeds are more than sufficient to fully
satisfy the first trust deed on closing. In this situation, the seller’'s agent
negotiates solely with the junior trust deed holder(s). The junior trust deed
holder needs to consent to accept the balance of the net proceeds remaining
(after paying the first trust deed lender, who has priority to the funds) in
exchange for a reconveyance of their junior trust deed.

Here, the second lender - not the first - is initially contacted when taking
the listing to qualify the seller for a short payoff of the second. If the second
concludes the seller qualifies for a discounted payoff, then the purchase
agreement entered into by the seller is submitted to the second lender for
shortpay consent (together with a HUD-1 estimated closing statement).

At that point, the second lender orders out the appraisal, determines the
property value and reviews the appropriateness of the net sales proceeds.
Only then will they allow the short sale to close by discounting the amount
owed them.

The second fact situation is traumatic for everyone involved in clearing title.
Here, the seller's agent has to deal with both lenders. The second trust deed
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lender will demand some amount of money from the net sales proceeds
before they will consent to cancel their debt and reconvey their trust deed
lien.

As a result, the seller’'s agent will need to be sufficiently innovative at the
outset of negotiations. To begin, the agent knows the second needs to be dealt
with if the first is to be paid off by a short sale. Thus, the first lender needs to
agree to let the second participate for a few thousand dollars in the net sales
proceeds (which first lenders also understand).

Then negotiations with the second lender need to keep the second from being
so greedy (they have nothing to lose) as to kill the transaction. At all times,
agents need to resist any requests by the lenders for the brokers to cut their
fees agreed to in the purchase agreement. [See RPI Form 150-1]

The processing times on the lenders’ end vary widely. The typical short sale
takes three to five months, but any one of many factors involved can deny
the seller’s agent success. Too frequently at time of closing, the lender will
demand more net proceeds, and thus call for the buyer to pay a higher price
than agreed to with the owner.

On the other end of the deal, the length and uncertainty of a short payoff
transaction often triggers a buyer’s decision to withdraw their offer or just
abandon it as hopeless. Buyers and buyer’s agents are too often left “out of the
loop” by the seller’s agent during the short sale process.

To keep the deal alive, buyers need to be given frequent updates to ensure
the process is on the right track and moving. Buyer’s agents need to stay in
contact with the seller’s agent, at least weekly, for status updates to be passed
on to the buyer.

Frustrated buyers often locate and purchase other property, canceling or
abandoning their purchase agreements during the approval process. Loss of
the buyer nullifies all the work done by the lender. Once the seller accepts
another buyer's purchase offer and submits documentation to the lender for
approval, the loss mitigation specialist assigned to the file starts the approval
and appraisal process all over again.

The short sale process was often delayed by yet another monkey wrench
—Home Affordable Foreclosure Alternatives (HAFA) money for the
seller. The HAFA program, which expired December 31st, 2016, was aimed at
helping homeowners avoid foreclosure by providing short sale incentives.
It was a supplement to the Home Affordable Modification Program
(HAMP) rolled out in spring 2009 and expired in 2016.

HAFA provided incentives for homeowners, lenders and agents to consider
a short sale rather than a foreclosure sale. Homeowners participating in a
HAFA short sale received:

« $3,000 to help cover their cost of relocation;
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« full release from future deficiency liability for the first mortgage (as
cash contributions are not allowed in a HAFA transaction); and

« standard timeframes for each step of the process.
Lenders participating in a HAFA short sale received:

+ $1,500 to cover administrative costs; and

+ up to $2,000 for allowing a total of $6,000 in net sales proceeds to be
distributed to junior lienholders.

Agentsrepresenting a homeowner in a HAFA short sale received:

+ fee protection since lenders are prohibited from requiring a reduction
in a real estate fee agreed upon in the listing agreement (up to 6%).

In order for a homeowner to have been eligible for HAFA:

+ the property needed to be the homeowner's principal residence;
+ themortgage needed to be a first lien originated before January 1, 2009;
+ the mortgage needed to be delinquent or default imminent;

+ the current unpaid principal balance needed to be equal to or less than
$729,750;

+ the homeowner’s total monthly mortgage payment needed to exceed
31% of their gross income; and

+ the homeowner needed to first apply for a loan modification through
HAMP.

Lenders needed to consider a HAMP homeowner for HAFA within 30
calendar days after the homeowner:

« failed to successfully complete a trial period under a HAMP
modification;

+ missed at least two consecutive payments after a HAMP modification;
or

« requested a short sale or deed-in-lieu of foreclosure.

HAFA  After all HAFA qualifications had been met, the homeowner could have
.gn requested a short sale consent from their lender. In turn, their lender would
quallfled have sent them a HAFA Short Sale Agreement (SSA) to be signed by the
homeowner and real estate agent within 14 calendar days of receipt. The
SSA would have been returned by the agent to the lender’s loss mitigation

specialist. [See HAFA Form 184]

Thelenderwould have giventhe homeowneraninitial period of 120calendar
days to sell their home after receipt of the signed SSA, which could have
been extended up to 12 months (during which time the owner would not
have been making payments). Once an offer to purchase the home were to
be accepted, the homeowner (or their agent) would have needed to submit a
Request for Approval of Short Sale (RASS) to the lender within three business
days after executing a purchase agreement, including:

+ acopy of the purchase agreement and all addenda;



Chapter 14: Qualifying a negative equity homeowner for a short sale 131

+ buyer documentation of funds or pre-approval from a lender; and

+ information on the status of subordinate liens and any negotiations
with subordinate lienholders. [See HAFA Form 185]

After receiving the RASS, the lender would have approved or denied the
request within ten business days.

This separate HAFA application, documentation and processing time
would have been completed before the lender even began its own short
sale approval process. Thus, you would have had another delay of around
three months. If the lender refused to approve the short payoff after HAFA
approved the owner, the transaction with the buyer would have been
terminated, unless somehow revived by negotiations to resolve the lender’s
reasons for disapproval of the short sale.

If the sale were terminated, the HAFA process would have started all over
again for this seller (and the seller's agent) upon acceptance of the next
buyer’s short sale purchase offer.

According to a Fair Isaac Corporation (FICO) study, a foreclosure has the
same effect on an underwater homeowner's credit score as a short sale. Thus,
FICO scores damaged by either a short sale or a foreclosure sale have the
same estimated recovery time.

However, a non-defaulting homeowner will experience slightly lessdamage
to their credit score than a defaulting homeowner who received a short sale
or foreclosure. Thus, agents need to counsel homeowners who are able to
continue making payments while pursuing a short sale to do so, if the lender
is willing to cooperate.

Previously, the agent would have advised that the homeowner needs to
default before the lender will consider a short sale. However, beginning
in 2012, lenders have become more willing to consider short sales for
homeowners who are current on their payments. In order to qualify, the
homeowner needs to demonstrate a hardship. Acceptable hardships vary by
lender, but commonly include negative equity, the need to relocate for a job
or to escape a neighborhood blighted by vacant, foreclosed homes.

Thus, if the homeowner can demonstrate any sort of hardship, the agent can
encourage them to discuss a short sale with their lender, while remaining
current on mortgage payments.

Homeowners with mortgages held by Fannie Mae or Freddie Mac are
eligible for a short sale without defaulting if they meet hardship criteria,
which include:

+ death of a borrower or co-borrower;

+ divorce;

* unemployment;

+ disability; or

The credit
score effect

Short sales
under Fannie

Mae and
Freddie Mac
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Form 124
Authorization
TO Release AUTHORIZATION TO RELEASE CONFIDENTIAL INFORMATION
Confidential
. NOTE: This form is used by an agent when negotiating a short sale payoff or loan modification to obtain written consent
| nfo rm at 10N from an owner authorizing their lender to release information and discuss with the agent any aspect related to the owner's
mortgage.
DATE: , 20, , Prepared by
TO LENDER: PROPERTY OWNER/BORROWER:
Name Name
ATTN Phone
Address Cell
Work
Phone Cell Email
Email

1. Mortgage information:

1.1 Loan number

1.2 Name of original Borrower

1.3 Address of the mortgaged property

1.4 Type of property:
single family residence, [Icondo unit, [ two-to-four residential units, [/ commercial property,

2. Lender is authorized to release any information related to this mortgage and discuss any aspect of this mortgage with:

Agent's name CalBRE#:
Broker's name CalBRE#:
Address

Phone Cell Phone

Email

3. This authorization is effective until revoked by any Borrwer on written notice received by Lender.

| agree to the terms stated above.
See Signature Page Addendum. [RPI Form 251]
Date: , 20,
Owner/Borrower: Owner/Borrower:
Signature: Signature:
Owner/Borrower: Owner/Borrower:
Signature: Signature:
FORM 124 09-11 ©2015 RPI — Realty Publications, Inc., P.0. BOX 5707, RIVERSIDE, CA 92517
nonrecourse
A debt secured by real + relocation for a job.
estate, the creditor’s
Zo?fcei ‘iffeFO‘éeryl 01“ However, a homeowner who enters into a short sale, even without a
efault limited solely . 17 . . . .
to the value of their delinquency, still incurs a FICO score hit, since short sales are still reported
security interest in the by lenders as debt “not paid as agreed.”

secured property.

Tax aspects Tax wise, the two most significant consequences of the short sale of a

nonrecourse loan (which includes an owner-occupied one-to-four unit

of the short residential property encumbered by a purchase-assist loan, improvement
payoﬂ: loan or refinance on a purchase-assist loan) are:
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+ the short sale does not trigger tax reporting of ordinary income for the
discounted and discharged portion of the loan if the home is sold on or
before January 1, 2018; and

+ the discount on a short payoff produces a capital loss that may not be
used to reduce taxable income.

Editor’s note: The Mortgage Forgiveness Debt Relief Act was most recently
renewed in 2018. Had the Act not been renewed, it's expiration would not
hamper Californians with nonrecourse loans. A property owner is not
personally liable for a nonrecourse loan.*

For holders of non-purchase money loans (refinances, equity loans/
HELOCs), it's a slightly different story. California’s anti-deficiency
protections cover discharge-of-indebtedness income from a first trust
deed on a short sale — for both purchase money and non-purchase money
loans, ie. refi’s.

California’s anti-deficiency protections also include discharge of
indebtedness income from any lien on a short sale, provided a short sale
agreement exists between the homeowner and all participating lenders.

The discount on a short payoff is not to be reported by the seller as discharge-
of-indebtedness income. Instead, the discount produces a personal loss
(capital loss) on the sale that may not be written off. However, the lender will
file a 1099C indicating the discount occurred. This action reports the discount
as debt relief that is taxable personal income, except for the negative equity
home sales rule.2

This strategic default requires no out-of-pocket cash from the homeowner
nor can the lender collect any deficiency in the property value from the
homeowner.

A second trust deed complicates the liability analysis. Seconds are generally
recourse paper, unless the second trust deed lender gives written consent to
a short sale.

The only way to avoid FICO score damage is to come to an agreement with
your lender as part of the shortpay consent to report the short sale as “paid
as agreed.” This rarely occurs but is possible for the very determined, or the
homeowner willing to hold the threat of foreclosure over the lender’s head.

1 26 Code of Federal Regulations §1.1001-2(a)
2 Internal Revenue Code §108(e)

No discharge
-of-
indebtedness
income

recourse
On default on a debt
secured by real estate,
alender may pursue a
homeowner for a loss
due to a deficiency

in the value of the
secured property if
the lender forecloses
judicially.
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When a homeowner seeking a short sale has more than one lien
encumbering their property, all lien holders need to consent to the short
payoff.

A government program provided cash incentives to the homeowner,
lender and agent to complete a short sale called the Home Affordable
Foreclosure Alternatives (HAFA).

Seller's agents need to keep an eye on short sale buyers, as if a frustrated
buyer walks away from the deal, the approval process starts all over
again.

A short sale and a foreclosure have the same effect on a homeowner's
credit score. A homeowner can avoid the full credit score hit by not
defaulting on payments and by negotiating with the lender to report
the short sale as “paid as agreed.”

broker price opinion (BPO) Pg. 127
hardship letter Pg. 128
Home Affordable Foreclosure Alternatives (HAFA) ........ Pg- 129
Home Affordable Modification Program (HAMP) ............ Pg. 129
loss mitigation Pg. 127
nonrecourse Pg. 132
Iecourse Pg. 133

short payoff Pg. 126
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Other amounts due

under three-day notices

After reading this chapter, you'll be able to:

« perform the steps a landlord takes to properly manage late charge
provisions; and

+ identify the proper use of an unlawful detainer action for the
collection of unpaid late charges.

late charge notice public policy
late payment clause

A lease agreement between a landlord and their tenant contains a clause
calling for the accrual of interest on delinquent rent. This is a type of late
payment clause.

The tenant fails to pay rent before it becomes delinquent. The landlord then
prepares a three-day notice to pay or quit and serves the notice on the tenant.
[See RPI Form 575-1 and Form 575]

The three-day notice itemizes the amounts of delinquent rent and daily
interest accrued that are due and unpaid on the date the notice is prepared.
The tenant fails to pay or quit during the three-day period. The landlord files
an unlawfuldetainer (UD) action to evict the tenant.

At the UD hearing, the tenant claims the landlord cannot terminate the
tenant’s right to possess the premises under the three-day notice. The notice
demands payment of an amount greater than the rent due under the lease
agreement. It is defective as the demand includes other amounts due the
landlord.

May the three-day notice include amounts due under the lease agreement in
addition to the rent itself?

Chapter

15

Learning
Objectives

Key Terms

Know what
the judge will
allow

late payment clause
A provision in a lease
agreement specifying
late charges paid

by the tenant on
delinquent rent.



136 Real Bstate Matters, Fifth Edition

Lump sum
late charges

Yes! A three-day notice to pay or quit is not limited to the scheduled amount
of periodic rent which is delinquent. While the notice to pay may not be
served until rent is delinquent, the notice may include all sums of money
which are properly due and unpaid under the rental or lease agreement at
the time the notice is served, including the delinquent rent.!

Examples of amounts of money due periodically under a rental or lease
agreement, in addition to scheduled rent, include:

+ common area maintenance charges (CAMs);

+ association charges;

+ prorata insurance premiums, property taxes and assessments;
+ late payment and bad check charges;

+ expenses incurred by the landlord to cure waste or failure to maintain
the property; and

+ other amounts of money properly due as compensation or
reimbursement of expenses arising out of the occupancy.

A three-day notice to pay or quit form provides for the itemization of rent and
other amounts due which are unpaid and delinquent. [See RPI Form 575]

Underacommercialleaseagreement entered into by a tenant, rentis typically
due and payable on the first day of each month, called the due date. The lease
agreement contains a late charge provision stating the tenant agrees to pay
a charge in the amount of $150 if the rent is not received by the landlord on
or before the fifth day of each month, called a grace period. [See RPI Form

552 84.7]

The rent payment is delinquent the day after the grace period runs, the sixth
day of the month. The delinquency triggers the landlord’s right to demand
payment of the agreed-to late charge, or do nothing and waive it.

The lease agreement also requires the tenant to pay $25 for each rent check
returned for insufficient funds. [See RPI Form 552 §4.9]

One month, the landlord receives the rent after the grace period expires. The
landlord (asthey need to) acceptstherent since the tenant’sright of possession
has not been terminated by a declaration of forfeiture provision in a three-
day notice or expiration of the lease. The landlord then notifies the tenant
in writing that they are imposing a late charge, payable with the following
month's rent, as called for in the lease agreement. [See RPI Form 569]

The following month the landlord receives the regularly scheduled rent
within the grace period. However, the tenant does not also tender the late
charge thelandlord demanded based on the delinquency of the priormonth'’s
delinquent payment.

1 Canal-Randolph Anaheim, Inc. v. Wilkoski (1978) 78 CA3d 477
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The landlord’s options to enforce payment, viable or not, include:

« returning the rent check to the tenant as insufficient payment for the
total amount due;

+ serving the tenant with a three-day notice to pay or quit;

+ deducting the additional charge from the security deposit on written
notice to the tenant; or

« filing an action against the tenant in small claims court to collect the
late charge.

Returning the rent check to the tenant will result in one of the following
scenarios:

+ thetenant will submitanothercheck which includesrentand payment
of the late charge (which payment will be delinquent and arguably
incur another late charge); or

+ the tenant will retain the rent check as having been properly tendered
and therefore legally paid, and do nothing more until they send a
check for the following month's rent.

A tenant who fails to pay rent or otherwise materially breaches the lease
agreement, may be served with the appropriate three-day notice. The three-
day notice based on a material breach properly includes a demand for late
charges and any other monetary amounts past due.?

If the tenant fails to cure the breach within three days following service of
the notice and remains in possession, the landlord may file a UD action to
regain possession.’

However, a landlord will not succeed in a UD action when the landlord’s
refusal to accept the tenant’s timely tender of a rent check is based solely on
the tenant’s refusal to pay late charges. Failure to pay the agreed late charge
after notice is a minor breach.*

A late charge is properly sought when pursuing delinquent rent. But alone,
a late charge (or bounced check charge) is a minor breach and will not
independently supporta UD action.

Thus, the landlord has two viable options for the collection of unpaid late
charges from the tenant:

+ accept the rent check, deduct the amount of the unpaid late charge
from the security deposit then or later, and advise the tenant of the
deduction; or

+ accepttherent checkand file a money action for the unpaid late charge
amounts.

Canal-Randolph Anaheim, Inc,, supra

Calif. Code of Civil Procedure §1161

Canal-Randolph Anaheim, Inc,, supra

Baypoint Mortgage v. Crest Premium Real Estate Investments Retirement Trust (1985) 168 CA3d 818

[C BTN
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Failure to pay
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Late
charges to
compensate
for costs

Late charges
as liquidated
damages

The financially practical action is for the landlord to accept the rent and
deduct the demanded late charge from the tenant’s security deposit.

To be enforceable, late charges need to be reasonably related to:

« the actual costs of collecting the delinquent rent (the time and effort
involved); and

+ thedelay in its receipt (loss of use, such as interest).

A lump sum late charge becomes a liquidated damages provision if the
amountofthelate chargeissignificantly greater than the actual out-of-pocket
losses. Asliquidated damages, the charge is a penalty and is unenforceable.®

Editor’s note — Some may argue any lump sum late charge on residential
property is void as a liquidated damage since out-of-pocket money losses
due to a late payment are readily ascertainable, especially in real estate
transactions.

A liquidated damages provision in any agreement is void unless:

+ the loss covered is impracticable or nearly impossible to calculate
(rarely the case); or

+ theamount of the charge is a reasonable estimate of the landlord’s out-
of-pocket expenses for the collection effort.”

When setting the amount of a late charge, a landlord needs to consider
charging an amount equivalent to the late charge allowed on delinquent
residential loan payments by the state legislature as public policy. The late
mortgage payment late charge formula amount is a good indicator of what is
deemed reasonable for a late charge on a monthly rent payment.

The late charge amount allowed for a delinquent payment on a loan secured
by residential property is controlled by statute. This is not the case for late
charges on rent, which is determined by case law.

For example, the lump sum late charge allowed on a loan secured by an
owner-occupied, single-family residence cannot exceed 6% of the delinquent
payment (principal and interest only).

Rent is the economic equivalent of interest. For purposes of late charges, rent
payments should be treated no differently than interest payments.

Alatecharge provision calling forinteresttoaccrue ata predetermined annual
percentage rate on delinquent rent is not a liquidated damages provision.
Therefore, it is fully enforceable unless the rate of interest is unconscionable.®

Garrett v. Coast and Southern Federal Savings and Loan Association (1973) 9 C3d 731
Calif. Civil Code §1671(d)

CC52954.4(a)

Canal-Randolph Anaheim, Inc. supra

0 © N O
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THREE-DAY NOTICE TO PAY RENT OR QUIT Form 57 1
With Rent-Related Fees

NOTE: This form is used by a property manager or landlord when a tenant defaults on amounts due under a rental or lease Th ree- Day
agreement, to notify the tenant of the amount of the delinquent rents and related fees payable within three days or vacate .
and deliver possession. Notice to Pay
DATE: 20 at California. .
To Tenant: Rent or QUIt
Items left blank or unchecked are not applicable.
FACTS:
1. You are a Tenant under a rental or lease agreement

1.1 dated at California,

1.2 entered into by as the Tenant,

1.3 and as the Landlord,

1.4 regarding real estate referred to as

NOTICE:
2. You are in breach of the payment of amounts due under the rental or lease agreement.
3. Within three (3) days after service of this notice you are required to either:

3.1 Pay rent and other amounts now due and unpaid in the Total Amountof . .. .............. $0.00
representing rent for the periods of
20 to 20 .. Amount $
20 to 20 ..Amount $
20 to 20 Amount $
and amounts due for
returned check feesof . . ... ... .. .. $
late charge fees of

1 common area maintenance (CAM)of . ............................ $
association assessments of . .. ... oo
property taxesof . . .............. ...
interest on delinquent rent of

The Total Amount due may be paid in one of the following manners:

a. By personal delivery to (Name)
(Address)
(Phone)

Payment of the Total Amount due will be accepted at the above address dunng

the hours of to on the following days:
b. By deposit into account number
at (Financial Institution)
(Address)
c. By the electronic funds transfer previsouly established between Landlord and Tenant.

d.

OR
3.2 Deliver possession of the premises to Landlord or

4. |If you fail to pay the Total Amount due or to deliver posseSS|on of the premises within three (3) days, legal proceedlngs
will be initiated against you to regain possession of the premises and to recover the amounts owed, treble damages,
costs and attorney fees.

5. The Landlord hereby elects to declare a forfeiture of your Right to Possession if you fail to pay the Total Amount
demanded above.

5.1 Landlord reserves the right to pursue collection of any future loss of rent allowed by Civil Code §1951.2.

6. State law permits former Tenants to reclaim abandoned personal property left at the former address of the Tenant, subject
to certain conditions. You may or may not be able to reclaim property without incurring additional costs, depending on
the cost of storing the property and the length of time before it is reclaimed. In general, these costs will be lower the
sooner you contact your former Landlord after being notified that property belonging to you was left behind after you
moved out.

Date: 20
Landlord/Agent: DRE#

Signature:
Address:
Phone: Cell:

FORM 575 10-21 ©2021 RPI — Realty Publications, Inc., P.O. BOX 5707, RIVERSIDE, CA 92517

However, some landlords wrongfully view late charges as a means for
coercing tenants to pay rent on time. Thus, landlords set the late charge at an
amount exceeding their actual losses. This constitutes a penalty assessment
and, as such, is unenforceable.

