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New California Law Dramatically Affects
Residential Foreclosures

By Jamie L. Winter

By all accounts, it was
a devastating year for strug-
gling homeowners across the
nation. In an effort to address
the skyrocketing foreclosures
that have resulted from lending
practices in the subprime mar-
ket, numerous bills were intro-
duced in the California Legisla-
ture this year. One of those
bills, Senate Bill 1137, made it
to Governor Schwarzenegger's
desk and the Governor signed

the urgent measure on July 8,
2008. The Bill implements
important foreclosure process
reforms to protect the hundreds
of thousands of Californians
who are in danger of losing
their homes due to the mort-
gage crisis.

According to the text
SB 1137, statistics released by
the Hope Now Alliance (a pri-
vate sector FHA refinance pro-
gram launched on October 1st)
demonstrate that the number of
completed foreclosure sales in

California tripled between the
first and fourth quarter of 2007,
jumping from 1,902 to 5,574.
The Alliance released related
statistics showing that the num-
ber of completed California
foreclosure sales for January
2008, 10,556, was a staggering
two times the number for the
fourth quarter of 2007. See SB
1137, Section 1(b).

Provisions of the new
law apply only to loans secured
by owner occupied residential

(continued on page 4...)

2007 Mortgage Forgiveness Debt Relief

By Cassell von Baeyer

On December 20,
2007, Congress enacted the
Mortgage Forgiveness Debt
Relief Act of 2007. Prior to
this Act, debt forgiven, whether
by foreclosure, short sale or
loan modification was treated
as income (because it is a bene-
fit to the taxpayer) and was
therefore subject to taxation.
Clearly, this is a result that
compounds the financial issues
for someone who is forced to
let their primary residence go.
The act allows taxpayers to
exclude debt forgiven on their
principal residence if the bal-
ance of their loan was less than
$2 million dollars ($1 million

for a married person filing
separately).

This is an important
tax relief measure for individu-
als who sold a house in a “short
sale” (a sale where the pur-
chase price is less than is owed
on the property and the lender
agrees to forgive a portion of
the loan amount), homeowners
who were able to renegotiate
home loans in which a portion
of the loan (interest or princi-
pal) was forgiven or individu-
als who had debt forgiven in
connection with a foreclosure.
There are some substantial
consequences and nuanced
elements to this new legislation
that can severely limit a tax-
payer’s ability to avoid taxation

of forgiven debt.

In summary, the 2007
Debt Relief Act applies only to
forgiven or cancelled debt used
to purchase, build or substan-
tially improve your principal
residence or to refinance debt
incurred for those purposes.
Debt incurred to refinance a
primary residence qualifies for
the exclusion, but only to the
extent the principal balance of
the old mortgage, immediately
before the refinance would
have qualified. The 2007 Debt
Relief Act applies to debt for-
given in 2007, 2008 or 2009.
Now, before you tackle the
example below, you might
want to reread the underlined

(continued on page 2...)
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2007 Mortgage Forgiveness Debt Relief Act

“There are
some substan-
tial conse-
guences and
nuanced ele-
ments to this
new legisla-
tion that can
severely limit
a taxpayer’s
ability to
avoid taxation
of forgiven
debt.”

“In these
turbulent
economic
times, it makes
great sense to
improve your
leverage and
chances of
collection, and
perhaps even
ward off
disputes, by
improving
your standard
contract
forms...”
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(continued from front page...)
language, because the devil is al-
ways in the details.

Example: In 2002 Bob
purchased his principal residence
for $880,000. He put down
$80,000 and borrowed $800,000.
When the fair market value of the
home increased to $1,000,000 in
2004, Bab refinanced for $850,000
and pulled out cash which he used
to purchase a boat and pay off
credit cards. At the time of the
refinance, the principal balance on
the original loan was $740,000
which means that he pulled out
$110,000 for the boat and credit
card payoffs. In 2008, Bob lost his
job and the fair market value of the
home had diminished to $735,000.
Bob’s lender agreed to modify the
loan and reduce the principal
amount of the note to $735,000
thereby cancelling $115,000 of
debt. Under the new Debt Relief

