Short Sale

A short sale is when a homeowner sells their house for less than what they owe on their
mortgage. The lender agrees to accept the lower amount to avoid foreclosure. The homeowner
might still owe money if the sale doesn’t cover the full mortgage, but sometimes the lender
forgives this remaining balance. A short sale affects the homeowner’s credit but is usually less

damaging than foreclosure.

How Short Sales Work?

For the most part, a short sale works like a typical home sale. The seller contacts a real estate
agent, notifies them that they'd like to put their home on the market, and waits until potential

buyers start making offers.

Unlike a traditional home-selling scenario, however, the seller will have to notify the real estate
agent that it's a short sale and submit offers to their mortgage lender for approval. Since the
homeowner is trying to sell the house for less than what they owe on the mortgage loan, the

lender must be on board with the transaction.

In addition to submitting the offer to the lender, the homeowner must also submit documentation
that explains why they're engaging in a short sale. In particular, the homeowner must prove that
they can no longer make mortgage payments and that a short sale is the best solution for both

them and the lender.

Required documents can vary by lender. But in general, you should expect to provide income
documents, such as pay stubs, W-2 forms, tax returns, bank statements, and more. You may also
need to provide a hardship letter or affidavit to explain why you can't make your full monthly

mortgage payments.

Once you submit your request and documentation, the lender may order an appraisal on the home
to determine whether the offer is satisfactory. That doesn't necessarily mean the lender will reject

an offer below the home's market value.

In fact, lenders are often willing to approve short sale offers below market value to avoid the

foreclosure process, which is costly and time-consuming for both the lender and the borrower.



Short Sale Vs. Foreclosure

While both a short sale and a foreclosure will free you of a mortgage you can no longer afford,
they differ in several fundamental ways. To start, they differ in who initiates the process: Short
sales are initiated by the homeowner to get out of a mortgage and avoid foreclosure. This

typically occurs when they've missed payments and owe more than the home is worth.

Foreclosure, on the other hand, is a legal process initiated by the lender when the borrower has
defaulted on their mortgage loan. Regardless of how much the home is worth, lenders foreclose

on homes to recoup the amount owed by taking control of the property and selling it.

If you're in a situation where you're weighing a short sale vs. a foreclosure, it's important to

understand both the benefits and drawbacks of each.

Pros And Cons of a Short Sale

If you're behind on payments and want to be proactive to avoid foreclosure, here's what to expect

from the process of a short sale:

Pros

o It won't impact your credit as negatively as a foreclosure.

e You may not have to pay a deficiency judgment (a fee for not meeting the terms of the
loan) if you live in a state that doesn't allow them or if you convince the lender to waive
it.

o While the bank must approve the offer, you're still in control of the sale.

Cons
o It will damage your credit scores.
e There's no guarantee you'll find a buyer or that your lender will approve the offer.

e You may still be on the hook for the remaining balance.

e You may face a large tax bill if your lender forgives the deficiency amount.
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Pros And Cons of a Foreclosure

If you'd rather avoid the process of a short sale, here are the pros and cons of going through a

foreclosure instead:
Pros

o Waiting for foreclosure may buy you more time to come up with an alternative living

situation.

e You don't have to worry about repairs or maintenance like you might when you're trying

to sell the home yourself.

e You may be able to stay in the home if you find the money to get current on payments,

even after the foreclosure process has begun.
Cons
o It will have a greater negative impact on your credit scores than a short sale.
o The lender has total control over the sale of the home.
e You may have a harder time negotiating over the deficiency judgment.

e Ifyour lender does forgive the remaining balance, you could end up with a big tax bill.

When Does a Short Sale Make Sense?
For a short sale to work, both the lender and the homeowner must be on board with the process
and find the offer from a prospective buyer acceptable. Here's what to consider from both

perspectives:

Why Would a Lender Allow a Short Sale?

The longer a lender doesn't receive payments on a loan, the more money it loses. The foreclosure
process can take several months, even more than a year, to complete, which can cost the lender

thousands of dollars in interest.
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In addition to missing out on monthly payments, foreclosing on a home is an expensive legal
process. So, going with a short sale, the lender may recover more money, and the borrower may

have less of a tax or deficiency liability.

Risks For Buyers

Because the seller's mortgage lender must approve the sale, the process takes longer than a
traditional home purchase. Sometimes, this process can take up to four months. If a buyer is in a
situation where they need to get into a home quickly, they may not think a short sale is worth the

wait.

Also, while a short sale may save a buyer money compared to other properties in the area, the

property is purchased "as is," which means costly repairs might have to be covered by the buyer.

Are Short Sale Home Prices Negotiable?

Short sale home prices are negotiable, but not in the same way as the sale price in a traditional
purchase is. As the seller, you may be motivated to get rid of the property, but the mortgage

lender must ultimately decide whether to accept an offer.

Negotiable items on the home can include the price and closing costs, among other things. A

short sale buyer should:
e Conduct a home inspection to determine the necessity and cost of repairs.
e Compare prices with comparable homes in the area.

e Be patient and understand that it can take several months for a lender to approve your

offer.
e Provide a preapproval letter so the lender knows the deal will go through if approved.
o Make a sizable earnest money deposit to further convince the lender it's a good offer.

Also both sellers and buyers should also consider using real estate agents who have experience
with short sales. Sometimes, real estate market trends can drive down a home's value over time,

so having an experienced agent can help manage expectations for an appropriate price.

How Does a Short Sale Affect Your Credit?



Payment history is the most important factor in your credit history, and getting behind on your

mortgage payments will have an immediate and severe impact on your credit scores.

While the term "short sale" does not appear on your credit report, the tradeline for your mortgage
loan will include a "negotiated settlement" of your mortgage debt for less than originally owed.

Anytime an account is reported that way, it will hurt your credit history and credit scores.

This negative item will stay on your credit report for seven years from the original delinquency
date of the mortgage. If your payments were never late, the short sale will remain on your credit

report for seven years from the date it was reported settled or paid.

It's also important to note that a short sale will have a greater impact than other types of settled
debts. How much it will affect your credit scores will vary based on your overall credit history.
The National Foundation for Credit Counseling is a good resource if you want to seek the

guidance of an expert who can help you understand all your options.
Monitor Your Credit After a Short Sale

If you're a homeowner going through the short sale process, it's crucial that you continue to
monitor your credit score during and after you close on the home. You may not be able to prevent
the damage from the short sale, but you can prevent further damage from other potential negative

items and fraud.
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