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CATIFORNIA MANDATES DISCTOSURE IN
CREATIVE FINANCING ARRANGEMENTS:
IMPLICATIONS FOR REAI ESTATE
PROFESSIONALS

by Leonard V. Zumpano and Cene A. Marsh

With the advent of high and extremely variable rates

of inflation in the U.S. economy, indexed leases have
become increasingly more attractive for the protection
of both the lessee and lessor. Such leases are tied to
some index of inflation with periodic rate adjustments
made accordingly.
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One of the most popular and widely referenced measures

of inflation at this time is the Consumer Price lndex (CPl).

Lease escalation tied to the CPI has been recommended as

a valid technique in protecting the lessor's and lessee's inter-
est in a lon8-term lease.' However, due to criticism
about the ability of the CPI to measure inflation accu-
rately, the "all-urban" CPI index has been revised by
the Bureau of Labor Statistics (BLS) as of January 1983.

The all-urban CPI represents the purchases of about 80
percent of the population; the "workers" CPl, to which
most waBe escalation is tied, will not incorporate the
same change until .1985. The basic revision involves the
homeownership component of the CPI which has
tended. for various reasons, to overstate inflation for
the past several years. The revised index uses market
rents to supplant the old method of calculating
homeownership costs-house prices, interest payments,
insurance, taxes, and repairs.

The concept of lease indexation has been around for
some time. The major feature of this technique is to
protect the real value of a landlord's return a8ainst infla-
tion. When a lease allows escalation of rents {or such
things as operatin8 costs related to fuel and taxes, a

"partial" indexation to the CPI may prove beneficial to
provide an add-on to escalations. The arrangement of a

partial CPI clause with a pass-throu8h of oPeratinS and
tax cost increases has become quite common. The
degree of CPI indexation can be neEotiated by the
lessor and lessee relative to their bar8aining strenBth.
The question arising from the CPI change is: Will this
new CPI be an accurate reflection of actual price in-
creases in the economy and thus be appropriate for
rental rate adiustments in multiyear indexed or partial
indexed leases?

To answer this question, some of the major problems
associated with the old CPI are cited, followed by an
explanation of the revised CPl. Finally, several alterna-
tives to the CPI are offered, which may be more ap-

ln the past year a number of articles have appeared in
newspapers concerning litiSation that has involved the
creative financing of real estate.' These lawsuits are ap-
parently more common an California where the move
toward creative financinS with significantly large balloon
paymcnts started several years a8o.r While there are n<>

reported appellate decisions dealing with this phenome-
non as it has been practiced recently in California,'the
concern over potential liability in this area did Prompt
the California Association of Realtorso to sponsor a

piece of legislation that will mandate disclosure in crea-
tive financinB sales transactions.

The law, Chapter 968, Statutes of 1982 (Assembly Bill
3531), will become operative on July 1, 1983. The bill
was promulgated as a response to the demand for dis-
closure to both the seller and purchaser in real property
transactions involving creative financing. The primary
purpose of the bill is to provide disclosure of specified
information to both vendors and purchasers with re-
spect to purchase money liens on dwellings for not
more than four families, with certain exceptions.

Those parties required to make the specified disclosures
are the buyer, the seller and those who fall within the
definition of "arranger of credit," as defined by Section
2957 of the bill. "Arran8er of credit" is defined as

including a person who is involved in developing or
nesotiatinB credit terms, participates in the completion
of the credit documents, and directly or indirectly re-
ceives compensation for arrangement of the credit or
from any transaction or transfer of the real property
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which is facilitated by that extension of credit. The defi-
nition does not apply to an attorney who is represent-
ing one of the parties (buyer or seller) to the credit
transaction. A licensed attorney would fall within the
definition of arranger of credit if he or she were a party
to a creative financinS transaction-a buyer or seller.

The act applies to any transaction where the vendor
will extend credit includinB an outright purchase, a

lease with an option to purchase or where the facts
demonstrate intent to transfer equitable title. Section
2959 requires that the disclosures be made before exe-
cution of any note or security documents, that the dis-
closure statement be receipted by the purchaser and
vendor, and that the arranger retain a true copy of the
executed statements for three years.

The information specified to be disclosed to the vendor
and purchaser is detailed in Section 2961. There are 15

required disclosures in the section. Among the most
noteworthy are the following:

2963(d)-A warninB that if refinancing were required
as a result of lack of full amortization
under the terms of any e\rslinB or pro-
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posed loans, such refinancing might be dif-
ficult or impossible in the conventional
mortgage marketplace.

2963(8)-lf the financing being arranged or that rep-
resented by a prior encumbrance could
result in a balloon payment or in a right in
the lender under such financing to require
a prepayment of the principal balance at
or after a stipulated date, a disclosure of
the date and amount of any balloon pay-
ment or the amount which would be due
upon any prior call and a statement that
there is no assurance that new financing
or a loan extension would be available at
the time of such occurrence.

2963\t - A disclosure on the identity, occupation,
employment, income, and credit data
about the prospective purchasel as repre-
sented to the arranger by the prospective
purchaser; or, specifically, that no represen-
tation as to the credit-worthiness of the
specific prospective purchaser is made by
the purchaser

2963(J)- A statement that loss payee clauses have
been added to property insurance protect-
ing the vendor, or that instructions have
been or will be directed to the escrow
holder, if any, in the transaction or the ap-
propriate insurance carriers for addition of
such loss payee clauses, or a statement
that, if such provisions have not been
made, that the vendor should consider pro-
tecting himself or herself by securing such
clauses.

