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THE ATTORNEY’S GUIDE TO THE INSTALLMENT CONTRACT

By

Richard F. Bales

Note: The information contained herein should not be construed as giving legal advice.  It is offered only in the interest of promoting scholarship and the exchange of ideas relative to real estate installment contracts. This article is not intended to be a substitute for one’s own legal research and conclusions relative thereto.
INTRODUCTION

Your client makes an appointment to see you.  When he comes into your office, he tells you that he wants to sell his home (or buy a home) by installment contract.  How should the contract be drafted?  Are there any potential problems?  Perhaps this short article will give the real estate attorney some ideas that can then be further researched and explored.

(Note: for a detailed look at many of the issues surrounding the installment contract, see the author’s article, “The Installment Contract to Purchase Real Estate:  A New Look at an Old Subject.”)

THE INHERENT TENSION OF THE TRANSACTION

Unfortunately, the execution of an installment contract (hereafter sometimes called “contract”) will virtually always create some tension between the parties.  This tension is due to at least one and most likely two things:

One, the doctrine of equitable conversion;

Two, the due-on-sale clause of the seller’s mortgage

Each of these items will be discussed in turn.

EQUITABLE CONVERSION

When the purchaser and seller sign an installment contract, there is a change in the legal relationship between the parties.  The seller continues to hold legal title to the land, but in trust for the buyer.  The buyer, on the other hand, becomes the equitable owner of the land; the buyer also holds the purchase money in trust for the seller.  SEQ CHAPTER \h \r 1See Shay v. Penrose, 25 Ill.2d 447, 185 N.E.2d 218 (1962).

Because of this legal shifting of relationships, it is possible for a title company to insure the contract purchaser against loss arising from the post-contract judgments of the contract seller!  SEQ CHAPTER \h \r 1See Reuss v. Nixon, 272 Ill. App. 219 (1933).

This is obviously a good deal for the contract purchaser.  How can a title company offer this coverage?  It is because of equitable conversion.  The contract purchaser’s interest in the home (of notice to third parties by both possession and by recording) is an interest that is superior to the lien rights of post-contract creditors of the contract seller.

But note that if a contract contains a “no equitable conversion” clause, as described below, then Chicago Title will not be able to insure the contract purchaser against loss arising from the post-contract judgments of the contract seller. 

Equitable conversion is a two-edged sword that cuts both ways.  Consider this example:

Seller and Buyer enter into an installment contract in 2007 for the sale of Seller’s home.  In 2008 Buyer stops making payments on the contract, but not until he has amassed about $7,000 in equity in the home.  In 2009 a judgment for $5,000 is recorded against Buyer.  In 2010 Seller’s declares a forfeiture of the contract and brings down title in preparation to selling the land to New Buyer.  Only when Seller reviews the title insurance commitment does he discover the 2009 judgment.  How will this judgment affect his pending sale to New Buyer?

Unfortunately, because Buyer was the equitable owner of the land, and because Buyer had substantial equity in the land before Seller forfeited the contract, this judgment may be a problem to Seller.  It may have to be paid off; it certainly can not be waived cavalierly.   SEQ CHAPTER \h \r 1See Farmers State Bank v. Neese, 281 Ill. App. 3d 98, 665 N.E.2d 534, 216 Ill. Dec. 474 (1996); Hayes v. Carey, 287 Ill. 274, 122 N.E. 524 (1919);Vereyken v. Annie’s Place, Inc., 964 F.2d 593 (Mich., 1991); Orme v. United States, 269 F.3d 991 (Montana, 2001).

THE DUE-ON-SALE CLAUSE

Virtually every institutional residential mortgage will have a due-on-sale clause.  This clause provides that upon the transfer of any interest in the home, including the equitable interest transferred pursuant to an installment contract, the lender can demand immediate payment of its mortgage debt. 