Act, Bob will only be able to ex-
clude $5,000 from income and the
remaining $110,000 will be subject
to taxation. Why? Because the
$110,000 Bob pulled out of the
home was not used to purchase,
build or substantially improve the
home. It was used to buy a boat
and pay off credit cards. But he
does get to exclude the $5,000 be-
cause that is the portion of the for-
given debt attributable to the prin-
cipal balance of the old mortgage
before the refinance (remember he
had paid down his original
$800,000 loan to $740,000). And
if Bob had waited until 2010 to
modify his loan? Well under the
current version of the Debt Relief
Act, Bob would be looking at taxa-
tion on the entire amount forgiven.
Debt forgiven on second
homes, rental property, commercial
property and consumer loans
(credit card and car loans) does not

qualify for the new tax relief.
However, there may be some tax
relief for investment property own-
ers (and for primary residence only
owners who may not otherwise
qualify under the Debt Relief Act)
in the event of insolvency or Chap-
ter 11 bankruptcy. Another option
for investment or commercial prop-
erty owners may be to utilize a
1031 exchange. Investment prop-
erty owners should contact a 1031
exchange specialist for more infor-
mation.

There are many nuances
and tax implications with this new
legislation and already existing tax
laws. Before short selling, modify-
ing your loan or letting your home
go in a foreclosure action, we
strongly recommend that you con-
sult with your CPA or tax advisor
to fully understand the potential tax
impact to you of any debt forgive-
ness.

Boilerplate Stuff You Don't Read

By Andrew N. Wolf

A lot of our clients have
been fortunate to work for many
years on a simple handshake. Of-
ten, people do not learn about the
shortcomings of their self written
business contract forms until they
are in a dispute and they bring their
contract to their lawyer to examine.
The second-guessing of the agree-
ment then begins. Sometimes, the
client learns a lesson from the loss
that results from the weak contract;
sometimes not. Some surprisingly
simple terms can turn a short con-
tract into a useful tool, should you
need it to support a lawsuit or ne-
gotiate a favorable settlement.
Here are some of the simple provi-
sions that can make or break your
success in a lawsuit.

Attorneys Fees Clause --
language that says the winner also
gets his attorneys fees.

Why? Under the “American Rule”
you generally cannot recover attor-
ney's fees in most states, unless you
have a right to attorney’s fees in
your contract or under a special
statutory remedy. You need an
attorney's fee clause that is properly
drafted.

Clear Payment Dead-
lines and Interest Provisions --
terms that state when payment or
performance is due and the conse-
quences for delay. Why? Disputes
can take a long time to resolve.

The accrual of interest can become
a powerful bargaining chip, and a
significant item of recovery. Inter-
est compensates you for the loss of
use of your money, and, to some
degree, the loss of your own time
devoted to the case. Allowable
interest rates vary according to the
applicable state law. If you want to
charge “compound interest” --in
other words, interest on interest --

this must be explicitly stated in the
agreement. Otherwise, only simple
interest will accrue on the principal
sum due. Typically, we see con-
tracts with no interest rate stated;
the interest rate only appears in
invoices. The interest rate(s)
should be agreed up-front in the
contract

Choice of Law, Consent
to Jurisdiction, and Venue --
where a lawsuit must be filed and
what law will apply. Why? Cases
can be won or lost based purely on
the financial burden caused by the
location of the lawsuit or arbitra-
tion hearing. You want to be in
your own home “court,” spending
nights at home with your family,
trying the case with your favorite
lawyer.

Correct Naming of the
Parties and Authorized Signa-
tures -- are you actually signing a

(continued on page 3...)
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Adoption of Adults

By Stacey F. Herhusky

Most people are familiar
with adoption of children, but
many people do not realize that
there is also a procedure available
for the adoption of adults. There
are several circumstances that
make this a great opportunity for
families to explore. In the age we
live in, divorce is common and the
mobility of our society is always
increasing. Children are often
raised by step parents or other indi-
viduals who are not their natural
parents, playing an important de
facto parent role in a child’s life.
During the child’s minority (e.g.
up to age 18), it is not possible to
adopt a child without the consent
of the child’s natural parent or
grounds to terminate the relation-
ship between the child and its natu-
ral parent. Nevertheless, the de
facto parent may establish very
close bonds with a child and desire
to legally solidify the nature of
their relationship, even if it is after
the child has grown.