A late charge provision calling for a specific dollar amount, or lump sum is
a liquidated damages provision. The charge is a one-time, predetermined
fixed amount. It is intended by its nature to reimburse the landlord for the
delay in receipt of the rent money and the costs and effort spent to collect the
delinquent amount.*®

10 CC81951.5
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Imposing the
late charge

late charge notice
A written notice
demanding payment
of alate charge by a
set date.

Too late to
collect

Thus, a lump sum late charge provision in a commercial lease agreement
is valid unless the tenant can show the amount of the late charge is an
unreasonable reimbursement for the delay in receipt of the rent and costs of
collection efforts.!

Alate charge is unenforceable if the charge is so great in comparison to actual
losses that it imposes a penalty on the tenant for their late rent payment.’

In a lease agreement for single-user property encumbered by a loan, an
appropriate late charge for the tenant is equal to the amount of the late
charge imposed on the landlord from their mortgage lender. The landlord is
simply “passing through” the loss incurred by late receipt of the tenant’s rent
payment.

However, in a residential lease agreement, a late charge provision setting a
fixed amount is void unless the losses suffered by the landlord due to late
payment are impracticable to calculate.”

Editor’s note — Determining money losses suffered due to late payments
in any real estate transaction, especially in a residential lease, is not
impracticable. A landlord may calculate this by accounting for known costs
incurred due to collection efforts and lost use of the funds until received.

A late charge is not automatically due and payable by the tenant when the
landlord fails to receive the rent payment within the grace period.

Thelandlord needs to first make a written demand on the tenant for payment
of the late charge. The demand needs to include the amount due and the date
for its payment before the late charge collection can be enforced.

Thus, a written billing demanding payment of the late charge with the next
month’'s rent is delivered to the tenant to ensure the late charge agreed to is
imposed. This is called a late charge notice. [See RPI Form 568]

The late charge notice advises the tenant the landlord is entitled to enforce
collection of the unpaid late charge by:

+ deducting the unpaid late charge amount from the tenant’s security
deposit; or

+ filing a small claims or municipal court action for unpaid late charge
amounts.

Recall that a landlord has only one year from the date of the delinquency to
serve a three-day notice to collect delinquent rent due and unpaid.*

Asan alternative to seeking a recovery of money in a UD action with its one-
year limitation, the landlord can file a separate money action within four
years of the breach to collect unpaid late charges, returned check handling
charges and any other amounts due under the lease agreement.*s

11 CC8§1671(b)
12 Garrett, supra
13 CC 8§1671(d)
14 CCP §1161(2)
15 CCP §337
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Ultimately, the landlord may deduct properly demanded late charges from
the tenant’s security deposit as payment of unpaid amounts due the landlord
under the rental or lease agreement.*

In Canal-Randolph Anaheim, Inc., the court clarified alandlord may include
any sums due and unpaid under the lease as an amount due in the three-day
notice.

Also, existing statutes do not forbid (or limit) the collection of a late charge in
arental or lease agreement. However, cases do limit the charge to an amount
reasonably calculated to cover the losses inflicted by late payment.'”

Despite the holding of Canal-Randolph Anaheim, Inc., some trial judges
declare late charges are not rent in residential agreements. Thus the
delinquency of a late charge payment previously demanded is not properly
included as an amount due the landlord to be collected by use of a three-day
notice to pay or quit.*®

These judges hold a late charge or bad check charge cannot be included in the
three-day notice as part of the amount due. If included, the demand would
bar an eviction before those judges.

Before a landlord or a property manager includes any late charge (or other
amounts due besides technical rent) in a three-day notice as part of the total
amount due, the wise landlord will determine if the judge presiding over UD
actions in the jurisdiction will allow a demand for late charges.

Judges in UD actions on residential rental or lease agreements vary in their
approach to late charges:

+ someallowmaskedlate chargesbuiltintothe monthlyrentand cloaked
as a forgiveness of 6% to 10% of the scheduled rent, if paid before the
rent (including the masked late charge) is considered delinquent;

« some allow a late charge of up to 6% of the delinquent rent as a
reasonable amount;

+ some disallow fixed-sum late charges as an unenforceable penalty for
being delinquent;

+ some disallow late charges as a forfeiture of money (since the amount
exceeds the costs of collection); and

+ some just disallow late charges altogether as an exercise of their
discretion.

Information on the treatment given by the local trial court judge can be
obtained from an attorney or otherlandlords who have experience appearing
in front of the judge in question.

16 CC §§1950.5(b)(1); 1950.7(c)
17 Garrett, supra
18 CCP §1161(2)

The UD court
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Varying
approaches
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public policy

A system of laws
upheld by local, state
or federal government.
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If the judge will not allow the late charge as part of the amount due from
the tenant, the landlord is best served leaving it out of the three-day notice.
Instead, the landlord’s best practice is to either deduct the late charge they
have demanded from the security deposit (if any remains when refunded),
or pursue collection in a separate action for money. Both of these remedies
avoid the issue of demands placed in the three-day notice.

Thelandlord needs to inquire into the local judge’s behavior first to eliminate
the risk of getting an erroneous judicial determination that late charges or
other amounts due were improperly included in the three-day notice. Such
a judgment will result in a denial of the eviction, requiring an appeal or
renewal of the three-day notice and UD process without the late charge.

Editor’s note — An obvious solution to the inconsistent rules applied to late
charges is public policy legislation defining the nature of late charges and
acceptable limits on time and amounts for recovery of the cost of collecting
delinquent rent. This would provide guidance for all involved in the UD
process.

Late charges for rent should be treated like late charges on mortgages. Both
serve the same economic function — recovery of costs incurred due to the
delayed receipt of funds and resulting collection efforts. The number of
homeowners with mortgage payments is almost equal to the number of
renters with rental payments in California. Both mortgage payments and
rental payments are part of the cost of occupancy and entitled to equivalent
legislative controls.

The landlord needs to first make a written demand on the tenant for
payment of the late charge and include the date when the charge is
payable before the collection can be enforced. If the amount of the late
charge is significantly greater than the landlord’s actual out-of-pocket
losses it is unenforceable.

A late charge is properly sought when pursuing delinquent rent. But
alone, a late charge (or bounced check charge) is a minor breach and will
not independently support a UD action. However, a three-day notice to
pay or quit may include all sums of money which are due and unpaid
under the rental or lease agreement at the time the notice is served,
including any delinquent rent.

late charge notice Pg. 140
late payment clause Pg. 135
public policy Pg. 142
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A prﬁperty manager’s
responsibilities
LD S

After reading this chapter, you will be able to:

+ recognize and act on a property manager's responsibilities; and
+ implement a property manager’s best practices in fulfilling those

responsibilities.
commingling start-up fee
property profile trust account
prudent investor standard trust funds

Property management is an economically viable and personally rewarding
real estate service permitted for real estate licensees. Serious brokers and
agents often turn their attention from an interest in residential sales to the
specialized and more disciplined industry of property management.

A broker's primary objective as a property manager is to oversee the
maintenance of rental property, fill vacancies with suitable tenants, collect
rent and account to the landlord. Thus, a property manager needs to have
time and experience to actively oversee and operate all rental properties
entrusted to their management.

Recall that in California, an individual who acts as a property manager on
behalf of another for a fee needs to hold a valid California Department of Real
Estate (DRE) broker license. Any licensed agent or broker associate involved
acts on behalf of their broker.*

The duty of care a property manager owes a landlord is the same duty of
care a broker in real estate sales owes their sellers and buyers. As a property

1 Calif. Business and Professions Code §§10130, 10131(b)
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Requisite
competence
to manage

trust account
A bank account used to
hold trust funds.

Management
obligations
owed the
landlord

manager, the broker is an agent acting in capacity of a trustee on behalf of
the landlord. Sales agents acting on behalf of the broker perform property
management services as authorized by the broker.

A property manager’s real estate license may be revoked or suspended if the
property manager demonstrates negligence or incompetence in performing
their management tasks. This includes any negligence in the supervision of
their employees, such as the property manager’s licensed employees.?

To be successful in the property management field, a broker needs to first
acquire the minimum knowledge and experience required to adequately
perform their tasks.

A broker acquires property management expertise through:

« courses required to qualify for and maintain a real estate license;3

+ on-the-job training as an agent;

+ experience as a landlord;

+ practical experience in the business management field; and/or

« exposure to related or similar management activities.
Owners can measure how capable a broker will be athandling their properties
by judging the caliber of the broker's management skills. Most owners look

to hire an experienced property manager with well-earned credentials and a
competent staff who will perform to the landlord’s expectations.

Other indicators that a property manager can successfully handle rental
property include:
« prior experience handling and reporting trust account activities;

+ a knowledge of current programs used to record and track activity on
each property managed by the property manager; and

+ a competent staff to perform office and field duties and to quickly
respond to both the landlord’s and the tenants’ needs.

A property manager’s obligations to a landlord include:

+ holding a broker license;
+ diligently performing the duties of their employment;

« sufficient oversight of the broker's employees acting on behalf of the

landlord;

+ handling and accounting for all income and expenses produced by the
property;

+ contracting for services, repairs and maintenance on the property as
authorized;

+ monitoring utility services provided by the landlord;

2 Bus&PC5§510177(9), 10177(h)
3 Bus&P C§§10153.2,10170.5
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+ advertising for prospective tenants;

+ showing the property and qualifying tenants;

+ negotiating and executing rental and lease agreements;

+ responding in a timely manner to the needs of the tenants;
+ evaluating rental and lease agreements periodically;

+ serving notices on tenants and filing unlawful detainer (UD) actions
as needed;

« performing regular periodic property inspections; and
+ keeping secure any personal property.

In addition to these tasks, the property manager needs to also:

« confirm or obtain general liability and workers’ compensation
insurance sufficient to protect the landlord, naming the property
manager as an additionally insured;

+ only obligate the landlord to agreements authorized by the landlord;

+ maintain the property’s earning power, called goodwil];

+ hireand fire resident managers and other on-site employees as needed;
+ comply with all applicable codes affecting the property; and

+ notify thelandlord of any potentially hazardous conditions or criminal
activities affecting the health and safety of individuals on or about the

property.

A property manager has a duty to employ a higher standard of conduct
regarding the operation of a property than a typical landlord might apply.
This standard is called the prudent investor standard.

A prudent investor is a person who has the knowledge and expertise to
determine the wisest conduct for reasonably managing a property. The
prudent investor standard is the minimum level of competency which can
be expected of a property manager by a landlord, whether or not the landlord
is familiar with it.

In contrast, the standards of resident and commercial owners may not
necessarily be based on obtaining the maximum rental income or incurring
only those minimal expenses needed to maintain the long-term income flow
of rents from tenants.

Resident owners are more apt tomaintain property in a condition which they
find personally satisfying, not necessarily in accord with sound economic
principles. They are not often concerned about the effect of the marketplace
on their property’s value until it is time to sell or refinance.

Likewise, the landlord may not have the knowledge or expertise to effectively
manage the property. Most owners of rental income property pursue
unrelated occupations which leave them very little time to concentrate on
the management of their properties.

The prudent
investor
standard

prudent investor
standard

A property
management standard
exemplified by
investor standards
requiring the

efficient and effective
management of rental
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However, property managers are employed to manage property as the
primary occupation in which they have developed some level of expertise.
A landlord’s primary reason for hiring a property manager is to have the
property manager maintain the condition of the property at the least cost
necessary and keep the rental income stable and as high as the market
permits at sound vacancy rates.

Thus, the property manager bases decisions on the need to generate a
reasonable income from the property and incur expenses necessary to
preserve the safety, security and habitability of the property.

To conduct property operations in compliance with the prudent investor
standard, a property manager considers the following factors:

+ the type of the property and its niche in the market;

+ thesocioeconomicdemographics of the area surrounding the property’s
location;

+ the competition currently existing in the local market;
+ the current physical condition of the property; and

+ the existing liens on the property.

The competition in the marketplace includes the manager’s ability to locate
tenants willing and able to pay the desired rent rate.

For example, if there are more tenants seeking space than units available to
rent, the property manager can increase the rent (excluding units covered by
rent control ordinances) and still maintain occupancy levels.

Conversely, if the number of rental units or spaces available exceeds the
quantity of tenants available to occupy them, a property manager has less
pricing power. Special programs to better retain tenants and attract new,
long-term ones may be necessary to keep the units at optimum levels of
occupancy.

The current physical condition (curb appeal) of the property reflects the
attitude of the ownership towards tenants. A property manager needs to
analyze the repairs, maintenance, landscaping and improvements needed
to improve the property’s visual appearance and ambiance. Then, they can
determine the amount of cost involved for the upgrade and the amount of
rent increase the upgrades will bring in. The analytical property manager
works up a cost-benefits analysis and reviews it with the landlord to consider
what will or will not be done.

A prospective tenant’s immediate concern when viewing rental property
will be the lure of the landscaping, the freshness of interior and exterior paint
and the overall care and tidiness of the premises. More importantly, existing
tenants stay or leave based on these observances.
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Along with the condition of the property, a property manager operating
commercial property needs to take a close look at provisions and the status
of the trust deed liens on the landlord’s property. Both the property manager
and the tenants are ultimately affected by the burden existing financing
places on the landlord’s cash flow, and possibly the landlord’s ability to
retain ownership.

A property manager cannot perform economic miracles for a landlord when
payments on the financing encumbering the property are inconsistent with
the property’s capacity to generate a positive cash flow. Worse yet, in some
cases loan payments may consume such a high percentage of rents as to
obstruct payment of maintenance or property management fees.

Also, a thoughtful property manager will apprise the landlord when the
opportunity arises to refinance the property with more advantageously
structured loans. The property manager can charge an additional fee for
soliciting or arranging financing. [See RPI Form 104]

The tenant’s right to possess the property is usually subject to an existing
lender’s right to foreclose and terminate the tenancy. A commercial tenant’s
move-in costs and tenant improvements are at risk of loss if the pre-existing
lender forecloses.

Itisgood practice, and in the property manager’s best interest, to run a cursory
title check on the property they intend to manage.

A title check, commonly called a property profile, is supplied online by
title companies. A property profile will confirm:

+ how ownership is vested and who has authority to employ
management;

+ theliens on the property and their foreclosure status;
+ any use restrictions affecting tenants; and

« comparable sales figures in the area.

Any discrepancy between information provided by the landlord and a
property profile report is to be cleared with the landlord prior to taking over
management of the property.

A property manager’s efforts to locate tenants are documented on a file
activity sheet maintained for each property. This paper trail is evidence the
property manager has diligently pursued activities leading to the renting of
the property. Keeping a file activity sheet reduces the risk of claims that the
property manager failed to diligently seek tenants or operate the property.

For example, any advertisements placed by the property manager focus
on and clearly identify the property to be rented. Since the advertisement

Liens affect
commercial
tenants

Title profile
analysis avoids
surprises

property profile

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

Due diligence
and the paper
trail
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identifies the property, the landlord can be properly billed for the expense of
the advertisement. Whenever an advertisement is placed, a purchase order is
prepared, whether or not the paperwork is given to the publisher or printer.

As in any business, a purchase order contains the dates the advertisement
is to run, the advertising copy, which vendor (newspaper or printer) it was
placed with and the property to be charged. This billing referencing the
purchase order is a written reminder to the property manager of their activity
and which landlord to charge. Computer programs for bookkeeping provide
for the entry, control and printout of this data.

The goal in property management is to make a diligent effort to locate a
tenant and rent the property as quickly as possible.

Failing to set or keep appointments to meet with prospective tenants is
inexcusable neglect. Prospective tenants respond to an advertisement. Thus,
the property manager needs to be available to show them the property,
unless the property has a resident or on-site manager.

When the property manager cannot timely perform or complete the
management tasks undertaken, they need to delegate some of this work load
to administrative employees or resident managers. However, the property
manager needs to maintain constant oversight as their supervisor and
employer.

A property manager may file a small claims action on behalf of the landlord
to recover amounts due and unpaid under a lease or rental agreement if:

+ the landlord has retained the property manager under a property
management agreement ;

+ the agreement was not entered into solely to represent the landlord in
small claims court; and

+ the claim relates to the rental property managed.4

A property manager may also file small claims actions to collect money on
behalf of a homeowners’ association (HOA) created to manage a common
interest development (CID).>

However, in order for the property manager to represent the landlord in a
small claims action, property managers are required to file a declaration in
the action stating the property manager:

+ isauthorized by the landlord to appear on the landlord’s behalf under
a property management agreement; and

+ isnotemployed solely to represent the landlord in small claims court. ¢

Consider a licensed real estate broker who operates a property management
business as a sole proprietorship under an individual license. The broker
managesanapartment complex foralandlord under a property management
agreement.

4 Calif. Code of Civil Procedure §116.540(h)
5 CCP §116.540(i)
6 CCP §116.540(j)
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The property management agreement gives the broker all care and
management responsibilities for the complex, including the authority to:

+ enterinto leases and rental agreements as the landlord;
+ file UD actions; and
+ hire an attorney to handle evictions, if necessary.
The broker signs all lease and rental agreements in their own name as the

lessor under the authority given them in the management contract. The
landlord’s name does not appear on any lease or rental agreement.

A tenant of the complex fails to pay rent under a rental agreement entered
into with the broker. The broker serves a three-day notice to pay rent or quit
the premise on the tenant. [See RPI Form 575]

The tenant does not pay the delinquent rent within three days and remains
on the premises. The broker files a UD action to recover possession by an
eviction of the tenant, appearing as the plaintiff on the UD complaint.

The tenant defends against the eviction by claiming the broker cannot
maintain a UD action to evict the tenant since the broker is not the true
landlord of the real estate or the landlord’s attorney.

Can the broker file and maintain a UD action against the tenant in their own
name?

Yes! The broker may file the UD action even though they are not the true
landlord (owner). The broker entered into the lease agreement and delivered
possession as the lessor, and is now recovering possession from the tenant in
their own name as the lessor.’

As the lessor under the lease, the property manager has the greater right of
possession of the premises than the tenant, even though the owner is known
to be the true landlord.

Thus, as the lessor named on the lease, the property manager can maintain

the UD action against the tenant and recover possession of the premises.

A property manager's frequent, well-documented inspections of property
are nearly as important as their accurate accounting of income and expenses
through their trust account. Inspections determine the:

+ physical condition of the property;
+ availability of habitable units or commercial space; and

+ use of the leased premises by existing tenants.

7 Allen v. Dailey (1928) 92 CA 308

Property
inspections
by the
manager
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There are several key moments when a property manager makes an
inspection of the property:

1.

When the property manager and landlord enter into a property
management agreement.

Any deferred maintenance or defect which might interfere with
the renting of the property is to be discussed with the landlord. The
property manager resolves the discrepancy by either correcting
the problem or noting it is to be left “as is.” Conditions which might
endanger the health and safety of tenants and their guests cannot be
left “as-is.”

When the property manager rents to a tenant.

A walk-through is conducted with a new tenant prior to giving
them occupancy. The property’s condition is noted on a condition of
premises addendum form and signed by the tenant. [See RPI Form
560]

During the term of the lease.

While the tenant is in possession, the property is periodically
inspected by the property manager to make sure it is being properly
maintained. Notes on the date, time and observations are made in the
property management file. File notes are used to refresh the property
manager’s memory of the last inspection, order out maintenance and
evidence the property manager’s diligence.

Two weeks prior to the tenant vacating.

Residential property is inspected prior to termination of possession if
the tenant requests a joint pre-expiration inspection after receiving
the mandatory landlord’s notice of right to a wear and tear analysis.

When the tenant vacates.

The property’s condition is compared against its condition when first
occupied by the tenant. Based on any differences in the property’s
condition, a reasonable amount can be deducted from the tenant’s
security deposit for corrective repairs. These deductions are to be
documented when accounting for the return of the deposit.

Whenthebroker returns managementand possession of the property
back to the landlord or over to another management firm.

Documenting all property inspections helps avoid disputes with the
landlord or tenants regarding the condition of the property when
possession or management was transferred to and from the property
manager.

The property’s condition is noted on a form, such as a condition of property
disclosure, and approved by the property manager and the landlord. The
property manager keeps a copy in the property’s file as part of the paper trail
maintained on the property. [See RPI Form 304]

Inspections that coincide with key events help establish who is responsible
for any deferred maintenance and upkeep, or for any damage to the property.
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On entering into a property management agreement, a broker conducts a
comprehensive review of all lease and rental agreement forms used by the
landlord, including changes and the use of other forms proposed by the
broker.

Also, the competent property manager prepares a worksheet containing the
dates of lease expirations, rent adjustments, tenant sales reports, renewal or
extension deadlines, and grace periods for rent payments and late charges.
Computer programs have made this tracking easier.

Periodic evaluations by the property manager of existing leases and rental
agreements are undertaken to minimize expenses and maximize rental
income. Vacant units are evaluated to determine the type of tenant and
tenancy desired (periodic versus fixed-term), how rents will be established
and which units consistently under-perform.

The amount of rental income receipts is directly related to the property
manager's evaluation of the rents charged and implementation of any
changes. A re-evaluation of rents includes the consideration of factors which
influence the amount to charge for rent. These factors include:

« market changes, such as a decrease or increase in the number of tenants
competing for a greater or lesser availability of units;

+ the physical condition and appearance of the property; and

+ the property’s location, such as its proximity to employment, shopping,
transportation, schools, financial centers, etc.

A property manager's duty includes keeping abreast of market changes
which affect the property’s future rental rates. With this information, they
are able to make the necessary changes when negotiating leases and rental
agreements. The more curious and perceptive the property manager is about
future trends, the more protection the landlord’s investment will likely
receive against loss of potential income.

Obtaining the highest rents available requires constant maintenance
and repair of the property. The property manager is responsible for all the
maintenance and repairs on the property while employed by the landlord.
This responsibility still exists if the property manager delegates the
maintenance of the units to the tenants in lease agreements.

Thus, the property manager's knowledge of the property’s condition prior
to entering into a property management agreement is needed in order to
properly ascertain what maintenance and repairs need to be made or will be
deferred.

Periodic
review of the
leases

Maintenance
and repairs
asa
responsibility
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The responsibility for maintenance includes:

+ determining necessary repairs and replacements;

+ contracting for repairs and replacements;

« confirming completion of repairs and replacements;
+ paying for completed repairs and replacements; and

+ advising the landlord about the status of repairs and replacements in a
monthly report.

Different types of property require different degrees of maintenance and
upkeep. For instance, a commercial or industrial tenant who occupies
the entire (commercial) property may agree in their lease to perform all
maintenance and upkeep of the property.