 SEQ CHAPTER \h \r 1 Illinois courts have upheld the enforceability of this clause.  See, for example, Baker v. Loves Park Savings and Loan, 61 Ill.2d 119, 333 N.E.2d 1 (1975), where the Illinois Supreme Court wrote:

The extension of credit by a lender to a debtor involves more than a mere reliance on the property mortgaged as security for the obligation.  Involved in each transaction is also the appraisal of the personal integrity of the borrower.  It seems to be completely justifiable for the protection of the security interest of the lender to prohibit the alienation, without the consent of the lender, of property which stands as security for the debt to a person whose personal and financial qualities are unknown to and were never considered by the lender in making the loan.  61 Ill. 2d at 125.

The U.S. Supreme Court has made a similar determination.  See Fidelity Federal Savings and Loan Association v. de la Cuesta, 458 U.S. 141, 102 S.Ct. 3014, 73 L.Ed.2d 664 (1982).

The “equitable interest” that is transferred to the buyer when he and the seller execute an installment contract is created by equitable conversion.  To get around the problem of the due-on-sale clause, some contracts will contain a “no equitable conversion” provision.  For example: 

No right, title, or interest, legal or equitable, in the premises, or any part thereof, shall vest in Purchaser until delivery of the deed aforesaid by Seller, or until full payment of the purchase price at the time and in the manner herein provided.  

DISCUSSION

The buyer and seller in the example in the first paragraph of this article have different (and conflicting) objectives.  For example, the buyer will want protection against the enforcement of the seller’s possible post-contract judgments, and so he will want to be the equitable owner of the land.  The last thing that the buyer will want is a “no equitable conversion” clause in the contract.  That is, the buyer will want the contract to include a provision for equitable conversion.

On the other hand, the seller will be equally concerned about possible post-contract judgments of the buyer.  If the contract contains a “no equitable conversion” clause, it is possible that such a judgment would not attach to the land.  For this reason, the seller will want the contract to include a “no equitable conversion” provision.

If the seller’s home is encumbered by a mortgage, the chances are great that the seller is also concerned about his lender calling his loan due because this installment sale may trigger the due-on-sale clause of the mortgage.  But Illinois courts have indicated that a “no equitable conversion” clause may be effective in not setting off the clause!  See, e.g., Eade v. Brownlee, 29 Ill.2d 214, 193 N.E.2d 786 (1963).  But see also Cox v. Supreme Savings and Loan, 126 Ill. App.2d 293, 262 N.E.2d 74 (1st. Dist., 1970).  The contract in Cox contained a “no equitable conversion” clause, but the court determined that the rider to the contract, which made it clear that the purchasers had more than a mere possessory right, to the property, nullified this clause.

So what is the end result of all this discussion?

(a) Seller does not want equitable conversion, as he is concerned about Buyer’s post-contract judgments.

(b) Seller does not want equitable conversion, as he is concerned about triggering the due-on-sale clause of his mortgage.

(c) Buyer wants equitable conversion, as he is concerned about Seller’s post-contract judgments.

Is there a way out of this mess?  For example, what if the seller conveyed his home into an Illinois land trust prior to executing the installment contract?  This deed might lessen the risk of post-contract judgments against the seller.

But this conveyance might also trigger the due-on-sale clause of his mortgage.  See the Garn-St. Germain Depository Institutions Act of 1982, 12 USC 1701j-3(d)(8).  This Act contains several exceptions to the due-on-sale clause. Unfortunately, the one that would otherwise apply to this situation is not applicable because of the post-deed change in possession of the property.  This exception reads as follows:

 SEQ CHAPTER \h \r 1 “With respect to a real property loan secured by a lien on residential real property containing less than five dwelling units, including a lien on the stock allocated to a dwelling unit in a cooperative housing corporation, or on a residential manufactured home, a lender may not exercise its option pursuant to a due-on-sale clause upon--a transfer into an inter vivos trust in which the borrower is and remains a beneficiary and which does not relate to a transfer of rights of occupancy in the property.”  (Emphasis added; as you know, an inter vivos trust is a trust created during the lifetime of the maker of the trust.)

But consider this:  The due-on-sale clause was a problem in the early 1980s.  At that time current mortgage interest rates were around 15-18%.  Many existing homes, though, had mortgages with interest rates of half that percent or less.  Is it any wonder that people were selling their homes on contract, using the payments of the contract purchasers to continue to pay on their low-interest mortgages?  And because these low-interest mortgages were not being paid off and replaced by high-interest loans, is it any wonder why lenders were upset about contract sales?