Once the child turns 18,
the adult adoption process is a

wonderful opportunity to do this.
Adult adoptions provide a means
to legally recognize the relation-
ship and also secure inheritance
rights and other rights for the child
from the stepparent. Even ifa
stepchild has been raised in a step-
parent’s home for their entire life,
the adult stepchild would not be
eligible to inherit by intestacy from
a deceased stepparent. The adult
adoption is the perfect remedy for
this type of circumstance. It is im-
portant to note that the adult adop-
tion does not have any impact on
the relationship between the child
and his natural parent and does not
preclude the child from inheriting
from his natural parent through the
laws of intestacy as well.

Adult adoptions can also
assist in aiding a young person to
legally immigrate to the United
States. It bears mentioning that the
best time to accomplish the adop-
tion would be before the child
reaches the age of 16. However,
even if the child has already
reached the age of majority, the
adult adoption is another factor
that may assist the person’s ability

to achieve legal immigration.

The adult adoption proce-
dure is very simple and does not
involve much in terms of time or
money. There is rarely a home
study or investigation by a social
worker required and there is only a
small amount of court filings nec-
essary. Only one court appearance
(which can even be waived under
certain circumstances) is required
by statute. It is always important to
be vigilant in reviewing your estate
plan to determine areas which need
improvement. If you have been
part of a blended family, adult
adoption may provide a component
which may be currently lacking in
your estate plan. Most importantly,
it has the effect of notonly en-
hancing and legitimizing the bonds
of a blended family, but also pro-
viding for much needed security to
stepchildren after they have grown.

f you have any questions
regarding adult adoptions or would
like to set up a consultation to dis-
cuss this further, please contact
Stacey Herhusky.

Boilerplate Stuff You Don't Read

(continued from page 2...)

contract with the party you think
you are dealing with? Some level
of due diligence is always appro-
priate. Why? If you are doing
business with a corporation or
other entity, you want your con-
tract signed by a properly author-
ized representative with the corpo-
rate name properly stated. You
would be surprised how often this
is overlooked. Are you dealing
with the true property owner, or
his uncle who just got out of jail?
There is a wealth of publicly avail-
able data available on the Internet
to verify the correct names of cor-
porations and the true owners of
property, businesses, etc.
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Personal Guaranties —
an additional source of payment if
the contracting party defaults; usu-
ally a person with money, property
or both. Why? It doesn't take
much for an unscrupulous person
to form a corporation or an LLC.
If you do not have a solid track
record of doing business with a
business entity or trust, it may be
appropriate to ask for a personal
guaranty. Guaranties must be in
writing to be enforceable; they can
vary from a single sentence to
multi-page guaranty agreements.

Conclusion — A few boi-
lerplate terms can make your stan-
dardized commercial agreement an
advantage for you in a dispute, or
at least keep the playing field

level. We have listed a few of
them above. In many cases, a
court cannot rescue you unless you
give it the ammunition to do so. In
these turbulent economic times, it
makes great sense to improve your
leverage and chances of collection,
and perhaps even ward off dis-
putes, by improving your standard
contract forms with the simple
tools mentioned above. We are
always happy to review our cli-
ents’ standard contracts and pro-
vide advice that will make your
contracts even stronger.

In the next issue of this newsletter,
I will discuss the use of standard
warranties, insurance and indemni-
fication provisions.

*“...the de facto
parent may
establish very
close bonds
with a child
and desire to
legally solidify
the nature of
their
relationship,
evenifitis
after the child
has grown.”

“If you are
doing business
with a
corporation or
other entity,
you want your
contract signed
by a properly
authorized
representative
with the
corporate name
properly
stated.”
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“...the
number of
completed
California
foreclosure

sales for
January
2008, 10,556,
was a
staggering
two times the
number for
the fourth
quarter of
2007...”
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real property and secured between
January 1, 2003 and December 31,
2007. The provisions will remain
in effect until January 1, 2013.

According to results of a
survey released by the Federal
Home Loan Mortgage Corporation
and cited by the Legislature in SB
1137's text, 57 percent of the na-
tion's borrowers who are late in
paying lenders are not even aware
that the lenders may offer alterna-
tives to assist borrowers in avoid-
ing foreclosure, including loan
modification, see SB 1137, Section
1(e). Loan modification may in-
clude, among other things, a reduc-
tion in interest rates, principal re-
duction or a term extension.