The broker, as the property manager, then has a greatly reduced role in the
care and maintenance of the property. The property manager simply oversees
the tenant to confirm they are caring for the property and otherwise fully
performing under the terms of the lease agreement.

On the other hand, consider an HOA requirement that maintains common
areas for the benefit of the homeowners within a CID. The HOA hires a
property manager to undertake these duties. A property manager acting on
behalf of an HOA exercises a high degree of control over the maintenance
and upkeep of the property and the security of the occupants.

Usually, landlords set a ceiling on the dollar amount of repairs and
maintenance the property manager has authority to incur on behalf of the
landlord. The property manager does not exceed this dollar ceiling without
the landlord’s consent even though the landlord receives a benefit from the
expenditure.

A property manager needs to disclose to their employing landlord any
financial benefit the property manager receives from:

+ maintenance or repair work done by the property manager’s staff; or

« any other materials purchased or services performed.
Thus, the property manager prepares a repair and maintenance disclosure
addendum and attaches it to the property management agreement. This
addendum needs to cover information such as:

+ thetypes of repairs and maintenance the manager’s staff will perform;

+ hourly charges for jobs performed;

+ costs of workers’ compensation and method for charging the landlord;

+ any service or handling charges for purchasing parts, materials or
supplies (usually a percentage of the cost);

+ whether the staff will perform work when they are available and
qualified, in lieu of contracting the work out (i.e., no bids will be taken);
and
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+ to what extent repairs and maintenance will generate net revenue
for the management company, constituting additional income to the
property manager.

To eliminate the risk of accepting undisclosed profits, the property manager
makes a written disclosure of any ownership interests or fee arrangements
they may have with vendors performing work, such aslandscapers, plumbers,
etc.

Any undisclosed profit received by the property manager for work performed
by the property manager or others on the landlord’s property is improperly
received and needs to be returned to the landlord. [See RPI Form 119]

Additionally, the landlord can recover any other brokerage fees they have
already paid when the property manager improperly or intentionally takes
an undisclosed profit while acting as the landlord’s agent.®

Thewayapropertyisoperated developsgoodwill with tenants. Economically,
goodwill equates to the earning power of the property. A property manager
in the ordinary course of managing property will concentrate on increasing
the intangible image — goodwill — of the property.

Goodwill is maintained, and hopefully increased, when the property
manager:

+ cares for the appearance of the property;

+ maintains an appropriate tenant mix (without employing prohibited
discriminatory selection); and

+ gives effective and timely attention to the tenants’ concerns.

A prudent property manager makes recommendations to the landlord about
maintaining the property to eliminate any accumulated wear and tear,
deterioration or obsolescence. Thus, they help enhance the property’s “curb
appeal.”

The manager who fails to promptly complete necessary repairs or correctly
maintain the property may be impairing the property’s goodwill built
up with tenants and the public. Allowing the property or the tenancies to
deteriorate will expose the property manager to liability for the decline in
revenue.

To accommodate the flow of income and expenditures from the properties
and monies they manage, the property manager maintains a trust account
in their name, as trustee, at a bank or financial institution.’

Generally, a property manager receives a cash deposit as a reserve balance
from the landlord. The sum of money includes a start-up fee, a cash reserve
for costs and the tenants’ security deposits.

8 Jerry v. Bender (1956) 143 CA2d 198
9 10 Calif. Code of Regulations §2830
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A start-up fee is usually a flat, one-time management fee charged by the
property manager to become sufficiently familiar with the property and its
operations to commence management activities.

The cash reserve is a set amount of cash the landlord agrees to maintain as
a minimum balance in the broker's trust account. The cash reserve is used to
pay costs incurred when costs and loan payments exceed income. Security
deposits are additional to the client’s cash reserves.

The property manager needs to insist all security deposits previously
collected from existing tenants are deposited into the property manager's
trust account.

The security deposits are accounted for separately from other funds in
the trust account, though this is not required. Security deposits belong to
the tenant and need to be returned, less reasonable deductions, with an
accounting within 21 days after a residential tenant’s departure, or 30 days
after a commercial tenant’s departure.®

A property manager is required to deposit all funds collected on behalf of
a landlord into a trust account within three business days of receipt. These
funds are called trust funds. Trust funds collected by a property manager
include:

+ security deposits;
+ rents;
« cashreserves; and

« start-up fees.

All accounts need to be maintained in accordance with standard accounting
procedures. These standards are best met by using computer software
designed for property management.*?

Also, withdrawals from the trust fund account cannot be made by the
landlord, only by the property manager.

However, a property manager can give written consent to allow a licensed
employee or an unlicensed employee who is bonded to make withdrawals
from the trust account.®

No matter who the property manager authorizes to make the withdrawal, the
property manager alone is responsible for the accurate daily maintenance of
the trust account.*

The property manager's bookkeeping records for each trust account
maintained at a bank or thrift need to include entries of:

+ the amount, date of receipt and source of all trust funds deposited;

10 Calif. Civil Code §1950.5(g)(1); 1950.7(c)(1)

11 Bus & P C §10145(a); Department of Real Estate Regulations §2832
12 DRE Reg. §2831

13 DRE Reg. §2834(a)

14 DRE Reg. §2834(c)
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« the date the trust funds were deposited in the trust account;

+ thedate and check number for disbursements of trust funds previously
deposited in the trust account; and

+ the daily balance of the trust account.’s

Entries in the general ledger for the overall trust account need to be in
chronological order and in a column format. Ledgers may be maintained in
a written journal or one generated by a computer software program.®

In addition to the general ledger of the entire trust account, the property
manager needs to maintain a separate subaccount ledger for each landlord
they represent. Each subaccount ledger needs to account for all trust funds
deposited into or disbursed from a separate landlord’s trust account.

Each separate, individual subaccount ledger needs to identify the parties to
each entry and include:

+ the date and amount of trust funds deposited;

« thedate, check number and amount of each related disbursement from
the trust account;

+ the date and amount of any interest earned on funds in the trust fund
account; and

+ the total amount of trust funds remaining after each deposit or
disbursement from the trust account.’”

Like the general ledger for the entire trust account, entries in each client’s
subaccount record need to also be in chronological order, columnized and on
a written or computer journal/ledger.’®

If a property manager or their employees delay the proper maintenance
of a trust account, the property manager is in violation of their duty to the
landlord to maintain the trust account. This violation places the broker'’s
license at risk of loss or suspension.

To avoid jeopardizing the status of the property manager’s license due to a
mishandling of the trust account, the property manager needs to:

« deposit the funds received, whether in cash, check or other form of
payment, within three business days;*
« keep trust fund account records for three years after the transaction;*

+ keep a separate ledger or record of deposits and expenditures itemized
by each transaction and for each landlord;* and

« keep accurate trust account records for all receipts and disbursements.>

15 DRE Reg. §2831(a)
16 DRE Reg. §2831(c)
17 DRE Reg. §2831.1
18 DRE Reg. §2831.1(b)
19 DRE Reg. §2832

20 Bus& P C§10148

21 DRE Reg. §2831.1
22 DRE Reg. §2831
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Tied to the property manager’s duty to properly maintain their trust account
is the duty to account to the landlord.

Alllandlords are entitled to a statement of accounting no less than at the end
of each calendar quarter (i.e.,, March, June, September and December).

The accounting is to include the following information:

+ the name of the property manager;

« the name of the landlord;

« adescription of the services rendered;

« theidentification of the trust fund account credited;

+ the amount of funds collected to date;

+ the amount disbursed to date;

+ theamount, if any, of fees paid to field agents or leasing agents;
+ the overhead costs; and

+ abreakdown of the advertising costs, a copy of the advertisement, the
name of the newspaper or publication and the dates the advertisement
ran.

Also, the property manager needs to give a full accounting when the
property management agreement expires or is terminated. Any discrepancy
or failure by the property manager to properly account for the trust funds
will be resolved against them and in favor of the landlord. Even if the
property manager’s only breach is sloppy or inaccurate accounting, they are
responsible as though misappropriation and commingling occurred.

Although the property manager is required to account to the landlord
no less than once each calendar quarter, best practices call for a monthly
accounting. They may then rightly collect their fee at the end of each month
after they have fully performed and their fee is due. In this way, the property
manager can avoid the receipt of advance fees. Accounting for the collection
of advance fees requires a DRE-approved form.*

When a property manager places funds into a trust account, they need
to diligently manage the account to avoid claims of mishandling,
misappropriation or commingling the landlord’s funds with the property
manager’s personal funds.

Consider a landlord who hires a broker to act as a property manager. In
addition to paying for expenses and costs incurred, the property manager is
instructed and authorized to pay the monthly mortgage payments.

The property manager locates a tenant and collects the initial rent and
security deposit. After depositing the funds in the property manager’s trust
account, but prior to disbursing the loan payment, the property manager
withdraws:

« theleasing fee for locating the tenant; and

23 Bus& P C§10146



Chapter 16: A property manager’s responsibilities 157

+ the monthly property manager's fee.

Both fees are due the property manager for work completed under the
property management contract.

However, the withdrawal of the property manager’s fees leaves insufficient
fundsin the trust account to make the authorized loan payment. The property
manager then issues a check on funds held in one of the property manager’s
personal accounts to make the landlord’s mortgage payment. However, this
account also has insufficient funds.

Meanwhile, the lender sends the landlord a late payment notice for the
loan delinquency. The landlord immediately contacts the property manager
regarding the delinquent payment. The property manager says they will
cover it and does so.

More than three months later, the landlord terminates the property
management agreement.

Continuing the previous example, the property manager sends a closing
statement on the account containing some erroneous deductions. The closing
statement is the only accounting the property manager ever prepared for the
landlord.

Afterdiscussion with the landlord, the property manager corrects the errorsin
the closing statement, issues the landlord a check for the remaining balance,
closes the account and destroys the landlord’s file.

Later, the landlord files a complaint with the DRE regarding the property
manager.

The DRE investigates and concludes the property manager breached their
agency duties. The property manager issued a check for a loan payment
from an account other than the trust account, an activity that automatically
constitutes commingling of the property manager’s personal funds with
trust funds.

Also, the property manager knew they had insufficient funds when they
issued the check. This constituted a dishonest act.

In addition, the property manager failed to accurately account for funds
taken in or expended on behalf of the landlord. Worse, the property manager
neglected their duty to provide an accounting at least every quarter.

Finally, the property manager destroyed the records prior to the expiration of
the three-year minimum record keeping requirement. Based on these many
violations, the DRE properly revokes the property manager's real estate
broker license.*

24 Apollo Estates Inc. v. Department of Real Estate (1985) 174 CA3d 625
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Abroker who operates a real estate sales office, in conjunction with a property
management operation, has a potential conflict of interest that may need to
be disclosed to their clients.

For example, a creditworthy prospective tenant responding to a rental
advertisement might be swayed by the broker's sales staff to purchase a
residence instead of renting. Sales fees are typically greater than leasing fees
for the time spent. Conversely, sales fees are one-shot fees, not continuously
recurring fees.

Any active attempt to convert a prospective tenant to a buyer when the
prospect has responded to a rental advertisement paid for by a landlord or
provided as part of the property management services, suggests improper
conduct. The broker's conduct may range from “bait and switch” techniques
with prospective tenants to diverting the landlord’s existing tenants through
efforts purportedly expended on the landlord’s behalf or interfering with the
landlord’s best interests.

A property manager needs to be careful to keep their sales and management
operations sufficiently separate from one another. They need to diligently
pursue rental or lease agreements with creditworthy tenants who apply to
rent. The conflict of interest arising when a client seeks the same or different
purposes does not bar a broker from conflicting activities so long as the
conflict has been timely and properly disclosed. [See RPIForm 527]

The landlord comes first. The broker’s concern for greater fees comes second.

A property manager employs a higher standard of conduct regarding
their operation of a property than a typical landlord might. The property
manager also applies this higher standard of conduct when overseeing
the maintenance of rental property, filling vacancies with suitable
tenants, collecting rent and accounting to the landlord.

All trust accounts need to be maintained in accordance with standard
accounting procedures. A property manager needs to diligently manage
all accounts to avoid claims of mishandling, misappropriation or
commingling of funds. The property manager is also responsible for
providing a statement of account to the landlord.

commingling Pg. 156
property profile Pg- 147
prudent investor standard Pg- 145
start-up fee Pg. 154
trust account Pg. 144

trust funds Pg- 154
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Security deposits and
pre-expiration inspections

After reading this chapter, you'll be able to:

+ apply security deposit rules controlling residential and
commercial landlords; and

+ manage the residential tenant’s right to a pre-expiration
inspection.

final inspection rent
itemized statement of deductions  security deposit
joint pre-expiration inspection statement of deficiencies

Both commercial and residential landlords prudently require a tenant to pay
the first month’s rent and make a security deposit as a requisite to entering
into a rental or lease agreement. [See RPI Forms 550 and 552]

The security deposit providesa source of recovery formoneylossesincurred
due to a default on obligations agreed to in the rental or lease agreement.
Tenant monetary obligations include:

* payingrent;

+ reimbursing the landlord for expenses incurred due to the tenant’s
conduct;

+ maintaining the premises during occupancy; and

+ returning the premises in the same level of cleanliness as existed at the
time possession was initially taken, less ordinary wear and tear.

The amount of security deposit the residential landlord may demand and
receive is controlled by law. Further, the amount of any security deposit
is greatly influenced by the current condition of the local residential and
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commercial market. If competition is tight, a landlord may be forced to
lower the security deposit amount required to attract tenants. Aggressively
competitive landlords are less likely to require a security deposit. However,
this exposes them to an increased risk of loss if the tenant defaults.

Any monies handed to a residential landlord by a tenant on entering into a
rental or lease agreement is characterized as one of the following:

- rent;
* asecurity deposit;
- a waterbed administrative fee; or

+ atenantscreening fee for processing an application.!

Rent is compensation, usually paid periodically, received by a landlord in
exchange for the tenant’s use, possession and enjoyment of the property.>

Editor’'s note — Rent by agreement also includes amounts due from a tenant
in paymentof late charges on delinquent rent, and bounced check charges.3

Residential tenants, unlike commercial tenants, lack sufficient bargaining
power when negotiating a rental or lease agreement. To prevent residential
tenants from abuse, California public policy and laws limit the amount of
security deposits a residential landlord may demand and collect from a
tenant.

Residential landlords are prohibited from demanding or receiving a security
deposit greater than the amount of one month’s rent — regardless of
whether the unit is furnished or unfurnished.*

However, thelandlord may collecta security depositequal totwomonths'rent
when the landlord:

+ is a natural person or a limited liability company (LLC) consisting
solely of natural persons; and

+ owns no more than two residential rental properties consisting of no
more than four rental units total.

The exception: when the tenant is a service member, landlords (including
mom-and-pop landlords) may not charge the tenant for a security deposit
amounting to more than one month'’s rent for an unfurnished unit, or two
months’ rent for a furnished unit.

Further, the landlord may not refuse to rent a unit to a service member due
to this restriction on security deposits.’

Calif. Civil Code §§1940.5(g); 1950.5(b); 1950.6(b)

Telegraph Ave. Corporation v. Raentsch (1928) 205 C 93
Canal-Randolph Anaheim, Inc. v. Wilkoski (1978) 78 CA3d 477
Calif. Civil Code §1950.5(c)

CC§1950.5(c)(4)

CC §1950.5(c)(2)

CC8§1950.5(c)(2)

N owu s w N e
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Landlords often try to “mask” refundable security deposit funds by giving
them names such as “nonrefundable deposit”, “cleaning charge” or “last
month’s rent.” However, any advance funds in excess of the first month'’s
rent, screening fees and waterbed administrative fees, no matter how the
fees are characterized by the residential landlord, are classified as security

deposits, subject to the above limits.

A residential landlord has limited authority to also demand and collect a
pet deposit as part of the maximum security deposit allowed if the tenant is
permitted to keep one or more pets in the unit. However, the total advance
funds, including the pet deposit, may still not exceed the above limits.

Any funds received and recharacterized as a security deposit are refundable
when the tenant vacates, less permissible deductions.

The amount of a residential security deposit demanded of tenants need to
be uniform based on either the amount of the rent charged or the tenant’s
creditworthiness.

If the security deposit is based on a tenant’s creditworthiness, the landlord
needs to establish clear and precise standards for the different levels of
creditworthiness (such as credit scoring) they use in the selection of tenants.
Further, the security deposit amount set for each level of creditworthiness is
to be applied to every prospective tenant who falls within each level. *°

Further, a landlord cannot require higher security deposits for tenants
with children than for tenants without children as this is a prohibited
discriminatory act. Any increase in a security deposit for larger versus smaller
families is also a prohibited discriminatory practice.”

An additional security deposit may be demanded and collected when a
tenant maintains a waterbed in an unfurnished rental unit.

This waterbed deposit cannot exceed an amount equal to one-half month'’s
rent. This waterbed deposit is in addition to the first month’s rent and the
maximum permissible security deposit.

The landlord may also charge a reasonable fee to cover administrative costs
of processing the waterbed arrangements.*

A commercial landlord has the discretion to set security deposit amounts
under a rental or lease agreement. Amounts set for commercial deposits are
generally based on the tenant’s type of operations and the accompanying
risks of damage they pose to the leased property.

8 CC §81940.5; 1950.5(b), (c); 1950.6

9 CC81950.5(c)

10 24 Code of Federal Regulations §100.60(b)(4)

11 Calif. Government Code §12955(a); 24 CFR §100.65
12 CC §1940.5(g)

The additional
waterbed
deposit
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Case in point

Consider a residential landlord who locates a creditworthy tenant. In addition to the
. advance payment of the first month’s rent, the landlord requires a security deposit
To defer the first equal to one month’s rent.

month’s rent

The tenant asks the landlord if they can pay half the security deposit in advance and the
other half with the second month’s rent. The tenant is unable to pay the security deposit
in full until they receive their security deposit refund from their current landlord.

The landlord wants this applicant as a tenant and is willing to extend the credit.

To be cautious, the landlord structures receipt of the tenant’s funds as payment of
the entire security deposit and half of the first month’s rent. The tenant will pay the
remaining half of the first month’s rent with payment of the second month’s rent.

Thus, if the tenant fails to pay the second month’s rent and the remainder of the first
month’s rent when due, the landlord may serve the tenant with a three-day notice to
pay rent or quit. Then, if the tenant vacates, the landlord may deduct all rents accrued
and due from the security deposit. The reason: an unpaid portion of the security deposit
cannot be collected while unpaid rent can be collected by deduction from the security
deposit.

Conversely, consider a landlord who allows a tenant to allocate their initial payment on
the lease to one full month’s rent paid in advance, with payment of the balance due on
the security deposit spread over two or more months.

Here, if the tenant fails to pay the promised installments of the security deposit, the
default is not considered a material breach of the lease or rental agreement. A material
breach is necessary before an unlawful detainer (UD) action based on service of a
three-day notice to perform can proceed to an eviction. A security deposit is not rent,
although it is an amount “owed” to the landlord.

The landlord is protected by classifying the initial advance payment as fully prepaying
the security deposit. The security deposit then covers any default in the promise to pay
deferred rent.

A tenant’s breach needs to be material and relate to the economics of the rental
agreement or lease, such as a failure to pay rent, before the landlord can justify service
of a three-day notice. However, while they are considered “rent”, a failure to pay late
charges, returned check charges and deferred security deposit is considered a minor
breach. Thus, failure to pay these amounts does not justify the serving of a three-day
notice to quit.

Failure to deliver rent and other amounts regularly paid to the landlord, such as
CAMs on commercial leases, is a material breach supporting forfeiture of the tenant’s
leasehold and right of possession of the property. [Baypoint Mortgage v. Crest Premium
Real Estate Investments Retirement Trust (1985) 168 CA3d 818 ]

For instance, a small services firm may pay an amount equal to one month'’s
rent as a security deposit, to cover a default in rent. On the other hand, a
photography studio which uses chemicals in its rendering of services may
be asked to pay an amount equal to two or more month’s rent.

Editor’'s note — A photography studio tenant, laundry facility or other users
of chemicals needs to be required to provide insurance coverage for losses
due to toxic conditions created on the property.
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Like all other terms in a commercial lease, the amount of the security deposit
is negotiable between the commercial landlord and the tenant prior to
entering into the lease.

When the availability of unfurnished residential units is tight, residential
landlords often require all prospective tenants to advance the maximum
permissible amount of rent and security deposit. Landlords charge maximum
amounts upfront in hopes of preventing less solvent tenants from renting
their units.

Forresidentialrentals, thefirstand lastmonth’srentarelegallyrecharacterized
as the first month's rent and a security deposit equal to one month's rent.’s

Commercial landlords typically require an advance payment of both the
first and last month's rent on a lease. They do so without considering that an
advance payment of the last month’s rent is economically equivalent to a
security deposit, as is mandated by residential rental rules.

Now consider a residential tenant who pays the first month’s rent and a
security deposit equal to one month’s rent.

When the last month’s rent becomes due, the tenant does not pay it. The
tenant knows the defaulted payment of rent will be deducted from his
security deposit. This is a permissible use of the security deposit by the
landlord. The landlord does not attempt to have the tenant evicted since
the tenant will vacate before an eviction under an unlawful detainer (UD)
action is processed.

On expiration of the lease, the tenant vacates the unit. Due to excess wear
and tear on the unit inflicted by the tenant, repairs and replacements are
required before the unit can be re-rented.

However, after deducting the unpaid last month’s rent from the security
deposit, no money remains to reimburse the landlord for the cost of the
repairs.

The recovery of the repair costs is limited to a demand on the tenant for
payment. If unpaid, a small claims court action may be used to enforce
collection.

If the landlord requires advance payment on the first and last month's rent
but no security deposit, a similar demand is made on the tenant for payment
of repair costs.

13 CC §1950.5(c)

The
problematic
last month’s
rent
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Form 567-1

Notice of Right

to Request NOTICE OF RIGHT TO REQUEST
a Joint Pre- A JOINT PRE-EXPIRATION INSPECTION
EXpI ration NOTE: This form is used by a property manager or landlord when a residential tenant will be vacating their unit, to notify
| ns peCtiO n the tenant of their right to request a joint pre-expiration inspection of the premises they occupy and receive a statement of
deficiencies itemizing the repairs and cleaning necessary to be remedied or eliminated by the tenant to avoid a deduction
of their costs from the security deposit.
DATE: 20 at California.
Page 1 Of 2 To Tenant:
Items left blank or unchecked are not applicable.
FACTS:
1. You are a Tenant under a rental or lease agreement
1.1 dated at California,
1.2 entered into by as the Tenant,
1.3 and as the Landlord,
1.4 regarding real estate referred to as
1.5 which tenancy expires 20,
NOTICE:

2. You are hereby advised of your right to request and be present at a pre-expiration inspection of the premises you
occupy, and at the time of the inspection, be given Landlord’s itemized statement of deficiencies specifying repairs and
cleaning which will be the basis for deduction from your security deposit. [See RPI Form 567-3]

2.1 The purpose for the inspection and the statement of deficiencies is to give you the opportunity to remedy or
eliminate the itemized deficiencies before vacating to avoid a deduction of their cost from your security deposit.

