


REAL ESTATE CONTRACT FOR DEED

I. INTRODUCTION

Over the past six months or so, I have seen a steady increase of transactions involving any number of the
following challenges generally facing realtors as a profession: (a) increasing inventories, or greater choices for
potential buyers, (b) increasing number of days on market, (c) additional foreclosure listings and slightly decreasing
property values, (d) sellers who may have negative equity or who need to sell as quickly as possible, and (¢) continuing
challenges to obtain loan products for the pool of active buyers.

These challenges often lead to the need for the parties to consider an alternative route to the closing table.
Although there are many challenges and pitfalls to be aware of before proceeding, ultimately, a real estate installment
sale can provide the parties with a legitimate option to the ultimate goal, which is a purchased or sold home and real
estate commission check.

Often referred to as a “Contract for Deed”, “Installment Sales Contract”, “Installment Land Contract”, “Real
Estate Contract”, or some other variation, this summary will hopefully help you understand the legal, tax and other
practical issues that result from these two approaches.

II. ADVANTAGES

FOR THE SELLER:
* Buyer is contractually obligated to proceed with the purchase, regardless of changing land values, appraisal
issues, or other circumstances.
¢ Buyer can file for mortgage exemptions, regardless of the timing of the final closing.
e Seller can pursue Buyer for a deficiency judgment if the Buyer refuses to purchase the property.

FOR THE BUYER:
¢ New home buyer $8000 tax credit potential (IRS Form 5405)
¢ Buyer obtains equity with every monthly payment (principal reduction)
¢ Buyer has the right to all the typical benefits of ownership, such as the right to assign the contractual interest,
rent the property, make improvements.
* Depending on the loan product and the Buyer’s credit status, may be easier to convert to permanent financing
than a Lease / Option agreement.

II1. DISADVANTAGES

FOR THE SELLER:
¢ Seller holds the legal title, but Buyer has an equitable title to the property. Therefore, judgment liens against
the Buyer can attach to the property and may have to be paid in a future transaction.
* Very little control by the Seller over issues related to possession, improvements, modifications, or damages to
the property.
* Lengthy and costly legal process to evict and foreclose the Buyer’s interest in the property.

FOR THE BUYER:
* Seller may default under their existing mortgage debts, resulting in a foreclosure and total loss of Buyer’s
down payment or equity that has accumulated during the agreement.
¢ The Seller’s lender can accelerate the mortgage debt and foreclose due to the “transfer of a beneficial
ownership interest” that occurs via the Real Estate Contract.




REAL ESTATE LEASE
WITH AN OPTION TO PURCHASE

L. INTRODUCTION

A “Lease / Option” or “Lease with an Option to Purchase” is a common way to permit a potential buyer to
obtain possession of a property (the “Lease”), with the desire or thought of ultimately owning the property (the
“Option to Purchase”) at a set price at some later date. This is a “Landlord / Tenant” or “Lessor / Lessee” relationship,
with an additional promise by the Landlord to sell the property to the Tenant.

II. ADVANTAGES

FOR THE SELLER:
e Buyer can be removed for non-payment usually within around 30 days for a default.
e Seller can provide an incentive to the Buyer to purchase as soon as possible by having an escalating sales price
or interest rate.
e Seller can request a non-refundable payment for granting the option, and increase their ultimate profit in
connection with a Buyer who defaults (i.e. Seller obtains the benefit of monthly principal pay-down, rental
income, non-refundable deposit).

FOR THE BUYER:

® Locks in a sales price for a fixed period of time (usually 1 to 2 years).

® Provides great flexibility if the buyer is unsure as to whether a purchase is in his or her best interests
(financially, job relocation, etc).

III. DISADVANTAGES

FOR THE SELLER:

* Generally smaller down payments and all the normal problems associated with a Landlord/Tenant relationship

¢ Most Landlords are required to maintain the structure and mechanicals, and generally ensure the home is fit
and habitable.

Buyer has the right, but is not required, to buy the property.

Lease / Option approach generally won’t solve any of the financing difficulties that exist at the time of the
agreement.

e Seller must maintain their own policy of insurance for the structure.

FOR THE BUYER:
¢ Buyer can minimize the amount of money needed to acquire a property, given the general lack of an incentive
to provide the Seller with a large down payment.

¢ Buyer has flexibility to rent during the option period, without any legal obligation to buy the home due to
changing circumstances in employment, finances, property valuations, or others.
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Reminder

Photographs of missing children. The Inter-
nal Revenue Service is a proud partner with the
National Center for Missing and Exploited Chil-
dren. Photographs of missing children selected
by the Center may appear in this publication on
pages that would otherwise be blank. You can
help bring these children home by looking at the
photographs and calling 1-800-THE-LOST
(1-800-843-5678) if you recognize a child.