The Bill requires lenders
to meet with borrowers and go
over the options available to avoid
foreclosure prior to a lender filing
a notice of default. Specifically,
lenders may not file a notice of
default until thirty days after con-
tact is made with a borrower. See
SB 1137, Section 2(a)(1). Lenders
who are unable to set up a meeting
with borrowers can begin the fore-
closure process thirty days after
they have demonstrated a good
faith effort to work with the home-
owner.

Contact by a lender must
be made in person or by telephone
to assess the borrower's financial
position and explore the borrower's
options to avoid foreclosure. Dur-
ing the initial contact between
lender and borrower, the lending
agent must advise the borrower
that he or she may request an addi-
tional meeting and, if requested by
the borrower, the lender must
schedule the meeting to occur
within fourteen days. See SB
1137, Section 2(a)(2).

A notice of default must

contain a lender declaration that a
lending agent has contacted the
borrower or used due diligence to
try and contact the borrower or that
the borrower has surrendered the
property to the lender. Section 2(g)
of the Bill defines in detail the due
diligence requirements imposed on
lenders. As part of the due dili-
gence requirement, the mortgagee,
beneficiary, or authorized agent
must post a prominent link on the
homepage of its website (if any) to
information about the options that
may be available to borrowers un-
able to afford their mortgage pay-
ments and who wish to avoid fore-
closure and instructions advising
borrowers how to explore the vari-
ous options. See SB 1137, Section
2(9)(5)(A).

SB 1137 also aims to pro-
tect communities affected by the
recent wave of foreclosures. The
Bill requires lenders to maintain
foreclosed properties to prevent
nuisance and blight and subjects
those who fail to meet such require-
ments with fines. See SB 1137,
Section 5 (a) (I). This may be an
important provision for stabilizing
property values.

The Legislature also con-
sidered the rights of tenants inhab-
iting properties facing foreclosure.
The Bill requires lenders to notify a
resident of a threatened property
about the property's status. Lenders
must provide at least sixty days to
vacate a property in the event of a
foreclosure. See SB 1137, Sections
(4)(a) () and 6(a) (c)).

According to statistics
released by the Center for Respon-
sible Lending, almost 2.2 million
subprime foreclosures will occur
nation-wide in late 2008 through
2009 and 40.6 million homes in
neighborhoods surrounding those
foreclosures will suffer price de-

clines averaging over $8,667 per
home and resulting in a $352 bil-
lion total decline in property val-
ues. The Center estimated that in
California alone, 500,000 families
in California would lose their
homes due to foreclosure. It
would seem, however, that legisla-
tion like SB 1137 is a step in the
right direction in reducing these
staggering numbers. It is likely
that other states, like Nevada, will
follow suit and initiate similar leg-
islation.

Mortgage industry insid-
ers like Dave Colarchik of Tahoe
Lending Group, Inc., believe that
banks are showing an increased
propensity to work with borrowers
and modify loans. Mr. Colarchik,
whose mortgage planning group
lends in both California and Ne-
vada, believes that banks are get-
ting smarter about the benefits --to
both banks and borrowers-- of ne-
gotiating and modifying loans.
While the shift has been slow, Mr.
Colarchik has recently spoken with
clients who are negotiating with
banks willing to modify loans to
more agreeable terms, even in
cases where there is a split in mort-
gage servicing.

National statistics would
seem to confirm the opinions of
local experts like Colarchik. Loan
modifications and workouts per-
formed under Hope Now Alliance
and Bank of America's agreement
to restructure loans originated by
Countrywide Financial (which it
recently acquired) have resulted in
more than 3 million American
homeowners receiving or expect-
ing to receive more affordable loan
terms.

Short sales and deeds in
lieu of foreclosure are alternatives
to the foreclosure process that can

(continued on page 5...)
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benefit both the borrower and bank
or mortgage lender. A short sale is
the sale of a property for less than
what it is owed by obtaining per-
mission from all the secured credi-
tors to do so. In a short sale, the
creditor settles in the full amount
owed by the debtor for a value that
is less than what the creditor owes.
The remaining balance is forgiven.
The homeowner no longer owes
anything to the creditor. The
creditor that authorizes the short
sale issues a settlement letter stat-
ing that the debt is settled in full
for a specified amount.