2.2 The inspection, if requested by you, may be scheduled no earlier than two weeks before the expiration of your
tenancy, and is separate from Landlord’s final inspection and accounting for your security deposit within 21 days
after you vacate.

2.3  If you do not request a pre-expiration inspection, no inspection will be made prior to the final inspection after you
vacate.

3. You may request an inspection at any time after you are given this notice by preparing the form attached to this notice
and giving it to Landlord or their agent.

3.1 On Landlord’s receipt of your request, Landlord will attempt to set a mutually agreeable date and time for the
inspection.

3.2 On Landlord’s receipt of your request, you will be given a written 48-hour notice of entry advising you of the date
and time scheduled by Landlord for the inspection.

4. On completion of the scheduled inspection, whether or not you are present, Landlord or their agent will hand you or
leave on the premises a copy of an itemized statement of deficiencies specifying repairs and cleaning which will be the
basis for deductions from your security deposit, unless you remedy or eliminate them prior to your vacating on or before
your tenancy expires.

4.1 Once you have requested an inspection you may withdraw the request at any time prior to the inspection.

5. Notice: State law permits former Tenants to reclaim abandoned personal property left at the former address of the
Tenant, subject to certain conditions. You may or may not be able to reclaim property without incurring additional costs,
depending on the cost of storing the property and the length of time before it is reclaimed. In general, these costs will
be lower the sooner you contact your former Landlord after being notified that property belonging to you was left behind
after you moved out.

Date: ,20 _
Landlord/Agent: CalBRE #:

Signature:
Address:

Phone: Cell:
Fax:
Email:

------------------------------------------------------------- PAGE 1 OF 2 — FORM 567-1 - === -== === === e e e me oo e eme oo

Landlord Security deposits are held by the landlord as impounds. The funds belong to
treatment the tenant who advanced them and are to be accounted for by the landlord.*

of security However, while the security deposit belongs to the tenant, a landlord may

. commingle the funds with other monies in a general business account. No

dOpOSItS trust relationship is established when a landlord holds a tenant’s security
deposit.’s

14 CC 881950.5(d); 1950.7(b)
15 Korens v. R.W. Zukin Corporation (1989) 212 CA3d 1054
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------------------------------------------------------------- PAGE 2 OF 2 — FORM 567-1 == -= ==« == === s e e oo

NOTICE OF RIGHT TO REQUEST
A JOINT PRE-EXPIRATION INSPECTION

DATE: 20 at
To Landlord:

1. |, the Tenant, hereby request an inspection at the earliest possible date and time during the two-week period prior to the
expiration or termination of my tenancy.
2. The dates | prefer for an inspection during normal business hours include

California.

3. lunderstand you will give me a 48-hour notice prior to the inspection.
Address of the premises
Tenant's name

Signature
Daytime telephone number
Email

FORM 567-1 01-13 ©2016 RPI — Realty Publications, Inc., P.O. BOX 5707, RIVERSIDE, CA 92517

However, some local rent control ordinances require residential landlords
to pay interest at or below bank savings account rates to tenants on their
security deposits.

A residential landlord is to notify a tenant in writing of the tenant’s right to
request a joint pre-expiration inspection of their unit prior to the tenant
vacating the unit.

Editor's note— The noticeofrightto requestajoint pre-expiration inspection
needsto also contain a statement notifying residential tenants of their right
to reclaim abandoned personal property.

However, unless the tenant requests an inspection after receiving the notice,
the landlord and their agents are not required to conduct an inspection or
prepare and give the tenant a statement of deficiencies before the tenancy
expires and the tenant vacates.

The notice requirement does not apply to tenants who unlawfully remain in
possession after the expiration of a three-day notice to pay/perform or quit.

The purpose for the joint pre-expiration inspection, also called an initial
inspection, is to require residential landlords to advise tenants of the repairs
or conditions the tenant needs to perform or maintain to avoid deductions
from the security deposit.

When a residential tenant requests the pre-expiration inspection in response
to the notice, thejoint pre-expiration inspection is to be completed no earlier
than two weeks before the expiration date of:

« thelease term; or

165

Form 567-1

Notice of Right
to Request

a Joint Pre-
Expiration
Inspection

Page 2 of 2

Joint pre-
expiration
inspections
and the
deposit

joint pre-expiration
inspection

An inspection
conducted by a
residential landlord

to advise a tenant of
the repairs the tenant
needs to perform to
avoid deductions from
the security deposit.
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Form 567-3
STATEMENT OF DEFICIENCIES
Statement Of ON JOINT PRE-EXPIRATION INSPECTION
Deficiencies
NOTE: This form is used by a property manager or landlord when conducting a joint pre-expiration inspection of a leased
on Joint Pre- premises, to provide the tenant an itemization of the repairs and cleaning necessary to be remedied or eliminated by the
. ) tenant to avoid a deduction of their costs from the security deposit.
Expiration
o DATE: 20 at California.
Inspection To Tenant:
Items left blank or unchecked are not applicable.
FACTS:
Page 1 Of 2 1. On this date, a pre-expiration inspection was conducted by Landlord on the premises and appurtenances which are the
subject of a rental or lease agreement
1.1 dated at California,
1.2 entered into by as the Tenant(s),
and as the Landlord,

1.3 regarding real estate referred to as

1.4 Tenant was present and given a copy of this statement prepared and signed by Landlord or their agent.
15 Tenant was not present and a copy of this statement prepared and signed by Landlord or their agent was left
inside the premises.
2. The tenancy under the rental or lease agreement expires on 20 by which date you are to

vacate the premises.

3. NOTICE TO TENANT:

3.1 You have until the date for expiration of your tenancy to remedy or eliminate the repairs and cleaning specified
in this Statement of Deficiencies to avoid the deduction from your security deposit of the cost to repair and clean
the identified deficiencies.

3.2 Unobservable conditions or conditions which occur after the pre-expiration inspection requiring repair and
cleaning will be deducted from your security deposit after the final inspection by Landlord or their agent.

STATEMENT OF DEFICIENCIES:

4. The following itemized list of identified deficiencies in repairs and cleaning will be the basis for deductions from your
security deposit, unless remedied or eliminated by you prior to vacating and later confirmed by Landlord or their agent
during a final inspection after you vacate.

4.1 Damage to the premises and appurtenances caused by Tenant or their guests, other than ordinary wear and tear,
which needs to be repaired are listed as follows:

4.2  Cleaning which needs to be performed to bring the premises up to the level of cleanliness which existed on
commencement of the tenancy is listed as follows:

rrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrr PAGE 1 OF 2 — FORM 567-3 «-= - - == === === - m e m s e e m e oo oo

+ a3o-day notice to vacate initiated by either the landlord or the tenant.*
[See Form 567-1 accompanying this chapter]

Ideally, the notice advising the tenant of their right to a joint pre-expiration
inspection is given to the tenant at least 30 days prior to the end of the lease
term. In the case of a rental agreement, the notice is provided immediately
upon receiving or serving a 30-day notice to vacate.

A period of 30 days allows the tenant time to request and prepare for the
inspection. After the inspection, the tenant has time to remedy any repairs or
uncleanliness the landlord observes during the inspection. Thus, the tenant
is provided time to avoid a security deposit deduction.

16 CC §1950.5(f)(1)
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------------------------------------------------------------- PAGE 2 OF 2 — FORM 567-3 === === === = = e e e et oo o oo e oo
5. The following recitals are excerpts from Civil Code §1950.5 regarding security deposits:

5.1 1950.5(b) As used in this section, “security” means any payment, fee, deposit or charge, including, but not limited
to, any payment, fee, deposit, or charge, except as provided in Section 1950.6, that is imposed at the beginning
of the tenancy to be used to reimburse the landlord for costs associated with processing a new tenant or that is
imposed as an advance payment of rent, used or to be used for any purpose, including, but not limited to, any of
the following:

(1) The compensation of a landlord for a tenant’s default in the payment of rent.

(2) The repair of damages of the premises, exclusive of ordinary wear and tear, caused by the tenant or by a
guest or licensee of the tenant.

(3) The cleaning of the premises upon termination of the tenancy necessary to return the unit to the same
level of cleanliness it was in at the inception of the tenancy. The amendments to this paragraph enacted
by the act adding this sentence shall apply only to tenancies for which the tenant’s right to occupy begins
after January 1, 2003.

(4) To remedy future defaults by the tenant in any obligation under the rental agreement to restore, replace, or
return personal property or appurtenances, exclusive of ordinary wear and tear, if the security deposit is
authorized to be applied thereto by the rental agreement.

5.2 1950.5(d) Any security shall be held by the landlord for the tenant who is party to the lease or agreement. The
claim of a tenant to the security shall be prior to the claim of any creditor of the landlord.

Date: , 20 _

Landlord/Agent: CalBRE#:

Signature:
Address:

Phone: Cell:
Email:

FORM 567-3 03-11 ©2016 RPI — Realty Publications, Inc., P.O. BOX 5707, RIVERSIDE, CA 92517

When the landlord receives the tenant’s oral or written request for a pre-
expiration inspection, the landlord serves a written 48-hour notice of entry
on the tenant stating:

+ the purpose of entry as the pre-expiration inspection; and
+ thedate and time of the entry.

Ifthelandlord and tenant cannot agree to the date and time of the inspection,
thelandlord may set the time. However, if a mutually acceptable time for the
inspection is within 48 hours, a written waiver of the notice of entry is to be
signed by both the landlord and tenant.

When the waiver is signed, the landlord may proceed with the inspection.””
[See RPI Form 567-2]

Following service on the tenant of the 48-hour notice, the landlord may
inspect the property whether or not the tenant is present, unless the tenant
has previously withdrawn their request for the inspection.

On completion of the joint pre-expiration inspection, the landlord needs to
give the tenant an itemized statement of deficiencies. In it, the landlord
specifies any repairs or cleaning which need to be completed by the tenant
to avoid deductions from the security deposit.

Also, the itemized statement of deficiencies is to contain the contents
of subdivisions (b) and (d) of Calif. Civil Code §1950.5. [See Form 567-3
accompanying this chapter]

17 CC§1950.5()(1)

Form 567-3
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on Joint Pre-
Expiration
Inspection

Page 2 of 2
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A document the
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cleaning which need
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the tenant to avoid
deductions from the
security deposit.
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Form 585

Security Deposit
q ang SECURITY DEPOSIT DISPOSITION
DlSpOSItlon ON VACATING RESIDENTIAL PREMISES

on Vacating

R d . I NOTE: This form is used by a residential property manager or landlord when a tenant has vacated a premises and the
esl ent|a landlord holds the tenant's security deposit, to provide the tenant with an itemized statement within 21 days of vacating
of the security deposit's disposition and documentation of charges deducted.

Premises
DATE: 20 at California.
TO TENANT:
Items left blank or unchecked are not applicable.
FACTS:
1. This is notice to Tenant of any Landlord deductions from the security deposit under the following agreement:
Residential lease agreement Occupancy agreement
Reseidential rental agreement
1.1 dated 20 at California,
1.2 entered into by as the Landlord,
1.3 and as the Tenant,

1.4 regarding residential premises referred to as
DISPOSITION OF DEPOSIT:
2. Under the above referenced agreement, Tenant handed Landlord a security

depositinthe amount of . . .. ... $.
3. The following deductions have been made by Landlord from the security deposit:
3.1 Repair of damages Cost
a. $
b. $
3.2 Necessary cleaning of the premises Cost
a. $
b. $
3.3  Delinquent or holdover rent Amount
a. From To $
3.4 Replacement/repair of lost or damaged furnishings Cost
a. $
3.5 TOTAL deductions from security deposit (ine 2 lessline3.4). . .. ...................... (-)$.
4. BALANCE DUE TENANT:
4.1 Balance of security deposit remaining after deductions (ine 2 lessline3.4). . . . ............. $
4.2 Interest on the security deposit from to
at Yo PEIANNUM . . ..ottt et e e e (+)$.
4.3  Balance due Tenant is refunded in the amount of (ine4.1plusline4.2) . . . .. ............... $

by Landlord / Agent's check #
5. AMOUNT DUE LANDLORD:

51 The amount due Landlord after deductions (ine 2lessline3.5). . . . .. oo vvvennennenaen. $.
5.2  Less interest on the security deposit from to
at Yo PEI @NNUM . . ..ottt e e

5.3 Tenant to hand or mail Landlord/Agent the balance due of (ine 5.1 less line 5.2)
This statement is true and correct.
Date:
Landlord/Agent: CalBRE #:
Signature:
Address:
Phone: Cell:
Email:

FORM 585 01-13 ©2016 RPI — Realty Publications, Inc., P.O. BOX 5707, RIVERSIDE, CA 92517

The landlord’s pre-expiration inspection statement needs to be prepared at
the time of the inspection and delivered to the tenant by either:

+ handing the statement directly to the tenant if they are present at the
inspection; or

+ leaving the statement inside the premises at the time of the inspection
if the tenant is not present.*®

18 CC §1950.5(f)(2)



Chapter 17: Security deposits and pre-expiration inspections 169

If the tenant chooses to withdraw their request for an inspection after
submitting it, the landlord needs to send a memo to the tenant confirming
the tenant’s decision to withdraw. [See RPI Form 525]

Editor’s note — The completion of a pre-expiration inspection statement by
the landlord does not bar the landlord from deducting other costs from the
security deposit for:

+ any damages noted in the joint pre-expiration inspection statement
which are not cured;

+ any damages which occurred between the pre-expiration inspection
and termination of the tenancy; or

+ any damages not identified during the pre-expiration inspection due
to the tenant’s possessions being in the way.*

Within a window period of 21 days after a residential tenant vacates, the
residential landlord is to:

« complete a final inspection of the premises;
+ refund the security deposit, less reasonable deductions; and

« provide the tenant with an itemized statement of deductions taken
from the security deposit.?° [See Form 585 accompanying this chapter]

Also, the residential landlord is to attach copies of receipts, invoices and/or
bills to the itemized statement showing charges incurred by the landlord
that were deducted from the security deposit.>

If repairs by the landlord are not completed and the costs are unknown
within 21 days after the tenant vacates, the landlord may deduct a good faith
estimated amount of the cost of repairs from the tenant’s security deposit.

This estimate is stated on the itemized security deposit refund statement.
This statement is to disclose the name, address and telephone number of
any person or entity providing repair work, materials or supplies for the
incomplete repairs.>

Then, within 14 days after completion of repairs or final receipt of bills,
invoices or receipts for the repairs and materials, the landlord is to deliver to
the tenant a final itemized security deposit refund statement with attached
receipts and invoices.?

It is not necessary for the landlord to provide copies of receipts, bills or
invoices for repair work or cleaning to the tenant if:

+ thetotal deduction from the security deposit to cover the costs of repairs
and cleaning is equal to or less than $125; or

19 CC §1950.5(f)
20 CC §1950.5(g)
21 CC §1950.5(9)(2)
22 CC51950.5(9)(3)
23 CC51950(9)(3)

Residential
deposit
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final inspection
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property.
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Reasonable
deductions
from the

security
deposit

itemized statement
of deductions

A document
accounting for the
tenant'’s security
deposit, delivered

by the landlord to a
residential tenant after
the tenant vacates.

+ the tenant signs a waiver of their right to receive bills when or after
notice to terminate their tenancy is given.*

If the residential landlord is not required to provide copies of receipts to
the tenant, the tenant may still request copies of receipts for repair work or
cleaning within 14 days after receipt of the itemized security deposit refund
statement. The landlord is then to provide copies of the documents within 14
days after receipt of the tenant’s request.?s

Editor’'s note — Residential security deposit may be refunded to the tenant
electronically by mutual agreement between the landlord and the tenant.
The itemized statement of deductions from the security deposit, with copies
of receipts, may be delivered via email *

Reasonable deductions from a residential tenant’s security deposit include:

+ any unpaid rent, including late charges and bounced check charges
incurred and requested on a proper demand;

« recoverable costs incurred by the landlord for the repair of damages
caused by the tenant;

+ cleaning costs to return the premises to the level of cleanliness as
existed when initially leased to the tenant, less wear and tear; and

+ coststoreplace orrestore furnishings provided by the landlord if agreed
toin the lease.?

The landlord may not deduct from a tenant’s security deposit the costs they
incur to repair defects in the premises which existed prior to the tenant’s
occupancy. To best avoid claims of pre-existing defects, a joint inspection
of the unit and written documentation of any defects is completed before
possession is given to the tenant. [See RPI Form 560] 2

As previously discussed, when a residential tenant vacates, the landlord
provides the tenant with a security deposit refund accounting. If local rent
control ordinances (or state law) require the landlord to pay interest on
security deposits, the landlord uses this itemized statement of deductions
to account for interest accrued on the security deposit. [See Form 585 §4.2]

A residential landlord who, in bad faith, fails to comply with security
deposit refund requirements is subject to statutory penalties of up to twice
the amount of the security deposit. Additionally, the landlord is liable to the
tenant for actual money losses the tenant incurs for the wrongful retention
of security deposits.?

Asan aside, on the landlord’s sale of a residential or commercial property, the
landlord is to deliver an itemized statement to tenants stating:

24 CC§1950.5(9)(4)

25 CC§1950.5(9)(5)

26 CC §1950.5

27 CC §51950.5(b); 1950.7(c)
28 CC §1950.5(e)

29 CC §1950.5(1)
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+ the amount of the tenant’s security deposit;
+ any deductions made from the security deposit; and

+ thename, address and telephone number of the buyer.

The notice, important for the seller, shifts liability to the buyer of the property
for the future return of the security deposit to the tenant.>° [See RPIForm 586]

A commercial lease does not need to set forth:

+ the circumstance under which a tenant's security deposit will be
refunded; or

+ atime period within which a landlord will refund a tenant’s security
deposit. [See RPI Form 552 through 552-4]

However, a commercial landlord is to refund the security deposit within 30
days after the transfer of possession of the property from the tenant to the
landlord if:

« arefund period is not agreed to; and

+ thecommercial landlord takes no deductions from the security deposit.

Permissible deductions from the security deposit include unpaid rent, cost of
cleaning or repairs.

Occasionally, the security deposit exceeds two months’ rent and the only
deduction from the deposit is for delinquent rent. Here, the commercial
landlord is to return any remaining amount in excess of one month'’s rent
within two weeks after the transfer of possession of the property to the
landlord. The remaining amount of the security deposit is to be returned to
the tenant or accounted for within 30 days after the transfer of possession.3

Unless otherwise stated in the rental or lease agreement, the commercial
landlord is prohibited from deducting additional costs from the security
deposit for “key money” or to cover attorney’s fees incurred in preparing,
altering or renewing the lease or rental agreement.3?

Unlike the residential landlord, the commercial landlord is not required to
provide tenants with an itemized statement of deductions when the security
deposit is refunded. However, a prudent commercial landlord provides
tenants with an itemized statement when they vacate, unless a full refund
is made.

An accounting avoids the inevitable demand for documentation which
arises when a tenant does not receive a full refund of their security deposit.
A commercial landlord who, in bad faith, fails to comply with the refund
requirements is liable to the tenant for up to $200 in penalties.33

30 CC §81950.5(h); 1950.7(d)
31 CC §1950.7(c)
32 CC §1950.8(b)
33 CC81950.7()

Commercial
deposit
refund rules
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The security deposit provides a source of recovery for money losses
incurred due to a tenant’s default on obligations agreed to in the rental
or lease agreement.

The amount of security deposit the residential landlord may demand
and receive is controlled by codes. On a commercial landlord’s entry
into a rental and lease agreement, security deposit amounts may vary
at the landlord’s discretion.

A residential landlord is to notify a tenant in writing of the tenant’s
right to request a joint pre-expiration inspection of their unit prior to
the tenant vacating the unit. The joint pre-expiration rules require
residential landlords to advise tenants of the repairs or conditions the
tenant needs to perform or maintain to avoid deductions from the
security deposit.

final inspection Pg. 169
itemized statement of deductions Pg. 170
joint pre-expiration inspection Pg. 165
rent Pg. 160
security deposit Pg. 159

statement of deficiencies Pg. 167
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Accepting
partial rent

After reading this chapter, you'll be able to:

+ apply in practice the landlord’s right to receive partial rent; and

+ distinguish the rights of residential tenants from commercial
tenants when paying partial rent; and

+ determine when a landlord has the right to file an unlawful
detainer action after receipt of partial rent.

nonwaiver of rights provision reservation of rights

partial payment agreement

A commercial tenant, also called a commercial or industrial tenant,
experiences cash flow difficulties due to a business downturn. As a result, the
tenant becomes delinquent in the payment of rent.

Discussions between the landlord and tenant follow. To enforce collection of
the rent, the landlord eventually serves the tenant with a three-day notice to
pay rent or quit the premises. [See RPI Form 575]

Prior to the filing of an unlawful detainer (UD) action, the tenant offers to
make a partial payment of the delinquent rent, if the landlord will accept it.
Further, the commercial tenant offers to pay the balance of the delinquent
rent by a specific date if the landlord agrees not to file of a UD action. This
is called a partial payment agreement. [See Form 558 accompanying this
chapter]

The partial payment agreement states:

+ the amount received as partial rent;

+ the amount of deferred rent remaining unpaid;
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Residential and
commercial
landlord rights

partial payment
agreement

An agreement by a
landlord and a tenant
which acknowledges
receipt of the partial
rent paid, and specifies
the amount of deferred
rent remaining due
and unpaid and the
date by which it is to
be paid.
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Reservation of

rights

reservation of rights
clause

A clause in the
nonwaiver of

rights provision in
commercial rental

and lease agreements
stating acceptance of
late rent does not waive
the landlord’s right to
enforce remedies for
any remaining breach
of the lease agreement
by the tenant.
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+ apromise to pay the deferred rent;
+ the date the payment is due; and

+ the consequences of nonpayment.

If the deferred rent is not paid as scheduled, the nonresidential landlord may
filea UD action to evict the tenant without serving another three-day notice.

Here,thepartial paymentagreement only temporarily delaysthe commercial
landlord’s eviction process which commenced with service of the three-day
notice on the tenant.

