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INTRODUCTION 
 
 
 In the current era of bank woes and liquidity crises, and skyrocketing foreclosure rates, 

short sales are an excellent strategy for real estate investors. Unfortunately, due to these 

overwhelming losses many title insurance companies and underwriters are becoming more 

concerned about what is their duty of disclosure to all the parties involved in a short sale.   

Furthermore, various state legislatures are enacting legislation to ñprotect consumersò and their 

ñequityò from foreclosure purchasers and investors.   

 

 The following report looks at several areas of importance for those interested in learning 

about short sales: preventing fraud; fiduciary responsibility and legal issues; bankruptcy; and the 

option contract method for closing back-to-back short sale transactions. 

 

 This text is not designed to be an authoritative legal opinion but rather some common 

sense guidelines to real estate investors.  Strategic Real Estate Coach (SREC) understands 

that the real estate industry is always shifting, especially when it comes to short sales. The 

intent of this report is that legal counsel for various investors, title insurance underwriters and 

legislators will read this and agree with the principles contained herein. 

 
 

 

I. ADEQUATE DISCLOSURE 

 

 For a long time, SREC has been advocating what is now the current buzzword 

throughout the escrow and title insurance industry when it comes to foreclosures and short 

sales: ñdisclosure, disclosure, disclosure.ò  Real estate investors and real estate agents have 

always been told ñlocation, location, location.ò  Proper and adequate disclosure is essential in 

order for a short sale investor to stay out of trouble. ñTroubleò means accusations of fraud or 

other illegal activities.  In case anybody is wondering, a good definition of fraud is: ñAll 

multifarious means which human ingenuity can devise, and which are resorted to by one 

individual to get an advantage over another by false suggestions or suppression of the truth. It 

includes all surprises, tricks, cunning or dissembling, and any unfair way which another is 

cheated.ò1.    

                                                           
1
  Blackôs Law Dictionary, 5th ed., by Henry Campbell Black, West Publishing Co., St. Paul, Minnesota, 1979 
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 Fraud is generally defined in the law as an 

intentional misrepresentation of a material existing 

fact made by one person to another with knowledge 

of its falsity and to induce the other person to act, 

and upon which the other person relies with 

resulting injury or damage. Fraud may also occur by 

an omission or purposeful failure to state material 

facts, which nondisclosure makes other statements 

misleading.  Fraud also may include reckless acts done with no regard for the truth. 

 

 A key aspect of avoiding fraud is understanding what is a ñmaterialò fact that needs to be 

disclosed.  A ñmaterial factò is something that if it was known it would or could change the 

outcome of the transaction.  Some examples of material facts that should be disclosed in a short 

sale transaction would be obviously that the roof leaks or that the property is in foreclosure and 

that the investor who is resolving these title issues by buying the property plans on reselling it 

promptly for a profit.  Examples of non material facts that do not need to be disclosed would be 

that the woodwork throughout the house is painted in antique white rather than bone white. 

 

 Next, it must be determined to whom should material facts or information be disclosed?  

The answer is as follows.  A person engaged in a short sale should disclose relevant and non 

privileged material facts to: 

 

a)  the homeowner from whom they are attempting to buy the house while the house 

is in foreclosure;  

b)  to the lender that is currently foreclosing on or trying to collect on the note or 

mortgage that is in default;  

c)  to the any real estate agents involved in the transaction;  

d)  to the end buyer that wants to purchase the house from the investor; and 

e)  to the end buyerôs lender.   

 

 What relevant material information each person should be told varies depending on 

his/her relationship in the transactions and his/her role therein.  What is a relevant material non 

privileged fact depends on the various partiesô relationship to each other.  For example, the 
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homeowner in default needs to be informed about potential tax issues relating to the forgiveness 

of non-acquisition indebtedness and the need to consult a tax professional while the end buyer 

has no need of such disclosure.  The end buyer must be told about all known problems with any 

of the mechanical systems in the house. 

 

 

 
A. DISCLOSURE TO THE HOMEOWNER 

 

 The most important and most detailed 

disclosures should be made by the short sale 

investor to the homeowner who is in default or 

foreclosure.  These disclosures need to be in 

writing and need to be provided to the homeowner 

when or before any documents are signed. It is 

important to make sure that these disclosures 

comply with any applicable state law regarding 

formatting, type size and exact wording.  In 

addition to any applicable disclosure required by 

state law, each short sale investor should make 

many significant disclosures to the homeowner.  Those disclosures can be set forth in ñAn 

Affidavit of Understandingò (this may be found on the SREC website). The investor needs to 

clearly disclose to the homeowner that the short sale investor is not guaranteeing that they will 

be buying the house.  Moreover, the investor needs to make it clear to the homeowner that the 

purchase of the house is contingent upon several events and factors occurring favorably for 

both the investor and homeowner/seller.  Sometime lenders decline all attempts to short sale a 

property, for no valid reason. 

