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Appendix B
Short Sales
September, 2008
Definition:  “an arms length sale transaction in which the loan(s) secured by the real estate are not paid in full but released as a lien so that a buyer can hold title to the property unencumbered.”

1.  Overview – the basics
With short sales, a borrower in economic difficulty informs the lender he cannot continue to make the mortgage payment, normally evidenced by being delinquent for two to three months.* Homeowner has been able to find a purchaser, but due to the flat or declining real estate values, the sale won’t generate enough money to pay the lender, or lenders, in full.  Lenders do not want to foreclose.  The Borrower asks the Lender to take the net proceeds from the sale and release the Borrower from the balance due.  Lenders typically analyze the transaction to make sure the realtor is taking a reduced commission, that other seller fees are reasonable, that the debtor is basically insolvent, before agreeing to accept less than the full amount due.  Second mortgage lenders/equity line lenders in second position generally require they be paid something to release their lien, unless the first and second mortgage lenders are the same banking family, i.e., same lender although one may be the mortgage company and the other may be the bank.
Lenders are not required to “forgive” the unpaid debt in a short sale, just as they do not need to forgive the debt in a foreclosure, when the property sells for less than what is owed. To forgive means the lender does not pursue collection of the balance due. The Borrower generally wants to pursue a short sale in an attempt to meet his financial obligations, reduce the stress of foreclosure, and perhaps reduce the negative effect on his credit score.  Credit scoring companies have historically treated short sales, foreclosures, and deeds in lieu of foreclosure as a debt “not paid as agreed,” with no differentiation in the effect on overall credit score.  A foreclosure can continue to be a problem up to 10 years after the event.  Lenders, however, are beginning look at the manner in which a consumer has dealt with declining property values and increasing mortgage payments. 
2. Typical Lender Requirements
a. Owner is behind, usually at least 2-3 months on mortgage payments.  

Sometimes Owner and/or spouse have lost their jobs and know they will be unable to maintain mortgage payments. Practical advice is for them to contact the lender to arrange reduced payments while they find employment.  Many lenders are so overwhelmed by the foreclosure and short sale side of the industry they will not talk to a borrower who is not yet in default.  

b. Owner/seller is insolvent.

Lenders generally do not agree to short sale unless the Owner does not have the economic resources to pay off the loan.  If an Owner is not insolvent, a lender may agree to a short sale if the Owner is required to move due to job relocation, or similar legitimate need.  The lender would then require the seller to pay the deficiency, establishing a repayment schedule. Lender reviews all assets of an Owner including, savings, investment accounts, retirement funds, etc.


c.  Market value of real estate is less than the principal balance due.

Not all areas of the country are experiencing a decline in value of real estate.  If the market values are not depressed, the lender may not agree to accept less than full payoff of the loan.
3.  Documentation Required by Lender

What a specific lender may require to process a short sale agreement varies from lender to lender, but generally includes the following items.  
a. A copy of the listing agreement and contract .

Lender may limit amount of commission a real estate agent may charge the seller. Lender may also require an opinion letter from the Broker.

b. Complete financials of the Owner

· Bank statements for several months

· Retirement/401K statements

· Investment statements

· YTD paystubs

c. Hardship letter from Owner

d. Current appraisal – sales price should be at least 90% of appraisal value

e. Estimated HUD-1 outlining expected proceeds from the sale for the lender and detailing all charges
3. Effect of Short Sale
a. For credit score purposes it is treated similar to a foreclosure and is listed as a “debt not paid as agreed”.  The negative effect on credit scores is similar to that of a foreclosure.

b. Borrower may be required to sign a Note for the deficiency balance, or lender may decide to obtain a judgment for the deficiency.  If borrower is part of the HAFA program, lender may NOT require a promissory note and may NOT seek a deficiency judgment.
c. The income tax consequences of failure to pay a mortgage in full are often overlooked.  (See www.irs.gov then search “home foreclosure and debt cancellation”)  The Mortgage Forgiveness Debt Relief Act of 2007 applies to debt forgiveness in tax years 2007, 2008, and 2009, up to two million dollars ($1 million if married filing separately). It only applies to principal residences, but includes debt restructuring as well as foreclosure and short sales.  Prior to this Act, and if nothing changes, subsequent to 2009, the amount forgiven is income to the debtor.  
4.  Requirements for Settlement Agent 

a. Obtain the Lender short sale agreement in writing. 

Make sure it comes from the lender and hasn’t been generated by someone else. 
b. Read the short sale agreement/lender instructions and follow them

c. Lender instructions will typically have 

· a termination date 
· a statement as to whether the lender will forgive the balance due or reserve the right to collect

· an agreement to release the deed(s) of trust of record

· confirmation of fees that may be charged 
FLOPS – The short sale flip

With the recovery of the housing market still in the distance, foreclosure and short sales have become the predominant form of residential resales.  As with any transitional market, greed found its face in the form of the short sale flip, conveniently nicknamed the flop!