The tenant fails to pay the deferred balance of the delinquent rent on the date
scheduled for payment. Without further notice to the tenant, the landlord
filesa UD action.

The commercial tenant seeks to prevent the landlord from proceeding with
the UD action. The tenant claims the landlord’s acceptance of the partial rent
payment invalidated the three-day notice since the notice now states an
amount of rent which is no longer due.

Can the commercial landlord accept a payment of partial rent after serving
a three-day notice and later file a UD action against the tenant without
serving another three-day notice for the amount remaining due and now
delinquent?

Yes! A commercial landlord can accept a partial payment of rent after serving
a three-day notice and before eviction. Without further notice to the tenant,
the commercial landlord can proceed with a UD action and evict the tenant.’

Further, on accepting a partial payment of delinquent rent, a commercial
landlord does not need to agree to a due date for the remaining rent. They
also do not need to enter into any agreement regarding acceptance of the
partial payment, as long as the tenant has been provided with a notice
stating acceptance of late rent does not waive the landlord’s right to enforce
any remaining breach of the lease. This statement is called a reservation of
rights clause.

The reservation of rights clause is found in the nonwaiver of rights
provisionin commercial lease agreements as well as in acceptance of partial
rent agreements. [See Figure 1, excerpt from RPI Form 552 §20.2]

However, the commercial landlord who memorializes their acceptance of
the partial rent payment and the due date for payment of the remaining
balance eliminates conflicting claims the tenant may make in a UD action.

The impact of serving a three-day notice, then accepting partial rent from a
commercial tenant is vastly different from the protection a residential tenant
is provided in partial rent situations.

1 Calif. Code of Civil Procedure §1161.1(b)
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Form 558

PARTIAL PAYMENT AGREEMENT

Commercial Partial Payment
NOTE: This form is used by a commercial landlord or their agent when accepting partial payment of delinquent rent and Agree ment:
temporarily deferring any eviction activity, to document the terms for payment of the remainder of the delinquent rent and
preserve the right to continue any eviction process underway if the tenant defaults. Com mercia |
DATE: 20 at California.
Items left blank or unchecked are not applicable.
FACTS:
1. This partial payment agreement pertains to the collection of past due rent under a commercial rental or lease
agreement
1.1 dated at California,
1.2 entered into by as the Tenant,
1.3 and as the Landlord,
1.4 regarding the premises referred to as
AGREEMENT:
2. Tenant has not paid delinquent rent for the period(s) of
3. Landlord hereby accepts partial payment on delinquent rent in the amountof . ................ $
4. The balance of the delinquentrentowedis ... ...... ... ... ... . i $
4.1 Plus late charges for delinquency(ies)of . .. ..................... $
4.2 Plus deferred rent processing chargesof . . ...................... $
4.3  TOTAL deferred rent due, including additional charges, is the sumof ................. $
5. Tenant to pay the total deferred rent on or before , 20

5.1 Rentto be paid by 7 cash, " check, or [T cashier's check, made payable to Landlord.
5.2 Rent may be tendered by "1 mail, or I personal delivery, to:

(Name)
(Address)
(Phone)
a. Personal delivery of rent will be accepted during the hours of to on the
following days:
5.3 Rent may also be paid by deposit into account number at:
(Financial Institution)
(Address)
5.4 No grace period for payment of the deferred rent is granted to Tenant.
5.5  Delinquent payment of the deferred rent incurs a late charge of $ .
6. If deferred rent is paid when due, any outstanding three-day notice to pay rent or quit is no longer valid.
7. |If the deferred rent is not paid when due, Landlord reserves the right to:
(Check one box only)
71 Serve Tenant with a three-day notice to pay the remaining balance of the rent due or quit the premises.
(Check if a three-day notice has not been served)
7.2 Commence, without further notice, an unlawful detainer action to evict Tenant from the premises.
(Check if a three-day notice has been served)
7.3 Continue with the unlawful detainer action on file to evict Tenant from the premises.
(Check if unlawful detainer action has been filed)
8. No provision of the rental or lease agreement is affected in this agreement.
9.
| agree to the terms stated above. | agree to the terms stated above.
See attached Signature Page addendum. [RPI Form 251] See attached Signature Page addendum. [RPI Form 251]
Date: _ ,20_ Date: , 20
Landlord: Tenant:
Agent: CalBRE #:
Signature:
Tenant:
Signature: Signature:
Phone: Cell: Phone: Cell:
Email: Email:
FORM 558 03-11 ©2016 RPI — Realty Publications, Inc., P.O. BOX 5707, RIVERSIDE, CA 92517

A residential landlord who accepts any amount of rent from a tenant after
serving a three-day notice waives their right to use that notice as the basis for
a UD action.

After receiving partial rent, a residential landlord needs to serve the tenant
with another three-day notice for the amount now remaining unpaid.?

2 EDC Associates, Ltd. v. Gutierrez (1984) 153 CA3d 167
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Residential
VS.
commercial
landlords

Residential
rent paid
after notice

Commercial
nonwaiver
requirements

Acceptance of a partial payment toward delinquent rent is within the
discretion of the landlord. A landlord might agree to accept partial payments
when:

+ the partial payment is at least equal to the rent accrued at the time the
tenant offers the payment;

+ thetenant is creditworthy;
+ thetenant has an adequate payment history; and

* thetenantis one the landlord wants to retain.

Both residential and commercial landlords may accept a partial payment of
delinquent rent. Then, unless they have agreed to the contrary, immediately
serve the tenant with a three-day notice demanding payment of the balance
due or quit. Of course, a landlord may agree in a partial payment agreement
not to serve a three-day notice after receipt of the partial payment of rent on
the condition the balance is received on or before a specified date. [See Forms
558 and 559 accompanying this chapter]

If a residential landlord files a UD action and, prior to eviction, accepts a
partial payment of rent, the acceptance of rent nullifies the UD action and
the landlord cannot proceed to eviction. The reason the UD action cannot
proceed lies in the difference between:

+ the amount of rent demanded in the notice to pay supporting the UD
action; and

+ theamount actually remaining unpaid at the time of the UD hearing.

In residential UD actions, the amounts in the three-day notice and the
amount owed by the tenant need to be the same. Once the residential
landlord accepts a partial payment of delinquent rent, the three-day notice
served on the tenant no longer states the correct amount the tenant is to pay
to avoid losing the right of possession. This rule does not apply to commercial
tenancies.

Any three-day notice served on a residential tenant overstating the amount
of delinquent rent due at the time of trial on the UD action isinvalid. The UD
action in a residential eviction based on an overstated amount in the three-
day notice fails.3

A commercial landlord serves their tenant with a three-day notice to pay
rent or quit. Later, the landlord accepts a partial payment of rent under an
agreement with the tenant containing a nonwaiver of rights provision.
This provision states the acceptance of rent does not waive the landlord’s
right to enforce a breach of the lease. If the nonwaiver notice is not given,
the commercial landlord needs to serve the tenant with another three-day
notice for payment of the sums remaining due and unpaid. [See Figure 1,
excerpt from RPI Form 552]

3 Jayasinghe v. Lee (1993) 13 CA4th Supp. 33
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The nonwaiver of rights provision also exists in the commercial lease
agreement entered into by the tenant. When the tenant has received a
nonwaiver of rights notice on or before the landlord’s acceptance of partial
rent, the landlord may take the money and file or continue with an already
filed UD action to recover possession of the premises.+

Now consider a commercial tenant who defaults on a rent payment called
forin a lease agreement which contains a nonwaiver of rights provision. The
tenant is served with a three-day notice to pay or quit. The tenant fails to pay
the rent before it expires, causing the tenancy to be terminated. The three-
day notice to pay does not contain a provision for nonwaiver of rights on
acceptance of partial rent.

The landlord then accepts a partial payment of rent without entering into
any agreements, except to acknowledge receipt of the amount paid as rent.
The commercial landlord files a UD action for the amount remaining due
and unpaid.

The tenant claims the landlord cannot proceed with a UD hearing since
neither the three-day notice nor the landlord’s receipt of the partial rent
payment include a nonwaiver of rights provision.

Here, the commercial landlord may proceed with the UD action after receipt
of partial rent. The nonwaiver provision in the lease agreement puts the
tenant on notice, allowing the landlord to accept rent without waiving
enforcement rights. One such right is the right to proceed with a UD action.’

A nonwaiver of rights provision in a three-day notice or partial payment
agreement provides the landlord with the same right to proceed with the
UD action as though the provision existed in the lease agreement.

On accepting a partial payment of rent after a UD action has been filed,
the commercial landlord amends the UD complaint to reflect the partial
payment received and the amount due and unpaid by the tenant.®

Without a written partial payment agreement, tenants might claim the
landlord who accepted partial rent:

+ treated acceptance of partial rent as satisfaction of all the rent due;

+ waived their right to continue eviction proceedings; or

+ permanently modified the lease agreement, establishing a semi-
monthly rent payment schedule.

When a residential or commercial landlord accepts a partial payment of rent,
the evidence provided by a signed partial payment agreement overcomes
tenant claims that the landlord waived UD enforcement rights by accepting
rent.

4 CCP8§1161.1(c)
5 Woodman Partners v. Sofa U Love (2001) 94 CA4th 766
6 CCP§1161.1(0)

nonwaiver of rights
provision

A commercial lease

or rental agreement
provision containing
thelandlord’s
reservation of rights.

No waiver of
rights

Getitin
writing
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Form 559
Partial Payment PARTIAL PAYMENT AGREEMENT
A t Residential
greement:
ReSidentiaI NOTE: This form is used by a residential landlord or their agent when accepting partial payment of delinquent rent and

temporarily deferring any eviction activity, to document the terms for payment of the remainder of the delinquent rent and
preserve the right to continue any eviction process underway if the tenant defaults.

DATE: 20 at California.

Items left blank or unchecked are not applicable.

FACTS:

1. This partial payment agreement pertains to the collection of past due rent under a residential rental or lease
agreement
1.1 dated at California,
1.2 entered into by as the Tenant,
1.3 and as the Landlord,
1.4 regarding the premises referred to as

AGREEMENT:
2. Tenant has not paid the full rent due for the month(s) of
3. Landlord hereby accepts partial payment on the past due rent in the amountof . ................. $
4. The balance of the unpaid rent owed by Tenantis . ........................ $

4.1  Plus late charges for delinquency of. . . ......... ... ... ... ... ... $

4.2 Plus deferred rent processingchargeof . . .......................... $

4.3 TOTAL deferred rent due, including additional charge, is the sumof .. .................. $
5. Tenant to pay the total deferred rent on or before , 20, .

5.1  Rentto be paid by [ personal check, or [

5.2 Rent may be tendered by (1 mail, or [ personal delivery, to:

(Name)
(Address)
(Phone)
a. Personal delivery of rent will be accepted during the hours of
to on the following days: .

5.3 Rent may also be paid by deposit into account number at:
(Financial Institution)
(Address)
(Phone)

5.4  No grace period for payment of the deferred rent is granted to Tenant.
5.5  Delinquent payment of the deferred rent incurs a late charge of $

6. If the deferred rent is not paid when due, a three-day notice to pay rent or quit may be served at any time. [See RPI
Form 575 and 575-1]

7. No provision of the rental or lease agreement is affected by this agreement.

8.
| agree to the terms stated above. | agree to the terms stated above.
Date: ,20_ Date: s
Landlord: Tenant:
Agent:
Signature:
Tenant:
Signature: Signature:
Address: Address:
Phone: Cell:
Fax: Phone: Cell:
FORM 559 03-11 ©2016 RPI — Realty Publications, Inc., P.O. BOX 5707, RIVERSIDE, CA 92517

Residential The partial payment agreement entered into by a tenant and a landlord
. accepting partial rent memorializes:
partial

payment

« thelandlord’s receipt of partial rent;
+ the amount owed on the deferred portion of the delinquent rent;

agreement + the tenant's promise to pay the remaining rent owed on or before a
specific date; and

+ notification of the landlord’s right to serve a three-day notice on failure
to pay the remaining balance. [See Form 559]
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20. WAIVER:

20.1  Waiver of a breach of any provision in this lease agreement does not constitute a waiver of any subsequent
breach.

20.2 Landlord’s receipt of rent with knowledge of Tenant's breach does not waive Landlord’s right to enforce the
breach.

Consider a residential tenant who informs the landlord they are unable
to pay the full monthly rent before the payment becomes delinquent. The
tenant offers to pay part of the rent prior to delinquency and the remainder
ten days later.

Since the tenant is creditworthy, has not been seriously delinquent in the
past and the landlord wishes to retain the tenant, the residential landlord
agrees to accept the partial payment.

However, to avoid disputes regarding the amount of rent remaining due and
when it is to be paid, the residential landlord prepares and the landlord and
tenant sign a partial payment agreement formalizing their understanding.

Now consider a residential landlord who serves a three-day notice and then
accepts a partial payment of rent before completing the eviction process
started by the notice. By accepting a partial payment, the residential landlord
understands the three-day notice had been rendered invalid and no longer
supports a UD action and eviction.

Thus, when the residential landlord accepts payment of partial rent it is on
the condition the tenant enters into a partial payment agreement stating
the date the balance owed is due. The partial payment agreement prevents
disputes with the tenant about when the balance is due or a three-day notice
may be served if the balance is not paid.

Figure 1

Except From
Form 552

Commercial
Lease
Agreement
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Acceptance of a partial payment toward delinquent rent is within the
discretion of the landlord.

Both residential and commercial landlords may accept a partial
payment of delinquent rent. Different rules apply for commercial and
residential partial rent payments.

A commercial landlord can accept a partial payment of rent after
serving a three-day notice and before eviction. Without further notice
to the tenant, the commercial landlord can proceed with a UD action
and evict the tenant.

However, a residential landlord who accepts any amount of rent
from a tenant after serving a three-day notice waives their right to use
the notice as the basis for a UD action. After receiving partial rent, a
residential landlord needs to serve the tenant with another three-day
notice for the amount now remaining unpaid.

nonwaiver of rights provision Pg.177
partial payment agreement Pg.173
reservation of rights P9.-174
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Changing terms on a
month-to-oth tenancy

= B

After reading this chapter, you'll be able to:

+ apply the rules a landlord needs to adhere to when changing the
terms of a month-to-month tenancy; and

+ observe the proper procedure for serving the tenant with a notice
of change in rental terms.

notice of change in rental terms proratarent
notice of intent to vacate

A landlord and tenant enter into a month-to-month tenancy under a rental
agreement which grants an option to purchase the property. The option
expires on termination of the tenancy.

Later, the landlord serves the tenant with a 30-day notice of a change in
rental terms. The notice states the option to purchase expires in 30 days,
unless exercised by the tenant. [See Form 570 accompanying this chapter]

After the 30-day notice expires, the tenant, whois still in possession, attempts
to exercise the option. In response, the landlord refuses to sell the property
under the option. The landlord claims the tenant’s right to exercise the
purchase option expired due to the change of rental terms in the 30-day
notice.

The tenant claims the option to purchase is binding until the tenancy is
terminated, and the month-to-month rental agreement and occupancy have
not been terminated.

Can the tenant enforce the option to purchase?

Chapter

19

Learning
Objectives

Key Terms

Landlord’s
notice to
tenant
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Notice to
change rental
terms

notice of changein
rental terms

Written notice
provided by the
landlord of any
changes in the
conditions of a month-
to-month rental
agreement.

The notice
period needs
to run

No! The option expired, unexercised. The option to purchase was part of
the terms of the rental agreement. Thus, on expiration of the 30-day notice
terminating the option, the option to purchase was eliminated.

Like any other provision contained or referenced in a month-to-month
rental agreement, the option to purchase is part of the tenant’s rights and
obligations comprising the month-to-month tenancy. Thus, the option was
subject to change on 30 days’ written notice from the landlord.!

All conditions in a residential or commercial month-to-month rental
agreement may be changed on written notice by the landlord. This notice
is commonly referred to as a notice of change in rental terms. The most
common notice of change in rental terms requires a 30-day notice period.
However, a 60-day notice period is required for rent increases greater than
10%. The 60-day notice will be discussed in a later subhead.?

Editor’s note— Conditions in arental or lease agreementare alsocommonly
referredto as provisions, clauses, terms, conditions, addenda, covenants, etc.

For example, a residential or commercial landlord under a month-to-month
rental agreement can increase the rent or shift repair and maintenance
obligations to the tenant by serving a 30-day notice of change in rental
terms. [See Form 570]

To be enforceable, a notice of change in rental terms needs to be served in the
same manner as a three-day notice to pay rent or quit. However, only the
landlord may unilaterally change the terms in a rental agreement.3

A month-to-month tenant has no ability to alter the terms of the rental
agreement, other than to terminate the tenancy and vacate.

Inrentcontrol communities, a landlord or property manager needs to be fully
apprised of how rent control ordinances affect their ability to alter provisions
in leases and rental agreements.

Alandlord or property manager may serve the tenant under a periodic rental
agreement with a notice of change in rental terms on any day during the
rental period.

Once a notice of change in rental terms is served on a periodic tenant, the
new terms stated in the notice immediately become part of the tenant’s
rental agreement.’

However, the new rental terms stated in the notice do not take effect until
expiration of the 30-day notice.

Wilcox v. Anderson (1978) 84 CA3d 593
Calif. Civil Code §827

CCs§827

CC81946

CCs§827

(€ N
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Form 570

30-DAY NOTICE OF CHANGE IN RENTAL TERMS 30-Day Notice

of Change in

NOTE: This form is used by a property manager or landlord when a residential or commercial property manager or landlord Re nta| Te S
is increasing rent, shifting property operating expenses onto the tenant or adding or altering provisions in a rental or lease
agreement, excluding residential rent increases exceeding 10%, to notify the tenant more than 30 days in advance of a
change in rental or lease agreement terms.

Date: 20 at California.

To Tenant:

Items left blank or unchecked are not applicable.

FACTS:

1. You are a Tenant under a rental agreement or expired lease agreement
1.1 dated at California,
1.2 entered into by as the Tenant,
1.3 and as the Landlord,

1.4  regarding real estate referred to as

NOTICE:
Thirty (30) days after service of this notice on you, the terms of your tenancy on the real estate are hereby changed as
indicated below:

2. Rentwillbe $ payable [/ monthly, or
in advance, and due on the day of the month.

2.1 Rentto be paid by (1 personal check, or
2.2 Rent may be tendered by [ mail, or [ personal delivery,

to (Name)
(Address)
(Phone, Fax, Email)

a. Personal delivery of rent will be accepted during the hours of to on the following days:

2.3 Rent may also be paid by deposit into account number

at (Financial Institution)
(Address)
3. The common area maintenance charge will be $, per month, payable with each payment of rent.

4. Utilities now paid by Landlord to be paid by Tenant as checked:

] Gas [ Electricity (] Sewage and Rubbish ] Water (1 Cable TV
5. Tenant to maintain and properly care for the lawns, gardens, trees, shrubs and watering system.
6. An additional security deposit of $, is payable with the next rent payment.

8. This notice affects no other terms of your tenancy.

Date: 20
Landlord/Agent: CalBRE#:

Signature:
Address:

Phone: Cell:
Fax:
Email:

FORM 570 12-17 ©2017 RPI — Realty Publications, Inc., P.O. BOX 5707, RIVERSIDE, CA 92517

For example, a property manager prepares a 30-day notice of change in rental
terms to be served on a month-to-month tenant to increase the rent. The due
date for the payment of rent is the first day of each month.

The tenant is properly served with the 30-day notice on the 10th of June. The
tenant intends to remain in possession at the new rent rate.



184 Real Estate Matters, Fifth Edition

Form 572

30-Day Notice 30-DAY NOTICE TO VACATE

From Tenant

to Vacate: From
Tenant

NOTE: This form is used by a tenant when the tenant occupies the property under a month-to-month rental agreement or
occupancy with rent paid under an expired lease agreement, and is vacating the premises, to notify the property manager
or landlord the tenant will vacate within 30 days.

Date: 20 at California.
To Landlord:
Items left blank or unchecked are not applicable.
FACTS:
1. | am a Tenant under a rental agreement or expired elase agreement
1.1 dated at California,
1.2 entered into by as the Tenant,
and as the Landlord,

1.3 regarding real estate referred to as

NOTICE:
2. Within thirty (30) days after service of this notice, | will vacate and deliver possession of the premises to
Landlord or

3. This notice is intended as a 30-day Notice to terminate my month-to-month tenancy.
4. |understand:
4.1 1 will owe pro rated daily rent for any days in the 30-day period | have not prepaid rent.
4.2 | have previously given Landlord a security deposit of $ .
a. | acknowledge, if | am a residential tenant, that | have the right to request and be present for an inspection
of the premises to be conducted within two weeks of expiration of this notice to vacate for the purposes of
Landlord providing me with an itemized statement of deductible charges for repairs and cleaning to allow
me the opportunity to remedy these deficiencies and avoid a deduction from my security deposit. [Calif.
Civil Code §1950.5(f)(1)]
b. Within 21 days after | vacate, Landlord will furnish me a written statement and explanation of any deductions
from the deposit, and a refund of the remaining amount. [Calif. Civil Code §1950.5(g)(1)]
4.3  Landlord may deduct only those amounts necessary to:

a. reimburse for Tenant defaults in rental payments;

b. repair damages to the premises caused by Tenant (ordinary wear and tear excluded);

C. clean the premises, if necessary;

d. reimburse for loss, damage or excessive wear and tear on furnishings provided to Tenant.

4.4  Landlord may show the premises to prospective tenants during normal business hours by first giving you written
notice at least 24 hours in advance of entry. The notice will be given to you in person, by leaving a copy with an
occupant of suitable age and discretion, or by leaving the notice on or under your entry door.

5. The reason for termination is

6. | have served this notice on Landlord or Manager [ personally, or (| by certified or registered mail.

This statement is true and correct. For Landlord/Agent's use:
Date: 20, Date Received:

Tenant:

Signature:

Forwarding Address:

Phone: Cell:
Fax:
Email:

FORM 572 03-11 ©2016 RPI — Realty Publications, Inc., P.O. BOX 5707, RIVERSIDE, CA 92517

Since June 11th is the first day of the 30-day notice period, the rent will not
begin to accrue at the increased rate until July 11th — the day after the 30-
day notice expires. However, rent for all of July is payable in advance on the
first of the month, including the number of days affected by the rentincrease.
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To calculate the advance rent due and payable on the first day of July, the
rent is prorated as follows:

+ the old daily rate of rent for the first ten days of the month; and
+ the new daily rate of rent for the remaining days in the month of July.