 

 

B. DISCLOSURE TO THE FORECLOSING LENDER 

 

 The second entity to whom disclosure should be made by the investor is to the lender 

with whom they are seeking to obtain a discount on the note or mortgage.  What should be 

disclosed to that lender is a subject of hot debate among those in the short sale industry.  The 

following items need to be disclosed to the foreclosing lender. 
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 1. That the buyer attempting to buy the property through a short sale is a real estate 

investor.  This disclosure is made in the short sale submission by the purchase 

and sales agreement, the cover letter, and other documentation contained within 

the short sale package. (Again, see examples on the SREC website) 

 

It should clearly show that the buyer making the offer is a real estate investor. 

This disclosure puts the bank on reasonable notice that the investor/buyer is 

seeking to make a profit (short term or long term) by purchasing the house 

through a short sale.   

 

 2. The second disclosure that the short sale investor should make to the foreclosing 

bank is that the investor has the right to and may be planning to promptly resell 

the property for a profit.   

 

Putting that information and that terminology in the actual purchase and sales 

agreement used to negotiate the short sale makes it clear that the bank is being 

put on notice that the buyer is an investor and is seeking to buy and then re-sell 

the property for a profit and may do so quickly. (see SREC P&S Agreement on 

websites) 

 

 At this time there may be certain title insurance underwriters who believe that the 

discounting lender needs to be told that the investor is promptly reselling the property and the 

exact amount that the investor is reselling the property for and the size of the gross profit.  

  

 Consider the following policy by one title underwriter: 

 

DOUBLE ESCROWS 
 

ñDouble escrowsò are dangerous because of the possibility that 1) a seller has 

been misled into selling the property for too little, 2) a buyer has been misled into 

purchasing for too much or 3) a lender and/or an assignee have been misled to 

loaning on property whose value has been artificially inflated. Escrow holders 

should not be liable in these situations, but if a lawsuit is filed, it will not matter 

whether you win or lose at trial - you will spend so much money in attorneyôs fees that 

even if you win, you lose. On the other hand, most of these are legitimate transactions. 
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Deciding whether to handle a double escrow must be done on a case-by-case 

basis. The attached supplemental instructions are tools that can be used in 

deciding whether we will handle any part of the double escrow. However, 

obtaining these signed instructions does not necessarily mean we can 

automatically handle the transaction. We still need to make our decision after 

considering the entire situation.  

 

The parties we need to sign the acknowledgments [as to the ñdouble escrowò] are 

the: 

 

Seller, 

Buyer, 

Lender and 

Lenderôs assignee. 

 

 SRECôs legal team thoroughly disagrees 

with this; the above guidelines are inappropriate 

and a violation of the confidentiality rules that 

apply to residential real estate transactions.  Each 

real estate transaction is a separate independent 

transaction.  Each transaction should ñstand on its own 

two feetò by being separately and independently 

funded.  Escrow and title insurance fees are collected 

when an actual closing between buyer and seller 

occurs. What happens in that transaction should stay in 

that transaction with information going only to the 

parties of that transaction.   

 

 Concerns of fraud can be eliminated by explaining to the title and escrow agent(s) that 

they should comply with the following protocol to insure back to back closings or ñshort saleò 

transactions: 

 

1. There must be zero or negative equity in the property, evidenced by the 

following: 

 

¶ Receipt of ñgrossò payoff letters (showing the actual total amount 

of indebtedness against the property, before discounting) as well 

as ñdiscountedò (net) payoff letters (second) 
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¶ Final sales price minus the actual total amount of indebtedness must yield 

zero or negative equity 

   

2. There must be no amount of proceeds being paid to the property owner.  

There must be a purchase agreement or addendum which has a 

purchase price which is equivalent to the total of the amounts set forth in 

the discounted payoff letters. A conveyance fee must be paid on this 

amount when the deed from the property owner to the investor/buyer is 

filed. Consent must be given (by the buyer and seller) to release the 

HUD-1 if the new purchaserôs lender requests documentation as to payoff 

of the underlying liens. The buyer must bring its own good funds to close 

on the first sale. 

  

3. The Second Sale must be an ñarms-lengthò transaction in that the buyer 

(from the investor) must be an independent third party who is unrelated to 

the prior property owner. 

 

4. Property owner (vested owner) must be present at the closing and 

evidence full knowledge of the sales price and the terms of the sale by 

signing a copy of the relevant HUD-1. 

 

5. There must be written evidence that the buyerôs funding lender on the 

purchase has full notice of the ñdouble transferò (property owner to 

investor, then investor to purchaser) involved in the overall sales 

transaction(s). 

 

 As of the date of this writing, 

SREC is unaware of any state or federal 

legislation requiring disclosure to the 

lender being discounted (short sale 

lender) that the property is being resold 

and the amount of the profit that the 

investor is making.  Nor is SREC aware 

of any type of terminology contained in 

any mortgage or regularly used 
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promissory note that entitles the bank to that information.    

