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Navigating Short Sales: What to Do When the Sale Price Leaves You Short

If you're thinking of selling your home, and you expect that the total amount you owe on your
mortgage will be greater than the selling price of your home, you may be facing a short sale.
A short sale is one where the net proceeds from the sale won't cover your total mortgage
obligation and closing costs, and you don't have other sources of money to cover the
deficiency. A short sale is different from a foreclosure, which is when your lender takes title
of your home through a lengthy legal process and then sells it.

1. Consider loan modification first. If you are thinking of selling your home because of
financial difficulties and you anticipate a short sale, first contact your lender to see if it has
any programs to help you stay in your home. Your lender may agree to a modification such
as:

e Refinancing your loan at a lower interest rate
e Providing a different payment plan to help you get caught up
e Providing a forbearance period if your situation is temporary

When a loan modification still isn’'t enough to relieve your financial problems, a short sale
could be your best option if

e Your property is worth less than the total mortgage you owe on it.
e You have a financial hardship, such as a job loss or major medical bills.
e You have contacted your lender and it is willing to entertain a short sale.

2. Hire a qualified team. The first step to a short sale is to hire a qualified real estate
professional* and a real estate attorney who specialize in short sales. Interview at least three
candidates for each and look for prior short-sale experience. Short sales have proliferated
only in the last few years, so it may be hard to find practitioners who have closed a lot of
short sales. You want to work with those who demonstrate a thorough working knowledge of
the short-sale process and who won't try to take advantage of your situation or pressure you
to do something that isn't in your best interest.

A qualified real estate professional can:

e Provide you with a comparative market analysis (CMA) or broker price opinion
(BPO).

e Help you set an appropriate listing price for your home, market the home, and get it
sold.

e Put special language in the MLS that indicates your home is a short sale and that
lender approval is needed (all MLSs permit, and some now require, that the short-
sale status be disclosed to potential buyers).

o Ease the process of working with your lender or lenders.

e Negotiate the contract with the buyers.

Help you put together the short-sale package to send to your lender (or lenders, if
you have more than one mortgage) for approval. You can’t sell your home without
your lender and any other lien holders agreeing to the sale and releasing the lien so
that the buyers can get clear title.
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3. Begin gathering documentation before any offers come in. Your lender will give you a
list of documents it requires to consider a short sale. The short-sale “package” that
accompanies any offer typically must include

A hardship letter detailing your financial situation and why you need the short sale
A copy of the purchase contract and listing agreement

Proof of your income and assets

Copies of your federal income tax returns for the past two years

4. Prepare buyers for a lengthy waiting period. Even if you're well organized and have all
the documents in place, be prepared for a long process. Waiting for your lender’s review of
the short-sale package can take several weeks to months. Some experts say:

¢ If you have only one mortgage, the review can take about two months.

e With a first and second mortgage with the same lender, the review can take about
three months.

e With two or more mortgages with different lenders, it can take four months or longer.

When the bank does respond, it can approve the short sale, make a counteroffer, or deny
the short sale. The last two actions can lengthen the process or put you back at square one.
(Your real estate attorney and real estate professional, with your authorization, can work
your lender’s loss mitigation department on your behalf to prepare the proper documentation
and speed the process along.)

5. Don't expect a short sale to solve your financial problems. Even if your lender does
approve the short sale, it may not be the end of all your financial woes. Here are some things
to keep in mind:

e You may be asked by your lender to sign a promissory note agreeing to pay back the
amount of your loan not paid off by the short sale. If your financial hardship is
permanent and you can't pay back the balance, talk with your real estate attorney
about your options.

e Any amount of your mortgage that is forgiven by your lender is typically considered
income, and you may have to pay taxes on that amount. Under a temporary measure
passed in 2007, the Mortgage Forgiveness Debt Relief Act and Debt Cancellation
Act, homeowners can exclude debt forgiveness on their federal tax returns from
income for loans discharged in calendar years 2007 through 2012. Be sure to consult
your real estate attorney and your accountant to see whether you qualify.

e Having a portion of your debt forgiven may have an adverse effect on your credit
score. However, a short sale will impact your credit score less than foreclosure and
bankruptcy.