But twenty-five years later, things are different now.  Interest rates are low, but the economy is in turmoil.  Thousands of people are delinquent in making their mortgage payments, and thousands more are in foreclosure.  Lenders are in a frenetic time right now, dealing with this crisis; trying to get one to consent to a contract sale is very likely a Herculean task.  But will a lender really care if a home that is almost in foreclosure is sold on contract to a purchaser with a solid work history?  The answer appears to be:  Possibly not.  (But what if, midway through the contract term, interest rates rise dramatically?   Will the lender care then?  Possibly so.  Perhaps there are no easy answers.)

CUTTING THROUGH THE CONFLICTS

Nonetheless, it seems clear that in order to break through the log jam of conflicting Buyer-Seller concerns, we must set aside our fears of triggering the due-on-sale clause of the seller’s mortgage.  By doing so, resolving potential tensions becomes fairly straightforward.  For example:

If Buyer is really concerned about Seller’s post-contract judgments, then the contract should contain a provision for equitable conversion. Conversely, if Seller has similar fears about Buyer’s post-contract judgments, then perhaps Buyer should set up an Illinois land trust and have his trustee execute the contract.

 SEQ CHAPTER \h \r 1Once Buyer is the equitable owner of the land, the title company should be willing to insure against the post-contract judgments of the Seller.  Because Buyer executed the contract as trustee of an Illinois land trust, Seller’s concerns of Buyer’s post-contract judgments are minimized as much as possible.  (Even a citation to discover assets and a turnover order served and entered pursuant to 735 ILCS 5/2-1402 should not drastically affect Seller’s interest in the land.  See also Supreme Court Rule 277 and Schak v. Blom, 334 Ill. App. 3d 129, 777 N.E.2d 635, 267 Ill. Dec. 832 (1st Dist. 2002)).  Unfortunately, there is still one outstanding issue—will the installment contract trigger the due-on-sale clause of the seller’s mortgage?

AVOIDING EQUITABLE CONVERSION WHEN DRAFTING THE INSTALLMENT CONTRACT

As noted above, the contract in Cox v. Supreme Savings and Loan contained a “no equitable conversion” clause, but the court determined that the rider to the contract, which made it clear that the purchasers had more than a mere possessory right, to the property, nullified this clause.

The court looked to the intent of the parties, but held that the clause was not controlling, as a rider attached to the contract expressed an intent that was contrary to the “no equitable conversion” clause of the contract:

The rider also required the purchasers to ask for consent and approval of the seller for any capital or major expenditures. . . .  The contract required the purchasers to correct five code violations at their own expense. . . .  It seems almost axiomatic that this rider to the contract is attached to alter, modify or change the normal course of events as described in the articles of agreement.  Indeed the contract is expressly stated to be ‘subject to a rider agreement attached hereto.” . . . . In the face of the rider to this contract, it is abundantly clear that paragraph five [the ‘no equitable conversion’ clause] was in fact and in law nullified by the rider.  It is fictional rather than factual to hold that the purchasers here under paragraph five of their agreement had nothing but a possessory right.  To so hold is to fly into the face of the language and the conduct of both parties.  126 Ill. App. 2d at 296, 301.

As Michael J. Rooney points out in his article, “Installment Contracts: The Illinois Perspective,” published in the October 1980 issue of the Illinois State Bar Association’s Real Property newsletter:  

In other words, even if the parties provide that the purchaser has no equitable interest, when they also provide that the purchaser must maintain insurance, pay taxes, be entitled to possession, and exercise such other dominion and control as would be exercised by an ‘owner’ of real estate, how may it be said that the purchaser does not have an interest in the premises?  Can an attorney convert a horse into a zebra simply by changing its name?

No, not even Dr. Doolittle can accomplish that conversion. But the court in Cox cites City of Chicago v. Mandoline, 26 Ill.App.2d 480, 168 N.E.2d 784 (1st Dist. 1960). If the attorney uses both Cox and Mandoline as a guide in drafting the contract, then perhaps he might be able to negate equitable conversion.