Introduction

Note. Section references within this publication
are to the Internal Revenue Code and regulation
references are to the income Tax Regulations
under the Code.

An installment sale is a sale of property
where you receive at least one payment after the
tax year of the sale. If you realize a gain on an
installment sale, you may be able to report part
of your gain when you receive each payment.
This method of reporting gain is called the in-
stallment method. You cannot use the install-
ment method to report a loss. You can choose to
report all of your gain in the year of sale.

This publication discusses the general rules
that apply to using the installment method. It
also discusses more complex rules that apply
only when certain conditions exist or certain
types of property are sold. There are two exam-
ples of reporting installment sale income on
Form 6252 near the end of the publication.

If you sell your home or other nonbusiness
property under an installment plan, you may



6252 Installment Sale Income OMB No. 1545-0228

Fom 2008
» Attach to your tax return.
Department of the Treasury » Use a separate form for each sale or other disposition of Attachment
Internal Revenue Service property on the installment method. Sequence No.
Name(s) shown on return Identifying number
1 Description of Property P e
2a Date acquired (month, day, year) » | / / | b Date sold (month, day, year) » | / / J
3 Was the property sold to a related party (see instructions) after May 14, 19807 If “No,” skipline4. . . .[dJYes [JINo
4 Was the property you sold to a related party a marketable security? If “Yes,” complete Part lIl. If “No,”
complete Part lll for the year of sale and the 2 years after the year of sale . . . . . . .[JYes [INo
Gross Profit and Contract Price. Complete this part for the year of saIe only
5 Selling price including mortgages and other debts. Do not include interest whether stated or unstated | S
6 Mortgages, debts, and other liabilities the buyer assumed or took .
the property subject to (see instructions) . o 6 .
7 Subtract line 6 from line5 . . . e o 7 .
8 Cost or other basis of property sold e 8 "
9 Depreciation allowed or allowable . . . . . . . . . . . 9 .
10 Adjusted basis. Subtract line 9 fromtines . . . . . . . . |10 .
11 Commissions and other expenses of sale . . . .. 11
12 Income recapture from Form 4797, Part Il (see |nstructlons) .o 12
13 Add lines 10, 11,and 12 . . . . 13
14 Subtract line 13 from line 5. If zero or Iess do not complete the rest of th|s form (see mstructlons) 14
15 If the property described on line 1 above was your main home, enter the amount of your excluded
gain (see instructions). Otherwise, enter -0- . . . . . . . . . . . _ . . . . . . |15
16 Gross profit. Subtract line 15 from line14 . . . . . . . . . . . . . . . . . . |16
17 Subtract line 13 from line 6. If zero or less, enter-0- . . . . . . . . . . . . . . . |17
18 Contract price. Add line 7 and line 17 . . . 18
Part Il Instaliment Sale Income. Complete thls part for the year of sale and any year you receive a payment or
have certain debts you must treat as a payment on installment obligations.
19 Gross profit percentage (expressed as a decimal amount). Divide line 16 by line 18. For years
after the year of sale, see instructions . . . . O I |
20 If this is the year of sale, enter the amount from hne 17. Otherwuse enter -0- . . . 20
21 Payments received during year (see instructions). Do not include interest, whether stated or unstated 21
22 Addlines20and21. . . . T
23 Payments received in prior years (see |nstruct|ons) Do not mclude l I L
interest, whether stated or unstated .. 2 e
24 Installment sale income. Multiply line 22 by line 19 . . . . . |24
25 Enter the part of line 24 that is ordinary income under the recapture rules (see |nstruct|ons) . |25
Subtract line 25 from line 24. Enter here and on Schedule D or Form 4797 (see instructions) 26
Related Party Instaliment Sale Income. Do not complete if you received the final payment this tax year.
27 Name, address, and taxpayer identifying number of related party .. ... ..
28 Did the related party resell or dispose of the property (‘second disposition”) during thistax year?. . . . [JYes [INo
29  If the answer to question 28 is “Yes,” complete lines 30 through 37 below unless one of the following conditions is met, Check the box that applies.
a [] The second disposition was more than 2 years after the first disposition (other than dispositions
of marketable securities). If this box is checked, enter the date of disposition {month, day, year) » | / / |
b [] The first disposition was a sale or exchange of stock to the issuing corporation.
¢ [0 The second disposition was an involuntary conversion and the threat of conversion occurred after the first disposition.
d [0 The second disposition occurred after the death of the original seller or buyer.
e [ it can be established to the satisfaction of the Internal Revenue Service that tax avoidance was not a principal purpose
for either of the dispositions. If this box is checked, attach an explanation (see instructions).
30 Selling price of property sold by related party (see instructions) . . . . . . . . . . . |30
31 Enter contract price from line 18 for year of firstsale . . . . . . . . . . . . . . . |3
32  Enter the smaller of line 30 or line 31 . i 32
33 Total payments received by the end of your 2008 tax year (see mstructlons) . 33
34 Subtract line 33 from line 32. If zero or less, enter -0- . 34
35 Multtiply line 34 by the gross profit percentage on line 19 for year of flrst sale 35
36 Enter the part of line 35 that is ordinary income under the recapture rules (see :nstructrons) 36
37 Subtract line 36 from line 35. Enter here and on Schedule D or Form 4797 (see instructions) 37