From a practical stand-
point, local real estate profession-
als warn of the potential draw-
backs and limitations of short
sales. Buyers must be willing to
wait out what can be a long proc-
ess; banks may have little concern
or respect for important contract
dates; buyers are buying a property
"as is"; buyers are often left with
little time to conduct inspections;
and the disconnect between in
house foreclosure and in-house
short sale departments at banks
leads to the potential for short sale
deals to fall apart. In other words,
according to local professionals
like Karen Bruno at Chase Interna-
tional in Incline Village, there is a
lot of risk in getting involved in
the short sale process.

However, short sales can
offer amazing values to buyers
willing to take the risks and a short
sale can certainly benefit the seller
by allowing the seller to get out
from underneath a burdensome
loan. A licensed real estate agent
can help make the process proceed
more smoothly.

Another local real estate
agent, Shahri Masters of Intero
Real Estate Services, paints the
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same picture of short sales. In one
deal, Ms. Masters’ client made a
short sale offer which was ac-
cepted by the seller. Relying on
the seller’s acceptance of the offer,
the buyer underwent the inspection
process only to have the bank,
which received a higher offer, re-
ject the offer and sell the property
to another buyer. But again, de-
spite these potential pitfalls and
risks, short sales can be of great
benefit.

Another alternative to
going through the foreclosure
process is for the borrower to grant
the lender a deed in lieu of foreclo-
sure. A deed in lieu of foreclosure
is a deed instrument in which a
borrower conveys all interest in
real property to a lender to satisfy
the borrower's loan that is in de-
fault and avoid foreclosure pro-
ceedings. In order to be consid-
ered a deed in lieu of foreclosure,
the indebtedness must be secured
by the real estate being transferred.
Both sides must enter into the
transaction voluntarily and in good
faith. The settlement agreement
must have total consideration that
is at least equal to the fair market
value of the property being con-
veyed. Generally, the lender will
not proceed with a deed in lieu of
foreclosure if the outstanding in-
debtedness of the borrower ex-
ceeds the current fair market value
of the property.

The principal advantage
to the borrower is that it immedi-
ately releases the borrower from
most or all of the personal indebt-
edness associated with the de-
faulted loan. The borrower also
avoids the public nature of a fore-
closure proceeding and may re-
ceive more generous terms than he
or she would in a formal foreclo-
sure. Deeds in lieu of foreclosure
also offer advantages to the lender

including a reduction in the time
and cost of repossession and addi-
tional advantages if the borrower
subsequently files for bankruptcy.

Real estate servicing and
financing professional Geneva
Martinkus, of Allied 1031 Ex-
change in Reno, Nevada, has seen
an upswing in deeds in lieu of
foreclosure. However, according
to Ms. Martinkus, the trend has
been for borrowers to request such
an option but lender's to refuse,
opting for foreclosure instead. Tax
benefits associated with taking the
loss from a foreclosure likely lend
to banks choosing the foreclosure
option over alternatives like those
mentioned above.

David Colarchik
(dave@tahoelending.com), of Tahoe Lend-
ing Group, Inc., is a CPA who has been
successfully involved in mortgage lending
and private money lending since 2000.

Karen Bruno
(kbruno@chaseinternational.com) is a
licensed Realtor and buyer specialist with
Chase International in Incline Village. Ms.
Bruno's background as a litigation parale-
gal has given her an edge in the area of
risk management.

Shahri Masters
(masters@inclineliving.com) of Intero Real
Estate Services has been a high producing
real estate sales agent for over twenty
years. Ms. Masters is also well versed in
construction and development and coordi-
nating the building permit process with
TRPA.

Geneva Martinkus
(Geneva@allied1031exchange.com) is the
Company President of Allied 1031 Ex-
change, a national qualified intermediary
for 1031 tax deferred exchanges. Ms.
Martinkus has over twenty years of real
estate service experience. She previously
worked at a regional title company, manag-
ing and operating the 1031 Exchange
department as well as the Installment
Collection and Foreclosure departments.

“A deed in lieu
of foreclosure
is a deed
instrument in
which a
borrower
conveys all
interest in real
property to a
lender to satisfy
the borrower's
loan that is in
default and
avoid
foreclosure
proceedings.”
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