Section 2964 of the bill defines the potential liability for
failure to comply with the provisions of the law. The
section provides that any person who willfully violates
any provision of the article shall be liable in the
amount of actual damages suffered by the vendor or
purchaser as the proximate result of the violation. Fur
thermore, the section provides that no person shall be
held liable in any action under this article if it is shown
by a preponderance of the evidence that the violation
was not intenttonal and resulted from a bona fide error
notwithstanding the maintenance of procedures rea-
sonably adopted to avoid any such error.

The California statute addresses most of the issues
which have been raised in the lawsuits involving crea-
tive financing. Much of the litigation has developed be-
tween the buyer and seller when balloon payments
came due and the obligor (buyer) was not able to
make the payment. Buyers allege that they were not
warned of the potential difficulty of refinancing the
oriSinal loan.

The failure to adequately investigate th€ credit-
worthiness of the buyer has also been an issue in the
resulting litigation. According to a recent survey o{ 80
Realtors@, conducted by the tederal Reserve Bank of At-
lanta, it is not common to run adequate credit checks
on potential buyers in creative financing arrangements.r
When they are performed, someone unskilled often
does the job. The potential for litigation in the South-
east on this issue is evident, at least among the Real-
torso surveyed by the Federal Reserve.

The extent of the liability of the real estate professional
in arranging creative financing packages is now being
defined and tested by cases in litigation. The California
disclosure statute, sponsored by the California Associa-
tion of Realtors@, is an attempt to mandate disclosure
and at the same time define the limits of the potential
liability for the real estate industry. The alternative,
should this lind of litigation become more common in
other jurisdictions, is to have the limits of liability estab-
lished in cases alleging fraud. negligence and breach of
fiduciary duty on behalf of the agent. While Section
296,1 of the California statute makes it clear that actions
based on fraud, misrepresentation or deceit are still
maintainable by the parties in these transactions, the
statute will provide the standards against which the ac-
tions ol the real estate professional will be measured.
Without such standards, the potential for liability is
probably more broad.

Since the state of Calirornia has often preceded other
states jn enacting consumer protection statutes, it
would not be surprising to see other jurisdictions
follow suit. While such statutes may help limit lawsuits,
no single disclosure statement can possibly cover all
the potential sources of legal liability real estate profes-
sionals may be exposed to when helping arrange real
estate transactions that are creatively financed. Conse-
quently, Realtorso, attorneys and real estate consultants
are advised to familiarize themselves and their clients
with the risks, effective cost and tax consequences of
alternative creative financinE arrangements.
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Conclusions
The elderly have become a rapidly growing se6ment of
the U.5. population in recent years. Because their
income from private sources declines sharply after
retirement, they require Bovernment income support
and therefore account for an increasing share of the
federal budget. But on the average the elderly are not
as poor as is widely believed. Public and private pension
support, lower taxes, and reduced prices provide them
with a reasonably high standard of living, so that a
smaller percentage of elderly than of the population as
a whole live below the poverty level. Moreovel many
elderly own a si8nificant number of assets, the largest
single asset being their home.

Some three-quarters of all elderly own their home and
about 80 percent of these own it outright. Homes, how-
ever, are not liquid and cannot easily be transformed
into a stream of income. Even if they could, the elderly
would not want and should not be required to move
out. The problem is how to convert the homes owned
by the elderly into income without requiring them to
move out.

A number of proposed plans have been examined here.
These plans basically involve either obtaining a loan
a8ainst the owner's equity in the home, that is not
repayable until after the owner is deceased, or selling
the home with a provision to rent the house for the
remainder of the owner's life. The proceeds from the
loan or sale are used to purchase an annuity that pro-
vides a monthly stream of income. Some examples of
these plans are developed. The annual income additions
to elderly homeowners are computed based on the
average value of homes owned by the elderly and the
current mortSage and annuity rates.

The figures in these examples sug8est that in practice
equity conversion pro8rams may not be as appealing as
they may appear at first blush, particularly in today's
economic environment. ln addition, the transformation
of housing equity to income may have other limitations.

Most income programs for the elderly, for example,
social security, do not include eather the value of the
home equity or the implicit rental value of the home in
the computation of minimum eligibility. On the other
hand, they do include the liquid assets in which the
proceeds from a house sale may be invested or income
from an annuity purchased with the proceeds. Thus,
gains from equity conversion mav be swept away by
equal losses in income support.

These criteria must be reexamined and modified before
it becomes reasonable to expect equity conversion pro-
grams to become widespread, particularly among lower
income elderly. The income from annuities purchased
with the proceeds from the sale of a home is also
taxed, in contrast to the tax-exemption for implicit
rental income obtained from living in one's own home.

Nevertheless, a number of experiments with one or
more home equity conversion programs are in opera-
tion, and it is still too early to determine their success.
But Biven the importance of the income support prob-
lem for elderly both to themselves and to society, it is

worthwhile to continue to explore the potential for this
promising approach.
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