Pro rata rent due on the first is determined based on the number of days
in the calendar month, unless the rental agreement contains a provision
prorating rent on a 30-day month.®

If a residential landlord under a month-to-month rental agreement desires
to increase rent, the length of the notice period depends on the amount of
the rent increase.

To determine whether a 30-day or 6o-day notice is required, the landlord
needs to compare the increased rent sought with the lowest rent amount
paid by the tenant during the last 12 months.

If the total increase in rent is 10% or less of the lowest amount of rent paid
during the previous 12 months, the landlord may serve the tenant with a 30-
day notice of change in rental terms.

However, if the total increase in rent is more than 10%, the landlord needs to
serve the tenant with a 60-day notice of change in rental terms.’

For instance, consider a residential landlord charging a month-to-month
tenant a rent of $1,000 per month. The landlord has not increased the tenant’s
rents during the last 12 months, but now seeks to increase the rent by $100
per month. Since the total rent increase is 10%, the landlord needs to serve
the tenant with a 30-day notice.

Now consider another landlord and tenant. In the last 12 months, the
landlord increased the tenant’s monthly rent from $950 to $1,000. The
landlord currently seeks to increase the rent by an additional $100. The
requested increase of $100 is compared to lowest amount of rent paid during
the last 12 months — the $950. Since the total increase in rent is now 10.5%,
the landlord needs to serve the tenant with a 6o-day notice of a change in
rental terms in order to increase the rent by the additional $100.

On being served with a notice of a change in rental terms, the month-to-
month tenant has three options:

+ remain in possession and comply with the new rental terms;

+ serve the landlord with a 30-day notice of intent to vacate and
continue paying rent, including pro rata rent, through the end of the
30-day period to vacate; or

+ remain in possession, refuse to comply with the rental terms and
raise defenses, such as retaliatory eviction, in the resulting unlawful
detainer (UD) action.

6 CCS8ig
7 CC8827
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Consider the tenant who receives the landlord’s notice but does not wish to
comply with changes in the rental terms. Accordingly, the tenant serves the
landlord with a 30-day notice of intent to vacate. [See Form 572 accompanying
this chapter]

If the change in terms is a rent increase, the tenant owes pro rata rent at
the new rate for the days after the rent increase becomes effective through
the date the tenant’s notice to vacate expires. The pro rata rent is payable in
advance on the due date for the next scheduled payment of rent, usually the
first.

Most rent control ordinances allow a landlord or property manager to
increase the rent to:

« obtain a fair return on their investment;
« recover the cost of capital improvements to the property; and
+ pass through the cost of servicing the debt on the property.

Thus, without further authority from the rent control board, a landlord may
increase rent in one of three ways:

+ increase rent by the maximum percentage set by local ordinance;

+ increase rent by the maximum percentage of the consumer price index
(CPI) as set by local ordinance; or

+ increaserent by the maximum amount previously set by the local rent
control board.

Landlords of newly constructed units or individual units (single family
residences/condos) may establish their own rent rates, within limitations, if
they are subject to rent control ordinances established prior to 1995.

All conditions in a residential or commercial month-to-month rental
agreement may be changed on written notice by the landlord, but not
the tenant. To be enforceable, the notice needs to be served on the tenant
in the same manner as a three-day notice to pay rent or quit.

A landlord or property manager may serve a notice of change in rental
terms on any day during the rental period. The new rental terms stated
in the notice do not take effect until expiration of the notice. The notice
period for most changes is 30 days. For residential rent increases greater
than 10%, a 60-day notice period is required.

notice of change in rental terms Pg. 182

notice of intent to vacate Pg- 185

pro rata rent Pg. 185
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Dangerous on-3|te and

off-site activities
i G l

After reading this chapter, you'll be able to:

+ identify the duty of care a landlord has to inspect the leased
premises; and

+ understand how a landlord is to properly address dangerous
conditions existing on the premises.

comparative negligence

A landlord, by their exercise of reasonable care in the management of their
property, needs to prevent foreseeable injury to all who enter the leased
premises.’

If a person is injured due to the landlord’s breach of their duty of care to
remove or correct a known dangerous on-site condition, the landlord is liable
for the person’s money losses incurred due to the injury. The person can be a
tenant, guest, invitee or trespasser.

The duty of care for others owed by the landlord applies to all persons on the
property whether they enter the premises with or without permission, unless
the person is committing a felony on the property.

Before liability can be imposed on a landlord for an injury suffered by any
person on the leased premises, several factors need to be considered:
« the foreseeability of the type of injury suffered by the individual;

+ the closeness of the connection between the landlord’s conduct and
the injury suffered;

1 Rowland v. Christian (1968) 69 C2d 108; Calif. Civil Code §1714
2 CCS81714
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Landlord’s
duty to
inspect

* the moral blame attached to the landlord’s conduct;
+ the public policy of preventing future harm,;

« the extent of the burden on the landlord and the consequences to the
community of imposing a duty to exercise care to prevent the injury
suffered; and

+ theavailability, cost,and prevalence of insurance for the riskinvolved.3

For example, the landlord with knowledge of a dangerous situation
created by the presence of a tenant’s dog is liable for injuries inflicted on
others by the dog based on many of these factors. The landlord’s failure to
remove the dangerous condition from their property is closely connected
to injuries inflicted by the dog.

The landlord is sufficiently aware of the dangerous condition created
by the presence of the dog to reasonably foresee the possibility of injury
to others. Also, the landlord has the ability to eliminate or reduce the
dangerous condition and prevent future harm by serving on the tenant
a three-day notice to remove the dog or vacate.

Topreventharm, the property needstobeinspected by thelandlord whenever
entry is available to the landlord.

Eachtimealandlord entersinto,renewsorextendsarental orleaseagreement,
a reasonable inspection of the leased premises for dangerous conditions is
completed as part of their duty of care. If the landlord fails to inspect when
the opportunity exists, the landlord is still charged with knowledge of any
dangerous condition discoverable by an inspection.

Consideralandlord and tenant who enterinto a commercial lease agreement.

The lease agreement allows the landlord to enter the premises for yearly
inspections. Also, the tenantisrequired to obtain the landlord’s approval
before making any improvements.

With the landlord’s consent, the tenant builds a roadside marketing
structure and operates a retail produce business. The structure’s concrete
floor is improperly constructed and unfinished. Produce is often littered on
the floor.

More than a year after construction, a customer slips and falls on produce
littered on the floor, causing the customer to be injured. The customer claims
the landlord is liable for their losses due to the injuries since the landlord’s
righttoinspect the property puts them on notice of the dangerous condition.

The landlord claims they are not liable for the customer’s injuries since
they had no actual notice of the dangerous condition created by the
temporary deposit of produce on the floor.

3 Rowland, supra
4 Uccello v. Laudenslayer (1975) 44 CA3d 504
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However, the landlord is liable for the customer’s injuries if the construction
of the concrete floor:

+ isadangerous condition; or

+ poses a dangerous condition when littered with produce from a
permitted use.s

A landlord is required to conduct an inspection of the leased premises for the
purpose of making the premises safe from dangerous conditions when:

+ aleaseis executed, extended or renewed; and

+ thelandlord exercises any periodic right to re-enter or any other control
over the property, such as an approval of construction.®

Here, the landlord would have observed the condition of the floor had
they conducted the yearly inspection of the premises called for in the lease
agreement. The landlord is liable for slip and fall injuries when the condition
of the floor is determined to be dangerous.’

A landlord has a duty to inspect the leased premises when they enter the
premises for any single purpose. This includes maintenance, water damage
or some other exigency causing them to make an emergency visit.

Alandlord whoentersthe premisesduringaleasetermisnotrequired tomake
a thorough inspection of the entire leased premises. However, the landlord
who enters will be charged with the knowledge of a dangerous condition if
the condition would have been observed by a reasonable person.®

A landlord of a leased premises containing areas open to the public will be
liable for injuries caused by a dangerous condition in the public area if the
condition would be discovered during a landlord inspection.

However, if the landlord is not responsible under the lease agreement for
repair and maintenance of nonpublic areas, the landlord will not be liable
for failing to discover a dangerous condition. The landlord is not required to
expend extraordinary amounts of time and money constantly conducting
extensive searches for possible dangerous conditions.

Forexample, a triple-net, management-free lease agreement usually transfers
all responsibility for maintaining and repairing the property to the tenant.

Under a triple-net lease agreement, the landlord will not be liable for injuries

to persons caused by a dangerous condition on the leased premises if:

+ the dangerous condition came about after the tenant takes possession;
and

« thelandlord has no actual knowledge of the dangerous condition.

Lopez v. Superior Court (1996) 45 CA4th 705

Mora v. Baker Commodities, Inc. (1989) 210 CA3d 771
Lopez, supra

Mora, supra

Mora, supra
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Editor’s note — Landlords concerned about tenant maintenance of a leased
premises will often reserve the right to enter the premises every six or twelve
months. However, frequent inspections of a leased premises create a greater
potential of liability for the landlord.

Landlords often reserve the right to conduct frequent inspections to assure
that the tenant is not damaging or wasting the premises and reducing its
market value. The right to enter brings with it the obligation to inspect for
dangerous conditions. Also, the landlord may erroneously tend to overlook
possible dangerous conditions they can control that are connected to the
tenant’s use, rather than maintenance of the property. [See Sidebar, “The
agency duties of property managers”]

Consider alandlord and tenant who enter into a residential rental agreement
giving the tenant permission to keep a German Shepherd dog on the premises.

After the tenant takes possession of the property, the landlord never visits
the premises. Later, an employee from a utility company enters the yard and
suffers injuries when they are attacked by the tenant’s dog.

The utility company employee seeks to recover money from the landlord
as compensation for the injuries inflicted on them by the tenant’s dog. The
employee claims the landlord should have known the dog was dangerous
since German Shepherds are a breed with the propensity for viciousness.

Is the landlord liable for the employee’s injuries?

No! The landlord did not have knowledge the tenant’s dog was vicious and
presented a danger to others.*

A landlord’s obligation to prevent harm to others arises only when the
landlord is aware of or should have known about the dangerous condition
and failed to take preemptive action.

For example, the landlord receiving complaints from neighbors about the
behavior of a tenant’s dog may deduce the dog creates a dangerous condition,
even if the dog has not yet injured anyone.

Editor’'s note — The landlord’s duty to protect others from an injury
inflicted by a dog does not yet include asking the tenant if their dog is
dangerous. However, it is feasible the legislature could enact a law or the
courts could impose a duty of inquiry on landlords when authorizing the
tenant to keep adog on the premises.

The pet authorization provision in the rental or lease agreement could
include a declaration that the authorized pet is not dangerous. Further, the
ownerofadog is neither civilly nor criminally liable for a dog bite suffered
by a person who enters the dog owner’s property, lawfully or otherwise,
unless the person is invited onto the property by the owner of the dog, is an
employee of a utility company, a police officer or a U.S. mail carrier.*

10 Lundy v. California Realty (1985) 170 CA3d 813
11 CC §3342(a)
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Often, landlords employ real estate licensees to act as their property managers.

When acting as an agent for the landlord, the licensed property manager has a duty
to notify the landlord of the property manager’s activities and observations regarding
the maintenance and management of the landlord’s property. [Calif. Civil Code §2020]

However, the landlord is considered to have the same knowledge about the condition
of the landlord’s property as the property manager. [CC §2332]

Further, since the property manager is the landlord’s representative, the landlord
will be liable for the property manager’s actions performed in the scope of their
representation. [CC §2330]

However, the landlord is entitled to indemnity from the property manager if the landlord
is held liable for the property manager’s failure to perform their duties and keep the
landlord informed. The licensed property manager will be liable to the landlord for
breach of their agency duty, called indemnity. [CC §2333]

Now consider a landlord who leases commercial property to a tenant who
operates a retail sales business on the property. The tenant keeps a dog on the
premises and posts a “Beware of Dog” sign. A newspaper article written about
the dog’s vicious temperament is also posted on the premises. The landlord
visits the leased premises several times a year and knows the dog is kept in
the public area of the premises.

After the lease is renewed, a delivery man is attacked and injured by the dog.
The delivery man claims the landlord needs to compensate them for their
injuries.

The landlord claims they are not liable since they were personally unaware
the dog was dangerous.

Is the landlord liable for the delivery man'’s injuries?

Yes! The landlord owes a duty to the delivery man as a member of the public
to:

+ exercise reasonable care in the inspection of their property to discover
dangerous conditions; and

+ remove or otherwise eliminate the dangerous condition that may
be created by the presence of a vicious dog.

The injured person can recover when the landlord is personally unaware of
the dog’s vicious propensities since a reasonable inspection of the premises
on renewal of the lease would have revealed to the landlord the newspaper
article and the “Beware of Dog” sign.**

Also, it is foreseeable that a guard dog kept on a premises during business
hours could injure someone.

12 Portillo v. Aiassa (1994) 27 CA4gth 1128
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Further, the landlord’s failure to require the tenant to remove the dog from
the premises on discovery that the dog constitutes a dangerous condition is
closely connected to the delivery man's injuries.

The landlord had control over the condition. They could serve a three-day
notice on the tenant, requiring the tenant to either remove the dog from the
premises during business hours or vacate the premises.

Alandlord can often remove a dangerous condition by merely exercising their
responsibility to make repairs that will eliminate the condition. However, a
dangerous condition caused by a tenant’s activity may require a three-day
notice ordering the tenant to correct or remove the dangerous condition, or
vacate the premises. [See RPI Form 576]

Now consider a landlord and tenant who enter into a rental agreement for
a residential dwelling. The agreement allows the tenant to keep dogs on the
premises.

After the tenant occupies the residence, the landlord visits the premises
monthly to collect the rent payments. During their visits, the landlord
observes the dogs. The landlord is aware of the dogs’ vicious nature.

One day, a neighbor and their dog are attacked and injured by the tenant'’s
dogs two blocks away from the leased premises. The neighbor demands the
landlord pay for losses resulting from the injuries. The neighbor claims the
landlord owes them a duty of care to prevent injuries arising from dangerous
animals the tenant keeps on the landlord’s premises.

The landlord claims they are not liable since the injuries occurred off the
leased premises.

Here, the landlord is liable for the off-site injuries since the landlord:

+ was aware of the vicious propensities of dogs housed on their
premises; and

+ had the ability to remove the dangerous condition by serving a three-
day notice on the tenant to remove the dogs or vacate the premises.*3

The landlord’s liability for injuries inflicted by a tenant’s dog off the premises
is the same as their liability for injuries inflicted by the dog that occur on the
premises.

While the landlord did not have control over the property where the injury
occurred, the landlord did have control over the tenant's right to keep and
maintain a known dangerous condition.

The landlord’s failure to have dangerous dogs removed from the premises
caused the injuries suffered by the neighbor. The injury would not have
occurred if the landlord had not allowed the dogs, which they knew to be
vicious, to remain on the premises they controlled.*

13 Donchin v. Guerrero (1995) 34 CA4th 1832
14 Donchin, supra
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Consider a landlord who is aware the tenant of their single-family rental
unit occasionally discharges a firearm in the backyard. One day, a bullet fired
by the tenant enters the backyard of the neighboring residence and kills the
neighbor.

The neighbor’s spouse makes a demand on the landlord for the financial loss
resulting from the neighbor’s death. The spouse claims the landlord breached
their duty to individuals on the neighboring property by failing to exercise
care in the management of their property.

Is the landlord liable for the neighbor’s death?

Yes! Even though the injury occurred off the leased premises, the landlord is
liable since the landlord:

« knew of the dangerous on-site activity carried on by the tenant who
inflicted the injury; and

+ had the ability to eliminate the dangerous condition by serving a
three-day notice on the tenant to refrain from discharging the gun or
quit the premises.’s

The landlord had a duty to prevent the tenant from continuing to fire the
gun on the premises. Once again, a landlord is liable for any injury resulting
from a known dangerous condition or activity occurring on their property
that they have the ability to remove. This is the case even if the actual injury
is suffered off the leased premises.

However, had the tenant left the landlord’s premises with their gun and then
shot and killed an individual, the landlord would not be liable.*¢

Some dangerous conditions are obvious to persons entering or using the
premises. Obviously dangerous conditions impose a duty of care on each
person to avoid injury to themselves.

Forexample, a person wearing cleats walks on a concrete path. Alongside
the concrete path is a rubber walkway used to prevent slip and fall
injuries. The person wearing cleated shoes walks on the concrete path
and slips, becoming injured in the fall. A sign does not exist explaining
the danger of the person’s activity.

Here, a landlord has no duty to warn or guard others against a dangerous
condition that is obvious."”

While a landlord needs to compensate others for injuries caused by their
failure to use skill and ordinary care in the management of their property,
the liability has its limits.

15 Rosales v. Stewart (1980) 113 CA3d 130
16 Medina v. Hillshore Partners (1995) 40 CA4th 477
17 Beauchamp v. Los Gatos Golf Course (1969) 273 CA2d 20
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A person, who willfully or by their own lack of ordinary care injures
themselves, exonerates the landlord, wholly or in part, from liability.*®

A person has a duty of care to themselves to be sufficiently observant and
keep themselves out of harm’s way.

When the injured person’s lack of care for themselves contributes to their
injury, themoneylossesrecoverable by the injured person will be diminished
in proportion to the percent of negligence attributable to the injured person.
This injured person'’s share of the negligence causing their injury is called
comparative negligence.”

Consider a trespasser who illegally enters a property and fails to conduct
themselves with care to avoid harm.

When the trespasser is negligent in exercising care to prevent harm to
themselves, any losses recoverable by the injured trespasser will be reduced
by the percentage amount of their negligence which caused the injury.®

The landlord’s liability will be further limited if the trespasser was in the
process of committing a felony on the property when they were injured.>

Now consider a person who enters leased commercial property and wants to
look inside the building.

Next to the building, below a window, stands a vat of acid maintained by
the business authorized to operate on the leased premises. The vat is covered
with plywood for the purpose of keeping out dirt and dust.

In order to see through the window, the person climbs up and steps onto the
plywood cover which immediately collapses. The person falls into the vat,
suffering injuries.

The injured person attempts to recover money from the landlord for losses
resulting from their injury.

Here, the landlord is not liable for the person’s injuries since the vatis not a
dangerous condition that presents a risk of harm. The vat of acid is an integral
part of the business run on the leased premises and is not a danger to any
person who conducts themselves with care around the vat.

The injured person undertook the risk of harm to themselves by climbing on
top of the vat and creating the dangerous situation leading to their injuries.>

Now consider a landlord of an apartment complex used by gang members as
a base for planning their off-site criminal offenses. One of the gang members
is a named tenant on a rental agreement.

18 CC 81714

19 Liv. Yellow Cab Company of California (1975) 13 C3d 804

20 Beard v. Atchison, Topeka and Santa Fe Railway Co. (1970) 4 CA3d 129
21 CC 8847

22 Bisetti v. United Refrigeration Corp. (1985) 174 CA3d 643
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The tenants and law enforcement officials complain to the landlord about
the gang. However, the gang members do not harm or pose a threat of danger
to the tenants.

Later, a pedestrian walking past the complex in the public right of way is
chased by the gang members. One of the gang members, who is not the
tenant, shoots and kills the pedestrian on a street adjacent to the complex.

The spouse of the pedestrian claims the landlord is liable for the death since
they failed to remove the presence of gang members from their premises.

However, the landlord does not have a duty to protect members of the public
using adjacent public streets from assaults by gang members who congregate
on the leased premises.®

The congregation of gang members on the leased premises is not itself a
dangerous condition. Thus, the landlord’s failure to take steps to prevent the
gang members from congregating on the leased premises is not the cause of
the off-site shooting of a pedestrian by one of the gang members.

Again, the landlord is not liable for injuries that occur off the leased premises,
since the landlord has no control over the activities of individuals or tenants
while they are on public property, only when they are on their property.*

Now consider alandlord who leases a residence to a tenant. The residents of
the neighboring property own a dog the landlord knows to be vicious. The
neighbor brings their leashed dog onto the leased premises. The neighbor
invites the tenant’s child to pet the dog.

The dog breaks free from the leash and attacks the child, causing injuries. The
tenant claims the landlord is liable for their child’s injuries since the landlord
failed to warn them of the dangerous condition created by the neighbor’s
vicious dog.

Is the landlord liable for injuries inflicted on-site by the neighbor's dog,
which they knew was vicious?

No! The dangerous condition was not maintained on the leased premises.
The landlord has no control or authority to remove the dangerous condition
from the neighbor’s property.

While a landlord owes a duty to others to remove a dog from their
property that they know to be dangerous, they do not have a duty to
warn their tenants of the presence of vicious animals located on other
properties in the neighborhood.

23 Medina, supra
24 Medina, supra
25 Wylie v. Gresch (1987) 191 CA3d 412
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The landlord’s failure to warn the tenant about the neighbor’'s dog did not
create a dangerous condition on the leased premises that caused the tenant
to be injured. A landlord’s duty to correct or prevent injury from dangerous
conditions does not extend off the premises.?

While the landlord has a duty to make the leased premises safe, they are not
required to ensure the tenant’s safety from off-site hazards.?

The public right of way for a street fronting a leased premises includes part
of the front lawn, located between the street curb and the property line. The
landlord maintains the entire lawn up to the curb.

A watermeterislocated on thelawn in the street right of way. Several tenants
inform the landlord the water meter box is broken and needs repair.

A tenant trips on the broken water meter box and suffers injuries. The tenant
makes a demand on the landlord for losses caused by their injuries, claiming
the landlord has a duty to eliminate dangerous conditions located in the
public right of way within the lawn maintained by the landlord.

The landlord claims they are not liable since the water meter box is not
located on their property and the landlord does not own or control the meter
box.

However, the landlord is liable for the injuries suffered by the tenant. While
thebroken water meter boxislocated in a publicright of way, the surrounding
lawn is maintained by the landlord.*®

Also, alandlord or other property owner who installs trees adjacent to or in the
lawn area between the public sidewalk and the street-side curb owes a duty of
care to prevent the trees from causing injury.

For example, trees planted and maintained by the property owner grow and
eventually produce roots that crack and lift the sidewalk. The owner is aware
of the hazard created by the tree roots but undertakes no steps to have the
hazardous condition repaired or replaced.

Here, the owner has taken control over the off-site area containing the
public sidewalk since the roots of the trees on their property have damaged
the sidewalk. Thus, the owner will be liable to any pedestrian who is injured
by the cracked sidewalk.?