 

 The lender who is approving the short sale is only doing so if it makes financial sense for 

them.  The terms of the short sale are being negotiated by two separate parties each looking out 

for their own financial welfare.   

 

 Short sale approvals are intelligent business decisions by foreclosing lenders in 

accordance with their own business strategies. 

 

 The following quote from a U.S. Federal District Judge offers insight as to the bankôs 

decision making process in the foreclosure process: 

 

ñThere is no doubt every decision made by a financial institution in the 

foreclosure process is driven by money. And the legal work which flows 

from winning the financial institutionôs favor is highly lucrative. There is 

nothing improper or wrong with financial institutions or law firms making a 

profit ð to the contrary , they should be rewarded for sound business and 

legal practices.ò In re Foreclosure Cases, 2007 WL 3232420 (N.D. Ohio Oct. 

31, 2007). 

 

 The bankôs approval of the short sale is set forth in 

a written document called a short sale approval letter.  An 

approval letter usually insists that the buyer at the closing 

be the person who made the offer to buy that was 

accepted by the lender and pursuant to the purchase and 

sales agreement between the homeowner/seller and the 

investor/buyer.   

 

 That transaction needs to be funded and closed by 

the investor and a deed from the homeowner in default 

needs to be recorded transferring title from the 

homeowner in default to the investor.  In so doing the 

short sale as agreed to by the parties is completed. 
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 If the investor chooses to keep the property for 90 minutes or 90 days or 90 months it 

doesnôt matter.  It now belongs to the investor.  The lenderôs mortgage or lien is released.  The 

promissory note is paid and cancelled.  The lender that took the agreed upon discount does not 

have a legal right to be told that the property is being resold for a profit. 

 

 Consider the fact that T.I.L.A., Regulation Z and H.O.E.P.A. exist to protect borrowers 

from lenders and that they do not exist to protect lenders from homebuyers seeking to do short 

sales.  These laws acknowledge the lenderôs superior knowledge and bargaining position when 

dealing with individual people. 

 

 During the process of negotiating the short 

sale the investor should never submit anything to the 

bank that the investor knows to be untrue or 

inaccurate in any material way.  Investors and 

Realtors who advocate that people should stop 

making payments or who conceal material facts from 

lenders in the process of negotiating short sales or 

who coach homeowners into writing inaccurate or 

untruthful hardship letters do so at their peril of 

engaging in wire fraud, mail fraud, and other Federal 

felonies. 

 

 There are more than enough legitimate short sale opportunities out there that no one 

needs to take the time to try to craft a short sale out of something that it should not be a short 

sale.  

  

C. DISCLOSURE TO REAL ESTATE AGENTS, REALTORS AND BROKERS 

 

 The third area of disclosure that the short sale investor needs to be concerned about is 

disclosure to all of the real estate agents, realtors and brokers that are involved with or know 

about the property being on the market.  At all times that the home is ñlistedò on the market by 

either the investor or homeowner it should be disclosed in the MLS listing that it is subject to 

third party lender approval.  If the discount has already been obtained but the end buyer has not 

been found, then that information (written short sale approval received) should also be included 

in the MLS information.   
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 Unfortunately, most real estate agents and brokers fail to understand how short sales 

really work.  Specifically, that for a bank to evaluate and approve a short sale offer they must 

receive a legitimate arms length offer and the necessary supporting documentation proving the 

homeownerôs financial distress and lack of resources to pay.  To merely list the house on the 

market at a price below the total payoff and hope to receive an offer and then close the short 

sale is doing the homeowner a great disservice.   

 

 The belief that every short sale offer received 

on a property in foreclosure must be presented to the 

bank is wrong for two reasons.  First, the loss 

mitigation departments at banks are designed to 

evaluate offers one at a time.  If a bank believes that 

an offer has merit they will conduct their own 

investigation to determine if the deal makes financial 

sense to them.  That will include but not be limited to 

obtaining an interior and exterior broker price opinion 

(BPO) or appraisal, pulling the homeownerôs credit 

report, verifying the other information on the financial 

statement and determining the legitimacy of the 

buyerôs offer.  After reading many different mortgages 

SREC has yet to see any mortgage on record that 

requires the homeowner to submit all offers received while in default or during the short sale 

process.  This mistaken notion held by some agents comes from the habits and practice 

associated with REO sales.  A corollary of that mistaken notion is the belief that listing agents 

and their client homeowners owe a fiduciary duty to the foreclosing lender. 

 

 Since a homeowner can only have one pending contract with a buyer in a primary 

position it is unreasonable and inappropriate to expect that homeowner to accept and/or submit 

any back up offers to the lender either directly or through the investor/buyer.  This easily could 

become tortious interference with the first contract and the first buyer may have a strong claim 

for damages.  

 

 

  