For Paperwork Reduction Act Notice, see page 4. Cat. No. 13601R Form 6252 (2008)
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Department of the Treasury
Internal Revenue Service

First-Time Homebuyer Credit

» Attach to Form 1040

OMB No. 1545-0074

2008

Attachment
Sequence No. 163

Name(s) shown on return

Your social security number

General Information

A Address of home qualifying for the credit (if different from the address shown on return)

B Date acquired (see instructions)

C If you are choosing to claim the credit on your 2008 return for a main home bought after December 31, 2008, and before

December 1, 2009, check here (see instructions) .

N N

Credit

1 Enter the smaller of:

e $7,500 ($8,000 if you purchased your home in 2009), but only half of that amount if married

filing separately, or
® 10% of the purchase price of the home.

If someone other than a spouse also held an interest in the home, enter only your share of this

amount (see instructions) .

2 Enter your modified adjusted gross income (see lnstructuons)

3 s line 2 more than $75,000 ($150,000 if married filing jointly)?

No. Skip lines 3 through 5 and enter the amount from line 1 on line 6.
Yes. Subtract $75,000 ($150,000 if married fllmg jointly) from the

amount on line 2 and enter the result .

4 Divide line 3 by $20,000 and enter the result as a deC|maI (rounded to at least three places).

Do not enter more than 1.000
5 Multiply line 1 by line 4

6 Subtract line 5 from line 1. This is your credlt Enter here and on Form 1040 Ilne 69

General Instructions
Section references are to the Internal Revenue Code.

Purpose of Form

Use Form 5405 to claim the first-time homebuyer credit.
The credit may give you a refund even if you do not owe
any tax.

For homes purchased in 2008, the credit operates
much like an interest-free loan. You generally must repay
it over a 15-year period. For homes purchased in 2009,
you must repay the credit only if the home ceases to be
your main home within the 36-month period beginning on
the purchase date. See Repayment of Credit on page 2.

Who Can Claim the Credit

In general, you can claim the credit if you are a first-time
homebuyer. You are considered a first-time homebuyer if:

@ You purchased your main home located in the United
States after April 8, 2008, and before December 1, 2009.

® You {and your spouse if married) did not own any other
main home during the 3-year period ending on the date of
purchase.

If you constructed your main home, you are treated as
having purchased it on the date you first occupied it.

Main home. Your main home is the one you live in most
of the time. It can be a house, houseboat, housetrailer,
cooperative apartment, condominium, or other type of
residence.

Who Cannot Claim the Credit

You cannot claim the credit if any of the following apply.

1. Your modified adjusted gross income is $95,000 or
more ($170,000 or more if married filing jointly). See the
instructions for line 2.

2. You are, or were, eligible to claim the District of
Columbia first-time homebuyer credit for any tax year.
This rule does not apply for a home purchased in 2009.

3. Your home financing comes from tax-exempt
mortgage revenue bonds. This rule does not apply for a
home purchased in 2009.

4. You are a nonresident alien.

5. Your home is located outside the United States.

6. You sell the home, or it ceases to be your main
home, before the end of 2008.

7. You acquired your home by gift or inheritance.

8. You acquired your home from a related person.

A related person includes:

a. Your spouse, ancestors (parents, grandparents,
etc.), or lineal descendants (children, grandchildren,
etc.).

b. A corporation in which you directly or indirectly
own more than 50% in value of the outstanding stock
of the corporation.

c. A partnership in which you directly or indirectly
own more than 50% of the capital interest or profits
interest.

For Paperwork Reduction Act Notice, see page 3.

Cat. No. 118801 Form 5405 (2008) (Rev. 2-2009)