26 Wylie, supra

27 7735 Hollywood Boulevard Venture v. Superior Court (1981) 116 CA3d 901
28 Alcaraz v. Vece (1997) 14 C4th 1149

29 Alpert v. Villa Romano Homeowners Association (2000) 81 CA4th 1320
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Each time a landlord enters into, renews or extends a rental or lease
agreement, a reasonable inspection of the leased premises for dangerous
conditions needs to be completed as part of their duty of care. A landlord
who enters the premises during a lease term is not required to make
a thorough inspection of the entire leased premises. However, the
landlord who enters will be charged with the knowledge of a dangerous
condition if the condition would have been observed by a reasonable
person.

A landlord is liable for any injury resulting from a known dangerous
condition or activity occurring on their property that they have the
ability to remove. This is the case even if the actual injury is suffered off
the leased premises. However, a landlord’s duty to correct or prevent
injury from dangerous conditions does not extend to conditions that
exist off the premises.

comparative negligence Pg. 194

Chapter 20
Summary

Chapter 20
Key Term



Looking for a broker?

Use firsttuesday’s FREE online recruiting database
to find a broker seeking real estate agents in
your area. Brokers, you can also register your

company to advertise job openings and locate
qualified agents.



https://journal.firsttuesday.us/broker-search/

Chapter 21: Rates affecting real estate 199

Rates affecting real
estate

After reading this chapter, you will understand:

« the most crucial interest rates commonly used in California real
estate transactions; and
* how the Federal Reserve controls certain interest rates.

1-year Treasury Bill discount rate
applicable federal rates federal funds
Cost of Funds Index prime rate

Minimum reserve requirements have been imposed on banks to prevent a
crisis of liquidity ever since the Great Depression. As an additional measure
to ensure the supply of money from banks to the public, the Federal Reserve
(the Fed) makes loans to banks to fulfill its role as lender of last resort.

The discount rate is the interest rate the Fed charges banks and thrifts who
borrow funds directly from the Fed to maintain reserve requirements.

The discount rate is important to private money lenders, when they:

- are not licensed real estate brokers; and

+ donot arrange their mortgages through real estate brokers.

Nonetheless, an understanding of discount rates is beneficial to real estate
brokers and agents. Most importantly, the discount rate isa component of the
interest rate limits imposed by usury laws on non-brokered, private money
mortgages, since they are not exempt (as are all broker-made or broker-
arranged mortgages).
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The discount rate component for usury limits is set each month based on the
Federal Reserve Bank of San Francisco (FRBSF) discount rate effective on the
25th day of the month previous to the month the loan is agreed to by the
lender. The discount rate is set for the life of the non-exempt mortgage.

The maximum annual interest rate on non-exempt mortgages is the greater
of:

* 10% per annum; or

+ the discount rate plus 5%. [See Figure 1; California Constitution, Article
XV §1]

Depending upon current rates, banks often prefer to borrow from one another
rather than the Fed. Federal funds are overnight funds lent by other banks
with excessreserves and the Fed in the open market to banks with insufficient
reserves.

The Fed influences the movement of the federal funds rate by buying or
selling government securities, typically 1-year Treasury bills (T-Bills). This
raises or lowers the supply of bank reserves available in sympathy with the
Fed buying and selling securities.

When the Fed wants to tighten monetary policy to reduce the rate of
inflation, it will sell government securities. This withdraws funds held by
investors and thus reduces bank reserves. This results in an increase in the
federal funds rate.

An increase in the federal funds rate directly causes rate increases in other
short-term money instruments such as T-bills, certificates of deposits (CDs)
and repurchase agreements (RPs). In the real estate market, movementin the
federal funds rate influences movements in adjustable rate mortgage (ARM)
indices. In turn, this triggers adjustments in the note rate and payment
schedules for ARMs.
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Fixed-rate mortgages (FRMs) are not affected by the federal funds rate since
they are tied to 10-year Treasury notes.

The Fed uses the discount rate and the federal funds rate to control short-
term interest rates. Increases in short-term rates are spurred by the Fed's
perception that higher consumer price inflation looms in the future due to
an excessive demand for goods and services.

By increasing the short-term rates, the Fed raises the cost of borrowing,
limiting the availability of credit. This slows the economy down, decreasing
the level of price inflation.

This index is one of several indices used by lenders as referenced in their
ARM note to periodically adjust the note’s interest rate. The ARM interest rate
equals the T-Bill yield, plus the lender’s profit margin which is also set forth
in the note. The index is an average of T-Bill yields with maturities adjusted
to one year. [See Figure 2]

This index is another one of several indices referenced by lenders in their
ARM note to periodically adjust the note’s interest rate. The ARM interest
rate equals the Cost-of-Funds Index, plus the lender’s profit margin. [See
Figure 3]

The figures for 1-year T-bill indices (Figure 2) are based on the sale of T-bills
through the money market. In contrast, the 11th District Cost of Funds Index
(Figure 3) is the average interest rate paid by thrift institutions that borrow
money in the 11th Home Loan Bank District, which includes California and
surrounding states. Both the 1-year T-bills and the 11th District Cost of Funds
Index are used to periodically set ARM rates. [See Figure 3]

Cost of Funds Index
One of several indices
referenced by lenders
in adjustable rate
mortgage notes to
adjust the note’s
interest rate. This index
is one of the steadiest.

Treasury
Securities
average yield

11th district
Cost of Funds
Index (for
the Federal
Home Loan
Bank of San
Francisco)
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Rates on 1-year T-bills are more volatile and rise and fall faster than the
steadier 11th District Cost of Funds. Remember that banks are able to borrow
from the Fed at rates designed to protect their solvency during recessionary
times and fight inflation during boom times.

As a result, 1-year T-Bill based indices and rates (and thus ARM rates) are
prone to fluctuate wildly as the economy cycles. Although ARM:s set to the
comparatively stable Cost of Funds rate (which are few today) can evince less
movement, the volatility of both indices makes the ARM a very risky loan for
wage earners.

When entering periods of increasing rates, such as 2005 to 2007, lenders
retaining the mortgages they originate prefer the faster upward movement
of the 1-year T-bill indices for increasing their yield, maintaining portfolio
value and remaining solvent.

The prime rate index is one of several referenced by lenders in their ARM
note by adding a margin of 2% or 3% for monthly adjustments in interest
charges. The prime rate is set in unison by U.S. banks, and is adjusted as
frequently as the Fed adjusts the federal funds rate. [See Figure 4]

Borrowers with high credit scores may have their interest set to a lower rate,
such as the London Inter-Bank Offered Rate (LIBOR).

As of October 2021, the prime rate is 3.25%.

The prime rate is a base rate used by banks to price short-term business
loans, and is set at 3% above the federal funds rate. As short-term interest
rates increase, so does the prime rate. In addition to ARMs, home equity lines
of credit, credit card rates and some private student loans are commonly
indexed to the prime rate.

The long-term interest rates reported in this chapter are:

+ the average 30-year conventional commitment rate for the Western
region as reported by Freddie Mac; and
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* 10-year T-bills.

The Fed infrequently takes direct control over long-term interest rates. The
Fed did so during 2009 and 2010, and again in 2011-2012 due to the jobless
recovery following the 2008 recession.

However, the Fed controls inflation primarily through its monetary policy.
By moving the short-term rates the Fed influence the expected future
inflation rates. The bond market’s expected rate of inflation going forward is
reflected in its long-term interest rates.

For example, the Fed began to increase short-term interest rates in mid-2004
and continued through 2005. The Fed did this to fight perceived inflationary
pressures in the economy brought about by demand and pricing (and the
recovery of foreign markets, weakening dollar, etc.).

Due to a general view within the bond market that inflationary pressures
existed in the national economy, and controversy over whether the Fed had
the desire or tenacity to control the perceived inflationary pressures, long-
term interest rates began to rise.

Applicable federal rates (AFRs) determine the minimum interest yield
reportable on carryback financing, called imputed interest since it is the

obligation of the taxpayer to impute principal in the note to interest income.
The AFR category is determined by the carryback due date. Listed rates are for
monthly payments. [See Figure 5]

Imputed interest reporting applies the AFR to debt carried back by a seller
on an installment sale. An interest rate on a carryback note negotiated at a
note rate below the AFR triggers imputed interest reporting to the Internal
Revenue Service (IRS). Thus, profit in the form of principal on the note is
shifted to interest income.

Figure 4
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The imputed rate is the lesser of the AFR for the month the purchase
agreement is entered into, or 9%.

Twelve AFRs are set monthly by the IRS. The due date of the note and the
periodic payment schedule determine the note’s minimum reporting rate.
For example, notes due in three or less years, payable quarterly, fall into the
short-term AFR category at its quarterly rate.

See Figures 6-8 for other critical market rates which affect California real
estate.
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The 3-Month Treasury Bill is the rate managed by the Fed through the federal funds rate
as the base price of borrowing money in the short-term. It is also used in determining
the yield spread, which predicts the likelihood of a recession or rise in the economy one
year forward.
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The 10-year Treasury Note rate is a leading indicator of the direction of future Fannie
Mae and Freddie Mac rates, which historically run around 1.4% higher than the 10-year
yield during a stable money market. The rate is comprised of the level of worldwide
demand for the dollar and anticipated future domestic inflation.
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30-year Fixed Rate Mortgage (FRM) Rate: Weekly
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The average 30-year commitment rate is the rate at which a lender commits to lend
mortgage money in the U.S.-West as reported by Freddie Mac. This rate is published on
a weekly basis.

Figure 8
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The Federal Reserve (the Fed) is the lender of last resort, ensuring a
sufficient money supply during economic crises.

The Fed combats inflation by using the discount rate and the federal
funds rate to control short-term interest rates. Occasionally the Fed will
take control over long-term rates.

Lenders use several established indices to control how ARM interest
rates fluctuate. Some of these indices are the Cost of Funds Index, the
1-Year Treasury-Bill index, and the prime rate.

1-year Treasury Bill Pg. 202
applicable federal rate Pg- 203
Cost of Funds Index Pg. 201
discount rate Pg- 199
federal funds Pg. 200

prime rate Pg. 202
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A lender’s oral promises

as commitments

After reading this chapter, you will be able to:

+ identify the unenforceability of a lender's oral or unsigned
mortgage commitment;

+ understand the conditionality of a written mortgage commitment
or rate lock; and

+ Dbetter your buyer’s chance of closing with the best rates and terms
possible by submitting mortgage applications to at least two
lenders.

mortgage commitment rate lock

Consider an owner planning to make improvements to their industrial
property. The owner applies for a mortgage to upgrade the facilities, add
equipment and construct additional improvements. The owner has a long-
standing business relationship with a lender, having borrowed from it in the
past.

The loan officer processing the mortgage orally assures the owner it will
provide permanentlong-term financing torefinance the short-term financing
the owner will use to fund the improvements. Nothing is put to writing or
signed. Relying on the lender’s oral assurances, the owner enters into a series
of short-term loans and credit sales arrangements to acquire equipment and
improvements.

The loan officer visits the owner'’s facilities while improvements are being
installed and constructed. The lender orally assures the owner they will
provide long-term financing again.

Chapter
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No
responsibility
for oral or
conditional
promises
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mortgage
commitment

A lender’s
commitment to make a
mortgage, enforceable
only when written,
unconditional and
signed by the lender
for consideration.

Enforceable
agreement
to grant a
permanent
modification

On completion of the improvements, the owner makes a demand on the
lender to fund the permanent financing. However, the lender refuses. The
owner is informed the lender no longer considers the owner’s business to
have sufficient value as security to justify the financing.

The owner is unable to obtain permanent financing with another lender.
Without amortized long-term financing, the business fails for lack of capital.
The business and property are eventually lost through foreclosure to the
holders of the short-term financing. The owner seeks to recover money losses
from the lender, claiming the lender breached its commitment to provide
financing.

Can the owner recover for the loss of their business and property from the
lender?

No! The lender never entered into an enforceable mortgage commitment.
Nothing was placed in writing or signed by the lender which unconditionally
committed the lender to specific terms of a mortgage.

Even though the lender orally assured the owner multiple times a mortgage
will be funded, and despite the owner's reliance on their pre-existing
business relationship with the lender, the owner cannot rely on the lender’s
oral commitment.!

The only other course of action the buyer may take is to purchase a written
mortgage commitment, paying for the assurance funds will be provided on
request.

However, these commitments, which are putoptions, are always conditional,
neverabsolute.Thelenderisallowed to deny amortgage even after delivering
a written mortgage commitment in exchange for a commitment fee — again,
without liability if they refuse to fund.

Now consider a lender who signed a Servicer Participation Agreement
with the U.S. Department of Treasury under the Home Affordable
Modification Program (HAMP). The lender agrees to follow the Treasury’s
guidelines and procedures in modifying mortgages.

A distressed-homeowner applies to the lender for a modification of their
mortgage. The lender prepares a written Trial Period Plan (TPP) which states
the homeowner will receive a permanent mortgage modification if they
make trial modification payments and submit qualifying documents.

The borrower signs the TPP and returns it, makes all trial modification
payments and submits the required documentation to confirm eligibility for
the permanent modification.

The lender never agrees to give the homeowner a modification nor do they
notify the borrower of any failure to qualify. However, under HAMP, the
lender is obligated to the government to enter into a mortgage modification

1 Kruse v. Bank of America (1988) 202 CA3d 38
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when the homeowner meets all the requirements under the TPP. The
homeowner seeks to compel the lender to agree to a permanent modification
since the owner followed all the terms of the written TPP.

Is the lender compelled to grant a permanent modification?

Yes! The borrower followed all the terms of the written TPP. Thus, the lender
is compelled to grant the permanent modification since they entered into the
Servicer Participation Agreement under HAMP.2

Oncealendersignsa written agreement, itis bound to follow it. The preceding
scenario is an example of the reason lenders rarely enter into signed written
promises regarding a mortgage application. When they do, they need to do
nothing more than the limited federally mandated nonbinding disclosures
on single family residence (SFR) mortgages under Regulation Z (Reg Z),
also known as the Truth-in-Lending Act (TILA).

Lenders customarily process applications and prepare mortgage documents.
However, these documents are at all points only signed by the buyer. The
lender orally advises the buyer whether the mortgage has been approved,
but signs nothing that binds it.

The first and only act committing the lender is its actual funding of the
mortgage — at the time of closing.

Thus, the lender-borrower relationship is one of power, not one of an open
market arrangement. Unless you believe in the fantastical tooth fairy,
lending is an asymmetrical power relationship, not one of a willing
lender and a willing borrower sharing a common goal and rooted in mutual
consent. Until the lender literally delivers funds and a closing has occurred,
the lender can back out of its oral or unsigned written commitment at any
time, without liability.

As a result, the balance of power is entirely with the lenders. The rigged
lending-game requires borrowers to rely solely on the lenders’ verbal
assurances and proposals to get a mortgage. Conversely, the lender bears no
burden and suffers no consequences for failure to follow through on any of
their oral or unsigned written promises.

When a lender breaches its oral commitment to lend, the buyer’s reliance on
anything less than an unconditional written mortgage commitment is
not legally justified — even though the buyer had no realistic choice other
than to rely on the lender’s oral promises.

In order to prepare a buyer for the mortgage application process, agents
need to advise their buyer of the likely scenarios they will encounter in the
mortgage application process. Again, the relationship between lender and
borrower is inherently adversarial. Thus, the informed buyer is best able
to anticipate and defend themselves when confronted with unscrupulous
eleventh-hour lender tactics.

2 Corvello v. Wells Fargo Bank (g9th Cir. 2013) 728 F3d 878
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Rate locks:
tin shields or
the real deal?

rate lock

A lender’s conditional,
unsigned commitment
to fund a mortgage at

a quoted interest rate,
origination fee and
fixed number of points,
regardless of whether
interest rates rise or fall
prior to funding the
mortgage.
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Always advise buyers seeking a purchase-assist mortgage to “double app;”
that is, submit mortgage applications to a minimum of two lenders as
recommended by the U.S. Department of Housing and Urban Development
(HUD) and the California Department of Real Estate (DRE).

To assist the buyer with the task of comparing the products of two or more
lenders, entities such as the California Department of Financial Protection
and Innovation (DFPI) publish Mortgage Shopping Worksheets. These
Mortgage Shopping Worksheets contain a list of mortgage variables
occurring on origination and during the life of the mortgage. Once the
Worksheet hasbeen filled in for multiple lenders, the buyer may compare the
terms offered by the competing lenders and close with the lender providing
the best rates and terms.

The DFPI Mortgage Shopping Worksheet can be obtained through their
website at https://dfpi.ca.gov.

Multiple competitive applications keep lenders vying for your buyer's
business up to the very last minute - the ultimate moment of funding, when
commitments truly are commitments.

A rate lock is similar to a lender’'s mortgage commitment. A rate lock is a
lender’s conditional commitmentto fund a mortgage ata quoted interestrate,
origination fee and fixed number of points, regardless of whether interest
rates rise or fall prior to funding the mortgage.

At first glance, rate locks seem like a brilliant idea; a personal favor from
a lender to a homebuyer, if you will. However, mortgage lending is not a
charity. It's business.

Aratelock asissued by lenders in the mortgage processis NOT a commitment
to lend your buyer money. A mortgage commitment needs to be in writing,
signed and given in exchange for consideration (read: money).3

To be enforceable, the lender needs to receive money paid in consideration
for the mortgage commitment. Even then, no lender guarantees a mortgage
until it is funded and closed.

A rate lock is not a guarantee your buyer will receive the rate stated on the
rate lock statement. It is not certain. Why? It is always contingent upon all
other lender requirements being met at time of funding.

A long list of contingencies to the rate lock provides the lender with an
equal number of opportunities to escape from the rate lock agreement even
if it were binding. Your buyer’s interests are best served by expediting the
mortgage process as much as possible, lock or no lock.

To close the mortgage as quickly as possible, direct your buyer to collect the
following information before asking for a lock on the rate and points quoted:

* bank account numbers;

3 Calif. Civil Code §2922
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+ latest bank statement;

+ latest pay stubs;

+ W2 and tax forms;

« tax returns for the past two years;

+ mortgage and credit card account numbers;
« names and addresses of creditors;

- name and contact information for their new homeowners insurance
company; and

- evidence of mortgage or rent payments.

However, even if your buyer gets the agreed-to rate at closing, rate locks are
a gamble — your buyer has to ante up just to get a chance at keeping a lower
rate in a rising market.

By their nature, a rate lock is never a guarantee your buyer will receive the
most advantageous mortgage terms available at the time of funding. Thus,
prudentbuyersand their agents submit mortgage applications to a minimum
of two lenders to guard against last-minute surprises.

A lender’s oral or unsigned mortgage commitment is unenforceable by

a buyer. A mortgage commitment is only enforceable when it is placed Chapter 22
in writing and signed by the lender, unconditionally committing the summary
lender to the specific terms of a mortgage for consideration.

Lenders customarily process applications and prepare mortgage
documents. However, these documents are signed only by the buyer.
The first and only act committing the lender is its actual funding of the
mortgage which occurs at the time of closing. Thus, until the lender
delivers funds and a closing has occurred, the lender can back out of its
oral commitment at any time without liability.

Similarly, a rate lock is a lender’s conditional commitment to fund a
mortgage at a quoted interest rate, origination fee and fixed number of
points, regardless of whether interest rates rise or fall prior to funding
the mortgage. However, a rate lock is always contingent upon all other
lender requirements being met at time of funding, providing the lender
with a number of opportunities to escape from the rate lock agreement.

To better your buyer's chance of closing with the best rate and terms
possible, counsel them to submit applications for a mortgage to at least
two institutional lenders. A second application with another institution
gives the buyer additional leverage in mortgage negotiations needed at
closing.
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Due-on-sale
regulations

B A

After reading this chapter, you will be able to:

+ understand the nature of a due-on clause in trust deeds as a
restriction on the mobility of an owner's title and pricing in times
of rising interest rates;

+ explain ownership activities which trigger due-on enforcement
by lenders;

+ apply the exemptions barring lenders from due-on enforcement;
and

* negotiate a limitation or waiver of a lender’s due-on rights.

acceleration inter vivos trust
due-on clause waiver agreement

During times of upward sales volume, expanding mortgage origination
and increasing absorption rates for space available to rent, the marketplace
functions at full throttle. This is known economically as a virtuous cycle.

Responsibility for this frenzylies with the gatekeeperstoreal estate ownership
— brokers, builders and lenders — and government requlation of conduct in
the real estate and mortgage markets.

During the good times of rising prosperity, buyers put up with the onerous
threshold of entry procedures maintained by the gatekeepers. In the rush to
do deals, all the numerous steps to ownership seem justified for the buyers.
There is plenty of money for everyone, or so it seems.
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due-on clause

A clause in a trust
deed, triggered by the
transfer of any interest
in the real estate,
which allows the
lender to call the loan.

When the
boom turns
to bust, and
stagnation

Lender
interference
is federal
policy

However, when mortgage rates and short-term interest rates rise to dampen
excess inflation, lending standards suddenly tighten. At this point, buyers
become unwilling to further cope with the regime of higher rates, increased
credit standards, seller price demands, and excessive documentation
requirements. This change in expectations triggers a vicious cycle which
begins quickly but takes years to unwind after it bottom:s.

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 held by lenders.

During boom years and long-term episodes of declining interest rates, the
due-on clause is not an issue. The decades of the 8os, 9os and 2000s are
examples of periods when buyers could easily qualify for a new loan 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 good times.

As the boom turns to bust and buyers are induced to purchase property as
prices fall, the most effective arrangement for financing the purchase price is
for the buyer to take over the seller's mortgage - ifit has an interest rate lower
than the current rates charged by lenders.

However, lenders in the past have refused to consent to any type of loan
takeover or assumption. The reason: they prefer to receive a prepayment
penalty and re-lend the money at the higher current rate.

Thus, though the due-on clause was not a burden during the boom, it
becomes a noose around the seller's neck when the market stagnates. The
combination of generally rising interest rates (following the 2009-2015 zero
lower bound interest rates) and the due-on clause in existing mortgages ties
the seller to their property. Thus, the seller is fettered to their home (and title)
without a financially suitable way out.

As an alternative, the seller lowers their sales price to offset the buyer's
lesser mortgage amount brought on by increasing mortgage rates. New
expectations about pricing during rising interest rate periods will develop.

Generally, lenders are allowed to enforce due-on sale clauses in trust deeds
on most transfers of any interest in any type of real estate.’

Thus, federal mortgage law deprives Californians of their state law right to
convey real estate subject to trust deed liens without the lender interfering
with the transfer of ownership for additional profit. To interfere with sale of
the secured property under state law, the lender needs to demonstrate the
buyer lacks creditworthiness or is wasteful of property in their management

1 12 United States Code §1701j-3, Garn-St. Germain Depository Institutions Act of 1982 (Garn)
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- essentially, that the buyer is an insolvent arsonist. However, the federal
legislative process called pre-emption bars application of state law since it
is to the contrary.