Note: This article provides general information only. Information is not provided as advice for
a specific matter. Laws vary from state to state. For advice on a specific matter, consult your
attorney or CPA.
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10% Credit Score Factors
-

10%

Timely Payments 35%

Total Debt 30%

Length of History 15%

New Credit & Inquiries 10%

Type of Credit 10%

+*Homeowner has a 750 credit scare, then loss of employment occurs.

15t month

+\With income cut down to a severance package or unemployment, more day-
to-day expenses go on the credit cards. As a result the scores start to decline
due to the rise of credit card balances.

2" month

#The credit card balances are going higher and have reached 75% of the
availability. The credit scores have dropped to 715.

3" month

*The credit card balances have reached the limit, mocney is becoming tighter,
the credit scores are now 680 as result of the high balances on the credit
cards.

*Thereisn’'t enough money to pay everything, the mortgage and the cars get
paid, but 3 credit cards are late. The credit scores drop to 620 due to the three
30 day late payments.

*The credit card companies are calling and making threats, they will just have to
wait, the mortgage and cars are more important. The credit cards become 60
days past due, the credit scores drop to 590.

6" month

+The credit card companies are threatening to close the accounts, one of the
car paymentsisn’t going to be made, but the mortgage will be paid. The credit
cards are now 90 days late, the credit scores sink into the low 500 range

*The money has dried up, the mortgage is not going to be paid this month, an
exit strategy is needed. At this point the credit scores have gone so low that
being late on the mortgage only has only a slightimpact

8th month
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The scores were shot before the mortgage even became delinquent. The reality is that the scores
can only go so low, just like the scores can only go so high with a good repayment history. At
the worst point the homeowner may have scores in the 400 range, the scores will not stay that
low for long. Once the delinquencies cease, the scores will begin to rebound. However, it is a
slow process in rebounding from such a severely adverse situation. The next 12 months are the
worst, and the progression goes for the next 7 years until the delinquencies fall off the credit
report entirely. Realistically once the 2 - 3 year mark is crossed the scores rebound to a nice
range as long as there have been on-time payments on existing accounts.

The reestablishment of credit accounts is imperative to allow for something positive (i.e.
payments) to be feeding into the credit report.

Fair Isaac treat short sales, foreclosures and deed-in-lieu of foreclosure as the same “serious
derogatory” item, so why do a short sale?

Answer: we don’t know what the future holds (and neither does Fair Isaac), short sales offer less
exposure to future collection action and harassment, future
employers may ask what happened (credit reports are often
times used for hiring and promoting in large corporations).
By reducing the delinquency and getting closure the road
to recovery happens sooner, as opposed to the likely
longer process of foreclosure.

Here is a quote | received from Craig Watts, Public Affairs
Manager at Fair Isaac Corporation, “Based on the
information that lenders report and the way it shows up on
consumer credit reports, the FICO scoring model assesses
a foreclosure, short sale, or deed in lieu as a serious
derogatory tradeline. They all represent a major failure on
the part of the consumer to meet his mortgage obligation.

Keep in mind that the FICO score's goal is only to rank-
order consumers based on their future repayment risk.
Failure to repay a creditor has consistently proven to be
highly predictive of future repayment risk. Down the road
a ways, Fair Isaac hopes to see significantly more
examples of short sales and deed-in-lieu settlements on the
credit report samples that the big credit bureaus provide us

A practical guide for

to analyze, preparatory to our updating the FICO scoring navigating your way to good credit
model. Only then can Fair Isaac statistically determine if
there are useful distinctions that the scoring model could BY PATRICK RITCHIE
make between the predictive value of those settlement
types in order to produce a more predictive score”.
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