The scheme looks similar to the property flips we experienced during the height of the real estate boom, but with a twist.  Flippers seek homes on the verge of foreclosure and persuade the bank or mortgage company to allow the short sale based on property appraisals which are often times questionable.  Banks are more than willing to avoid the foreclosure process and quickly authorize the short sale.  Instead of hiring appraisers to value the distressed properties, banks often use computer programs to estimate value or rely on broker price onions provided by the realtor.   Unbeknownst to the bank or mortgage company, the same property is being sold or “flipped” to a new buyer usually within a 24 hour period and for a substantial profit to the flipper.  

A recent article in the Herald Tribune, Florida, found that of 250 short sale properties in Sarasota and Manatee Counties in 2009, 50 were resold within 24 hours suggesting that banks were underpaid for properties and flippers already had a buyer willing to pay more.

On the sales where properties in Sarasota and Manatee Counties were flipped within a day, the Tribune found that it has cost banks $1.7 million.  On houses that were bought and resold within a month, the bank short sales were $3.2 million less than the ultimate sales price.

Who are the flippers?  Often under the guise of foreclosure rescue consultant, Real Estate agents, real estate attorneys or mortgage brokers constitute the majority of investors capitalizing on the short sale flip.
  

Pro

According to some blogs, short sale and reo flipping is a legitimate practice if done with the proper disclosures,  Short sales are a critical part of our current housing market that can benefit both homeowner and the lender.  Many homeowners are unable to modify existing mortgages and lenders wish to avoid the high cost of the foreclosure process.  Short sale flips can be legitimate if repairs are made to a property or the original buyer pays one price in good faith and later finds a buyer willing to pay more.
  The most important aspect to the legitimate short sale flip is to PROVIDE ABSOLUTE DISCLOSURE to all parties.  Have the old lender and the purchaser’s new lender provide written acknowledgment of the terms of the end flip sale.  As with all short sale transactions, the transaction must be at arms length – the short sale negotiator, seller, buyer and ultimate buyer cannot be related.
  If the intermediate buyer wishes to use funds from the end or flip sale purchase, proceed with caution and make sure that all parties are informed and consent to the financing arrangement.  If multiple contracts are used, it is a red flag for fraud.  The ultimate purchase price must be disclosed to the short sale lender and agreed to by the short sale lender.  As is always the rule, in every transaction the true financial exchange must be disclosed on a single HUD1 settlement statement.  Using multiple HUDs for a single transaction can pose a potential RESPA violation.

Import note on all flipping scenarios, you must adhere to FHA/FNMA flip requirements.

Con

The FBI recently added short sale flipping or “flopping” to its list of recognized real estate fraud.  In the June 2009 report on Mortgage Fraud, FBI officials cited that most flops involve various misrepresentations of the value of the property in the transaction.

The short sale lender takes a substantially lower price for releasing the mortgage which could have minimized if not alleviated by the price paid by the ultimate purchaser.

Interthinx, a company which analyzes mortgage fraud nationally and uses its risk measure to show where fraud may be increasing, found the risk of mortgage fraud in the third quarter of 2009 shot up 11 percent from the previous quarter.
  The firm reported that real estate agents and other professionals are involved in schemes involving bank-owned foreclosed homes and short sales due to the abundant supply and appraisals are not often required.  Schemes include flipping the property to a new buyer without disclosing the arrangement to the short sale lender, using straw buyers as intermediate buyers, using relatives who gift the property back to the original owner, using transactional funding (renting someone else’s money for one day in order to have a stronger financial picture), using land trusts set up to evade FHA/FNMA anti-flipping rules and to hide the borrower’s true identity and using inflated appraisals.  

Another scenario involves the use of Powers of Attorney.  In this flipping scheme the contract lists only the intermediate (flipping) owner as the actual owner of the property.  The flipper states to the ultimate buyer that they have a Power of Attorney from the record owner to sell the property.  The contract is silent as to the record owner and the power of attorney.  The flipper further insists that the new buyers use their title company and that the earnest money deposit be held by their title company.  The contract with the record owner is not disclosed nor are the terms of the short sale.  The earnest money deposit may in fact be used by the flipper to secure the purchase from the record owner.
  The flipper may also insist that two separate title companies be used for each portion of the transaction.  Neither party nor their lenders may be aware of the two contracts on the same property and the use of two HUD1 settlement statements.  Affidavits and disclosures may not be sufficient to stop any investor who sees dollar signs.  Many investors and title insurance underwriters are declining to insure flops.  Title insurance companies require that the sale from A to B be fully funded and disbursed per the HUD.  Further, the sale from B to C must stand independently and funds from this transaction cannot be used to fund any portion of the A to B transaction.
  Underwriters continue to caution their agents against any transaction where the short sale negotiator will not allow the title agent direct contact with the short sale lender or where documentation does not come directly from the short sale lender.

As fraud continue to permeate the real estate market, now more than ever, buyer beware.
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