The occurrence of an event triggering due-on enforcement automatically
allows the lender to:

+ call the loan, demanding the full amount remaining due to be paid
immediately, also known as acceleration; or

- recast the loan, requiring a modification of the loan’s terms as a
condition for the lender’s consent to a transfer, called a waiver by
consent.

The federal Garn Act itself encourages lenders to allow buyers to assume
real estate loans at existing rates, but provides lenders no incentives for doing
so. The congressional intent in 1982 when passing the Garn Act was to pre-
empt state law restrictions of due-on enforcement solely to allow lenders to
increase their profits on an old mortgage whenever the owner sells, leases or
further encumbers the secured property.

However, the enforcement of the due-on clause by lenders was not intended
to occur at the expense of permitting excessive lender interference with real
estate transactions.?

Yet, when the Federal Home Loan Bank Board (now the 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-on
rights. The following 30 years saw mortgage rates drop, and no seller or buyer
was interested in keeping or taking over existing mortgages at higher than
current rates. Thus, the leniency issue was, well, never an issue.

The regulations 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 lender consent to loan assumptions
or to limit interference in commonplace transactions. This regulatory
encouragement will be needed to avoid the interference that is going to
result as buyers attempt to take over the seller's low-rate mortgages when
the seller will not lower their price.

In times of stable or falling interest rates, lenders usually permit assumptions
of loans at the existing note rate, unless a prepayment penalty clause exists.
Lenders have no financial incentive to recast loans, or call and re-lend the
funds at a lower rate when interest rates are dropping.

However, in times of steadily rising rates, lenders seize any event triggering
the due-on clause to increase the interest yield on their portfolio. They
employ title companies to advise them on recorded activity affecting title to
the properties they have mortgages on. Once the due-on clause is triggered,

2 USC§1701j-3(b)(3)

acceleration

When a lender or
carryback seller
makes a demand for
immediate payment
of the amounts
remaining due on a
loan or extension of
credit. Also known as
“calling the loan.”

Excessive
lender
interference

Economic
recessions
and
recoveries
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Due-on-sale

Due-on-lease

the lender requires the loan to be recast at current market rates as a condition
for allowing an assumption, lease or further encumbrance of the property by
the owner.

Thus, real estate ownership encumbered by due-on trust deeds becomes
increasingly difficult to transfer as interest rates rise. This tends to imprison
owners in their home as they are unable to sell and relocate without
accepting a lower price.

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” isa more accurate term. A saleis not the only event triggering
the clause. Still, as the name “due-on-sale” suggests, the primary event
triggering the lender’s due-on clause is a sale of property which is subject to
the lender’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. Examples include a:

« land sales contract;
+ lease-option sale; or

+ other wraparound carryback devices, such as an all-inclusive trust
deed (AITD).

Forexample, aland sales contract doesnotinvolve 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 is
transferred. This sales arrangement triggers the due-on clause in any existing
trust deed.3

The due-on clause is also triggered by:

+ alease with a term over three years; or

+ alease for any term when coupled with an option to buy.4

This interference addresses owners or commercial income property which
they lease to user tenants. Typically, the owners wantlong-term leases which
run more than three years in their term. Here, the leasing periods have to be
held to three year each, the initial term, and each extension of the periods of

3 Tuckerv. Lassen Savings and Loan Association (1974) 12 C3d 629
4 12 Code of Federal Regulations §591.2(b)
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occupancy under a lease agreement. Otherwise, the lender can call the loan
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 a SER subject to a first trust deed. The owner
applies for an equity loan to be secured by a second trust deed on their
property. The first trust deed contains a due-on clause.

Theloan broker tells the owner they are concerned about due-on enforcement
by the senior lender. The broker is aware encumbering the property with a
second trust deed lien triggers the existing lender’s due on clause, unless
the activity is exempt. On inquiry, the owner informs the broker they will
continue to occupy the property as their residence.

The broker assures the owner the second trust deed encumbrance will not
trigger the senior lender’s due-on clause, as long as the owner continues to
occupy the residence. Due-on enforcement based on a further encumbrance
of an owner-occupied, one-to-four unit residential property is not permitted.s

However, on real estate other than an owner-occupied, one-to-four unit
residential property, any further encumbrance without first obtaining the
existing lender’s consent and waiver of its due-on clause triggers the due-on
clause.

Thus, junior financing without a waiver of the senior lender’s due-on clause
becomes a risky enterprise for trust deed investors in times of rising interest
rates. Increasing market rates give trust deed lenders an incentive to call
loans on the transfer of any interest in the secured real estate — with the
exception of owner-occupied, one-to-four unit residential properties.

Consider a parcel of real estate subject to a first trust deed lien and a second
trust deed lien which the first trust deed lender previously consented to. The
property owner defaults on the first trust deed. The junior trust deed holder
reinstates the first trust deed and forecloses on the second, acquiring the
property at the trustee’s sale. At all times, the second trust deed holder keeps
the first trust deed current and advised of the foreclosure proceedings.

On acquiring title at foreclosure, the junior trust deed holder advises the
lender they are now the owner. The senior lender informs the junior lender,
now the new owner of the property, that it is calling its loan due, based on
the transfer of the property by trustee’s deed - unless they are to receive
points for an assumption of the loan and a modification of the note rate and
payments to current market rates.

Can the senior lender call its loan due based on the completion of foreclosure
by the second trust deed holder?

Yes! A senior lender may call a loan due on completion of the foreclosure
salebyajuniorlenderor carryback seller on any type of real estate. A trustee’s

5 12 CFR §591.5(b)(1)(i)

Due-on-
further
encumbrance

Due-on-
foreclosure
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Due-on-death
exceptions

deed on foreclosure is considered a voluntary transfer by the owner, since the
power of sale authority in the junior trust deed 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. Itisalso 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.’

The risk of a senior lender enforcing its due-on clause on a trustee’s sale by
thejunior lender has a debilitating effect on the availability of junior trust
deed loans and carryback sales. Prudent lenders and sellers are unwilling
to accept a junior position which exposes them to paying off a senior debt
should they be forced to foreclose on the real estate.?

Transfers of real estate which trigger due-on enforcement include the
inevitable transfer resulting from the death of a vested owner. However,
as with due-on enforcement triggered by further encumbrances, narrow
exceptions apply to the death of an owner who occupied a one-to-four unit
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 loan was originated. Conversely, occupancy is not required for a
surviving joint tenant who qualifies for the joint tenancy exception.*

In all other transfers, the death of a vested owner, joint tenant or other co-
owner triggers the lender’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

6 Garber v. Fullerton Savings and Loan Association (1981) 122 CA3d 423 (Disclosure: the legal editor of this publication was an
attorney in this case.)

7 12CFR §591.2(b)

8 Pasv. Hill (1978) 87 CA3d 521
9 12CFR §591.5(b)(1)(v)(A)]

10 12 CFR §591.5(b)(1)(iii)
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Trust deed called or recast at lender’s option

Events triggering the due-on clause

Sale:

e transfer of legal title (grant or quitclaim deed);
e |and 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.

® © © 0000 00000000000 00000000 0000000000000 0000000000000 00000 0000

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
e and continues to occupy);

e death of a joint tenant; or

e transfer on death to a relative who occupies.

+ 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 that occupies a residence vested in the name of
the husband and owned as his separate property. The residence is subject to a
trust deed containing a due-on clause.

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 lender?

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, so long as the
spouse occupies the property.:

11 12 CFR §591.5(b)(1)(v)(C)

It has recently

come to our
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Divorce and
inter-family
transfers
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Inter-family
exception

inter vivos trust

A property owner'’s
title holding
arrangement designed
for probate avoidance
on death. Also known
as a “living trust.”

Waiver by
negotiation
and by
conduct

However, if the acquiring spouse chooses to lease the residential property
for any period of time rather than occupy it, the lender may call or recast the
loan.

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.*

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 lender prior to transfer. The owner agrees to give the
lender notice of any later transfer of their beneficial interest in the trust or
change in occupancy of the property as requested by the lender.

Does this transfer into a living trust trigger the due-on clause in a trust deed
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.'s

To meet regulations, the owner needs to provide means acceptable to
the lender by which the lender 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 lender’s approval of the
notice provision, the lender may call the loan due.

Thus, if the owner does not continue to occupy the property, or later transfers
the beneficial interest in the trust, the lender can call or recast the loan.

Anowner wishingto enterinto a transaction to sell, lease or further encumber
their real estate without lender interference needs to first negotiate a
limitation or waiver of the lender’s due-on rights.

Waiver agreements are trade-offs. In return for waiving or agreeing to
limit the exercise of its due-on rights in the future, the lender demands
consideration such as:

« additional points if an origination;

+ additional security;

« principal reduction;

* increased interest;

12 12 CFR §591.5(b)(1)(v)(B)
13 CFR §591.5(b)(1)(vi)
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+ ashorter due date; or

« anassumption fee.

Consider a buyer who applies for a loan 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.

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 loan without a
call by the lender. In exchange, the buyer agrees to pay increased points or a
higher interest rate.

The lender's waiver of its 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 lender to call or recast the loan again.

In addition to a waiver agreement, waiver of the lender’s due-on rights may
occur by conduct when the lender fails to promptly enforce them.

For example, a buyer purchases real estate subject to a loan secured by a trust
deed containing a due-on clause. The lender is informed or discovers the
transfer and immediately calls the loan. However, the lender then accepts
payments from the buyer for over 12 months. The lender later (after interest
rates further increase) seeks to enforce its prior call by refusing further
payments.

Here, the lender waived the right to enforce its due-on clause by its conduct.*

14 Rubin v. Los Angeles Federal Savings and Loan Association (1984) 159 CA3d 292

Lenders and carryback sellers are allowed to enforce due-on sale clauses
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
automatically allows the lender to call or recast the loan. In times of
rising rates, lenders 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

+ on completion of the foreclosure sale by a junior lender or
carryback seller on any type of real estate.

waiver agreement
An agreement in
which a lender
consents to the
owner's present or
future transfer of an
interest in the secured
property as a waiver
of the lender’s due-on
rights. Also known

as an “assumption
agreement.”

Chapter 23
Summary



222 Real Estate Matters, Fifth Edition

Chapter 23
Key Terms

Further, transfers of real estate resulting from the death of a vested
owner also trigger due-on enforcement, with some 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 lender interference needs to first negotiate a limitation or
waiver of thelender’'s due-on rights. Waiver of the lender’s due-on rights
may also occur by conduct when the lender fails to promptly enforce
them.

acceleration Pg. 215
due-on clause Pg-214
inter vivos trust Pg. 220

waiver agreement Pg. 221
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Te homeowner is
covered: an anti-
deficiency primer

After reading this chapter, you will be able to:

« apply anti-deficiency rules available to a buyer to avoid lender
claims of personal liability for payment of nonrecourse mortgage
obligations;

+ advise homeowners on California’s anti-deficiency protections
available to them on trust deed notes, refinancing, mortgage
modifications and short sales.

anti-deficiency purchase-money debt
bad-faith waste short pay-off

The public policy objective behind anti-deficiency legislation is to provide
protection to mortgaged property owners who will otherwise lose their
property and be subjected to a money judgment on foreclosure. By way of the
protection, the “debtor’s prison” aura surrounding defaulting homeowners is
near totally dissipated.

Mortgage debt under California’s anti-deficiency statutes is broken into two
types of obligations. All mortgage debt is categorized by responsibility for
payment as either:

* Trecourse; or

* nonrecourse.

Chapter

24

Learning
Objectives

Key Terms

Protected:
nonrecourse
mortgage debt

anti-deficiency

A limitation placed on
a mortgage lender’s
ability to recover losses
on a default when

the secured property’s
value is insufficient to
satisfy the mortgage
debt.
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purchase-money
debt

A mortgage which
funds the purchase

or construction of

a one-to-four unit
owner-occupied
residence, also called a
nonrecourse debt.

bad-faith waste
Reckless or malicious
injury to property
causing a drop in its

Nonrecourse debtis created by statute covering mortgages in two sets of facts:

* purchase-money debt of any priority on title (first, second or
even third trust deed), is a mortgage which funded the purchase
or construction of a homebuyer's one-to-four unit owner-occupied
residence; or

* seller financing, also called a credit sale, installment sale or
carryback paper, on the sale of any type of real estate when the debt is
secured solely by the property sold.*

A lender holding a nonrecourse mortgage may not pursue the homeowner
personally to collect for a deficiency in the secured property’s value to fully
pay off the nonrecourse debt following any type of foreclosure, judicial or
nonjudicial.

A fewnotable exceptions exist:anti-deficiency protectionsaside, alender who
underbids at the trustee’s sale may pursue an owner for those mortgage losses
caused by the owner's bad-faith waste of the property. Bad-faith waste is
the reckless or malicious injury to the property, such as pouring concrete

fair market value. down toilets, stripping cabinets or deliberately destroying landscaping.?

Additionally, while the lender may not pursue a homeowner for a deficiency
in the value of the property to satisfy a purchase-money mortgage, the
Federal Housing Administration (FHA) or Department of Veterans
Affairs (VA) have recourse against the homebuyer who signed an FHA or
VA guarantee agreement for losses under their mortgage default insurance
programs (MIPs). Practically speaking however, the FHA and the VA rarely
pursue deficiency judgments though they have the legal right to do so.3

Recoursedebtisany mortgage other than mortgages classified as nonrecourse
debt. A lender may only pursue a homeowner for a loss on a recourse
mortgage due to a deficiency in the price of the secured property through
judicial foreclosure, and then only if:

Unprotected:
recourse
mortgage debt

+ the court-appraised value of the property at the time of the judicial
foreclosure sale is less than the debt; and

» the bid is for less than the debt owed.4

Refinanced Refinanced purchase-money debt only retains its purchase-money
purchase mone nonrecourse status if:
y + the lender of the original purchase-money debt is the refinancing
debt: recourse lenders:
or not? + the refinanced debt is substantially the same debt as the original

purchase-money debt’ and

Calif. Code of Civil Procedure §580b

Cornelison v. Kornbluth (1975) 15 CA3d 590
Carter v. Derwinski (g Cir 1993987 F2d 611

CCP §580a

Union Bank v. Wendland (1976) 54 CA3d 393
DeBerard Properties, Ltd. v. Lim (1999) 20 C4th 649

OV A W N R
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+ the refinanced debt is secured by the same property as the original
purchase-money debt.”

In absence of any of the three conditions, the refinanced debt is considered
recourse debt subject to a lender's money judgment for any deficiency in the
value at the time of the judicial foreclosure sale.

The same logic is used when considering whether the modification of a
purchase-money mortgage retains its nonrecourse status. If the modified
mortgage is secured by the same property as the original purchase-money
mortgage, modification of payments, interest rates or due dates do not change
the purchase-money status of the modified mortgage.®

The extension of nonrecourse status to the lender’s continuation of the same
debt under different terms for repayment is important. Taxwise, nonrecourse
status for a mortgage means any debt forgiven on the modification is exempt
from taxation as cancellation of debt income.

Additionally, a lender may not require a homeowner to waive their anti-
deficiency protection as a condition of granting a mortgage modification
when the mortgage remains secured by the same property. The result
would simply be a magic trick performed by the lender to flip nonrecourse
into recourse status on a default — an unenforceable departure from the
legislative intent of anti-deficiency statutes.®

Anti-deficiency protection has also been extended to homeowners who
negotiate short payoffs (shortpays) with their lenders and close a short
sale to dispose of their homes.

Regardless of the recourse or nonrecourse status of the mortgage, a lender
who agreesto accepta shortpay from an owner-occupant on the sale of a one-
to-four unit residential property is barred from seeking a money judgment
for any loss incurred on the short sale.’

Editor’s note — In Coker v. JP Morgan Chase Bank, N.A., the California
Supreme Court holds a homeowner is not liable for a short sale deficiency
since the homeowner cannot waive their statutory anti-deficiency
protections which fully apply to short sales.

7 Goodyearv. Mack (1984) 159 CA3d 654
8 DeBerard, supra

9 Palmv.Schilling (1988) 199 CA3d 63
10 CCP §580e

What about
mortgage
modifications?

Special rules
for shortsales

short payoff

A sale in which the
lender accepts the net
proceeds at closing

in full satisfaction

by discounting the
mortgage debt.
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Lender’s choice
of recovery

Costly (and
timely) for
lenders

A homeowner with a recourse mortgage is not necessarily destined to be
hounded by the lender’s debt collectors forever. One last anti-deficiency
protection lies in the lender’s choice of mortgage debt recovery on a default.

In response to a homeowner's default, a lender is required to first foreclose
on the property to satisfy the debt. Until a foreclosure sale is held, the lender
may make no attempt at collecting the debt. This condition is part of its grand
bargain under the power of sale provision and put option contained in
the trust deed."

And then on foreclosure, a mortgage lender may only pursue a money
judgment for a deficiency if it completes a judicial foreclosure sale (as
opposed to a nonjudicial foreclosure, also called a trustee’s sale).

Further, a lender foreclosing judicially may only seek a deficiency after
foreclosure if:

+ the mortgage is recourse paper; and

+ the property value and the high bid are each less than the amount of
the mortgage at the time of the judicial foreclosure sale.*?

Further, the borrower has the right to redeem the property - recover title -
within one year after the judicial foreclosure sale by paying the amount of
the high bid (plus interest). The money judgment for any deficiency in the
property value is awarded to the lender as a separate debt, unconnected to
the right to redeem the property for the price bid at the foreclosure sale.*

Judicial foreclosures are lengthy and expensive for lenders. They also risk:

+ a further decline in a property’s value during litigation and the one-
year redemption period after the foreclosure sale; and

+ being unable to recover on a collection attempt under the money
award for the deficiency.

If the lender chooses instead to complete a nonjudicial foreclosure via a
trustee’s sale, it loses its right to pursue any loss on the mortgage. Lenders
trade the right to complete a judicial foreclosure for a cheaper, faster trustee’s
sale. Additionally, the homeowner'sright toredeem the property by payment
of the debt in full is terminated on completion of the trustee’s sale.™

11 CCP §726(a); Walker v. Community Bank (1974) 10 C3d 729
12 CCP §580c¢, 580a

13 CCP §729.030

14 CCP §580d
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There are two kinds of mortgage debt established by California’s anti-
deficiency statutes: nonrecourse or recourse debt.

Nonrecourse debt is:

+ purchase-money debt of any priority which funded the purchase
or construction of a homebuyer's one-to-four unit owner-occupied
residence; or

+ seller carryback paper when the debt is secured solely by the
property sold.

A lender holding a nonrecourse debt may not pursue the homeowner
for a deficiency in the secured property’s value following a judicial
or nonjudicial foreclosure, unless the owner maliciously injures the
property causing its value to drop.

Refinanced purchase-money debt only retains its purchase-money
nonrecourse status if:

+ thelender of the original purchase-money debt is the refinancing
lender;

+ therefinanced debt is substantially the same debt as the original
purchase-money debt; and

+ therefinanced debtis secured by the same property as the original
purchase-money debt.

If a modified mortgage is secured by the same property as the original
purchase-money mortgage, modification of payments, interest rates or
due dates do not change the purchase-money status of the modified
mortgage.

Alternatively, recourse debt is any debt not classified as nonrecourse
debt. A lender may only pursue an owner for a loss due to a deficiency
in the fair market value (FMV) of the secured property through judicial
foreclosure, and only then if:

+ thecourt-appraised value of the property at the time of the judicial
foreclosure sale is less than the debt; and

» the bid is for less than the debt owed.

Regardless of the recourse or nonrecourse status of the mortgage, a
lender who agrees to accept a short payoff from an owner-occupant of
a one-to-four unit residential property is barred from seeking a money
judgment against the owner for any loss incurred on the short sale.

Chapter 24
Summary
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Chapter

25

Carryback financing in
lieu of cash

e

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

- comprehend the financial benefits afforded to a seller and a buyer Objectives
under seller carryback finance arrangements;

+ identify the seller’s risks involved 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.

all-inclusive trust deed private mortgage Key Terms
(AITD) insurance (PMI)
nonrecourse seller financing

portfolio category income

When mortgage money is plentiful and accessible, lenders are eager tomake  Seller
loans to nearly every buyer — no matter the type of property sought, its . .
location or the buyer’s creditworthiness. flnancmg

However, when the availability of real estate loans tightens, the definition SllppOI'tS the
of a “qualified” buyer becomes more restrictive and approvals more elusive. price
As Californians trek through our current washboard recovery, lenders have

greatly tightened their lending guidelines. seller financing
A note executed by a
In these economic conditions, a seller hoping to locate a buyer amenable to buyer ofreal 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.

the seller’s asking price needs to consider seller financing.



230 Real Estate Matters, First Edition

Basics of
carryback
financing

Marketing
property: the
seller will
carry

Seller financing is also known as:

* aninstallment sale;
a credit sale;
+ carryback financing; or

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

Seller financing occurs when a seller carries back a note 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 after deducting:

+ thedown payment; and

« the amount of any existing or new mortgage financing 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 note and
trust deed taking on the rights and obligations of a secured creditor.

Editor’'s note —California brokers and agents who make, offer or negotiate
residential mortgages for compensation are required to obtain a Mortgage
Loan Originator (MLO) license endorsement on their Department of Real
Estate license. A residential mortgage loan is a consumer purpose loan
secured by a one-to-four unit residential property.

Thus, offering or negotiating carryback financing triggers the MLO license
endorsement only if the broker or agent receives additional compensation
forthe act of offering or negotiating the carryback, beyond the fee collected
for their role as seller’s agent or buyer’s agent.

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 who are rational are willing to pay a higher price for real
estate when attractive financing is available. This holds regardless of whether
financing is provided by the seller or a mortgage 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 as speculator
acquisitions drop.

Buyer willingness is especially apparent when the rate of interest on the
carryback financing is in line with or below the rates lenders are charging on
their purchase-assist loans. The lower the interest rate, the higher the price
may be.
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For buyers, seller carryback financing generally offers:

+ amoderate down payment;
* competitive interest rates;

« less stringent terms for qualification and documentation than imposed
by lenders; and

+ no origination (hassle) costs.

Mortgage lenders mechanically require a minimum down payment of
around 20% if the buyer is to avoid private mortgage insurance (PMI).

In a carryback sale, the amount of the down payment is negotiable between
the buyer and seller without the outside in fluences a traditional mortgage
loan broker and borrower has to contend w