
Buyer Considerations for Distressed Property Sales

Everyone loves the concept and the reality of a bargain, especially on a high-ticket item like real estate. Distressed properties (Short sales, pre-foreclosures and foreclosed properties) represent a real opportunity to buyers in the years 2006-2010 (and not beyond, we hope), to purchase properties at a very low cost. Unfortunately, with the promise of great rewards, come great risks and “hidden costs of doing this business.” And, this is certainly true of the sales of distressed properties. This document will take the categories one by one & go through the ups and downs of each. No one likes surprises, and Third Meridian Realty does not like its clients to be surprised. 

Short Sales:

First, what is a short sale? It occurs when the amount of money a seller can expect a buyer to pay for his property is less than the mortgaged amount owed to his lender. This has happened to many properties due to a declining market.  People who purchased at the high market of 2003 through 2007 may be in this situation. Now, that we are in a mature distressed property environment, most of the time we will know up-front that a property is a short sale. I will discuss what may happen when we don’t know it at the end of this section. Listed property must follow the guidelines and rules of our Multiple Listing Service. This is a good thing because it brings us a level playing field. When a brokerage agrees to list a property where the seller is “upside-down” (I.e., owes more than he can get), fields & remarks in the listing indicate that it is a short sale. And, we often see the agent list some of the contractual terms which the lender demands. Commonly, these are: 1) Seller will not pay for a survey, usually they do, you definitely want a survey prior to closing; 2) Real estate tax proration is to be stated at 100%; this means there is no allowance for a tax increase. This may be okay since the declining market has brought lower tax assessments; 3) Property will be sold “AS IS.” This is the most miss-understood because it only means that once the closing takes place, the seller has no future liability; 4) Lender requires a minimum of 3% earnest money; earnest money is the buyer‘s money, part of their down payment, so this is just a prudent requirement; 5) All buyers must be pre-approved, typical; and, 6) Lender addendums required; these generally clarify the milestone events of the contract.  The first three of these items pass on costs normally paid by the seller to the buyer. These are pretty up-front.

But many other items are not so up-front. First, take the issue of the property inspection. It is a rare breed of buyer who would buy a property without an inspection. When buying a short sale, the buyer must wait for the lender to approve the sale amount; this may happen in the first week - or anywhere up to 6 months - not an exaggeration! So, would the buyer patiently sit back, forgo looking at and/or bidding on other available properties, and wait until he has the lender’s approval before scheduling an inspection? Doesn’t make sense. You’d want to have the inspection up front to see if you even want to wait for lender approval, to determine if you want to go ahead with the purchase. If you don’t want the home, makes sense to know that sooner rather than later, so that you won’t be passing up other good properties available. Inspections cost money. You may perform an inspection on a property only to find down the road, that the lender is still haggling on price, or you don’t come to terms with them at all, and you need to move on. 

What about the attorney review process? Will the buyer wait until lender approval before taking this step? Again, attorney review costs money. Seller and Buyer attorney requests may not come to a meeting-of-the-minds. Do you want to know this sooner or later?

And, what happens if the lender makes a counter-offer? How much more? It is an unknown. There may be unpaid taxes, or liens on the home, that the seller does not have the money to satisfy. So, if you want the house, that leaves you or the lender to pay them.  At what point do these items raise their ugly heads? The property may be worth the purchase price as well as all these add-on costs, but it’s good to come into this process with your eyes wide-open.

Also, after the first set of buyers has made an offer on the property, it is still not an accepted deal. So, showings continue. Offers can continue. The lender then has lots of buyers to choose from. Will you prevail? I ran into one lately where there were 9 offers in already & they were still open to more. 

Earnest money, usually 3.5 to 5% of purchase price, is also in the mix. Usually, earnest money checks don’t get deposited until acceptance. But, with short sales, they do; buyers want the lenders to know they are solid & in earnest. The risk for the buyer here is less. If your offer does not get accepted, you will get your earnest money returned. But, the money is still tied up for an indefinite amount of time. It is something to think about.

Surprise Short Sales:
A surprise short sale occurs when no one is aware that the seller will not have enough money to cover his costs at the closing. When you are at the closing table & the seller is surprisingly short, someone must cover his costs or the deal will not close. These do happen when you think that you have a normal purchase transaction. Usually the amounts are not great, but a couple thousand more may be unpleasant. No one likes surprises.

Pre-foreclosures:

Pre-foreclosures are situations where the owners of the property are behind in making payments on their mortgage. The length of time given the sellers before foreclosing will vary by lender. These deals may or may not be short sales. A seller may be able to get more than he owes the lender for his property, but due to circumstances (lost job, runaway medical expenses, etc.), he has not been able to make recent monthly payments. Often, these types of sellers put their properties on the market hoping to sell before the foreclosure takes place. Usually these types of transactions are similar to a normal sales situation, but timing is a big factor. If you step in as a buyer early in this process, you are better off than later.

And, sometimes when money gets tight for a seller, not only are they unable to pay monthly mortgage payments, but may also fall delinquent on their real estate taxes. If they have been delinquent long enough, an investor may have purchased on option on their home at a tax sale; when this happens the sellers have two years to redeem the back taxes owed, or the investor can exercise his option & own the home. You can see how timing gets tricky.

Foreclosed Properties:

Once a property has been foreclosed it means that the former owner has been forced to move out, and that any offers to purchase are presented to the bank, now the seller. Buyer considerations are similar to those listed above for a short sale. But, again, timing is a big factor. Banks give their real estate brokerages a certain timeframe to effect a sale. Once expired, the bank will have the property auctioned to the highest bidder. To prevent the property from being undersold at auction, the bank is the bidder of last resort and often retains the property. 

Seek the Advice of Your Attorney

In order to protect your interests, please do seek the advice of your attorney. Ask questions. Try to avoid surprises.