In the Mandoline case Mandoline sold property on contract to Powe.  The contract contained a “no equitable conversion” clause.  A few months later, the City of Chicago filed a statement of claim against both Mandoline and Powe, charging them with twenty-four separate violations of the Municipal Code.

Mandoline argued that when Powe moved into the property, he assumed exclusive control of it.  Because Mandoline was neither in possession or control, he had no duty to comply with the ordinances.

The appellate court determined that Mandoline, the contract seller, was the owner of the land, and that under the articles of agreement he had complete control of the property to the exclusion of Powe, the contract purchaser.

 SEQ CHAPTER \h \r 1The court noted such factors as the following:

· Powe was not permitted to record the contract.

· Powe could not sublet the property without Mandoline’s permission.

· Powe could not make any repairs that would constitute a lien on the premises, and he was required to submit to Mandoline every contract, together with the plans, for any improvement to the property.

The court concluded by stating the following:

Actually, all that Powe received under the agreement was the right to occupy the premises as long as he made the specified monthly payments.  He could not obtain control until he received the deed. . . . It thus appears that Mandoline was not only the owner of the property and thus liable under the ordinances for any violations, but that under the articles of agreement he had complete control of the property to the exclusion of the contract purchaser, Powe. 26 Ill.App.2d 483-84.

But in Cox v. Supreme Savings and Loan Association, the court noted that the contract purchasers had much more than the mere right of occupation:

The buyer went into possession on the date of the contract, collected the rents, issues and profits, paid the taxes and insurance, leased the apartments and performed whatever repairs were done to the building. . . .  The rider [to the contract] also required the purchasers to ask for consent and approval of the seller for any capital or major expenditures before any contract for such expenses could be made. The contract required the purchasers to correct five code violations at their own expense. . . .  In the case at bar, the purchasers exercised all of the rights of an owner and performed all the duties of an owner and were prohibited only from making major or capital improvements without authority of the seller.  The purchasers’ rights here far exceeded the right to possession only.  They, not the seller, exercised all of the prerogatives of ownership with the limitation as to capital improvements previously noted.  126 Ill.App.2d 295-97.

It appears that these two cases may offer guidance in drafting an installment contract so as to avoid the application of the doctrine of equitable conversion.  It seems that in order to avoid triggering the doctrine, the contract must be drafted so that the contract purchaser is given, in the words of the Cox court, “the right to possession only.”

That is, Cox and Mandoline represent two opposite ends of the equitable conversion spectrum.  The more the contract is drafted like the one in Cox, the more likely a court will find that the equitable conversion doctrine applies.  Conversely, the more the contract is written with Mandoline in mind, the more a court might conclude that there is no equitable conversion.

But having said all this: If the attorney is still concerned about the lender’s possible enforcement of its due-on-sale clause, then the attorney should obtain the consent of the lender to the contract sale.   Or perhaps the attorney feels that the consent is unnecessary as long as he drafts the contract so that the contract purchaser acquires “the right to possession only.” In this regard, perhaps Chicago Title can help. Chicago Title has four different sets of escrow trust instructions.

CHICAGO TITLE INSTALLMENT CONTRACT ESCROW INSTRUCTIONS

Escrow Trust Instructions Number One

Seller Documents Retained
This form would be used in a situation where Chicago Title is acting as an escrowee for the deed from the contract seller to the contract purchaser.  These instructions contain a provision that allows the escrowee to deliver the seller’s deed, transfer declaration, and other documents to the contract purchaser upon being furnished evidence that the purchaser has paid all amounts due under the contract.

Escrow Trust Instructions Number Two

Title, No Seller Documents Retained

These instructions would be used, for example, in the following situation:  Seller agrees to sell his home to Buyer via installment contract.  Buyer and Seller execute the contract and schedule a closing.  At the closing they clear title exceptions and sign a memorandum of contract. The buyer gives his down payment check to the closer, who disburses the money pursuant to instructions. The only document retained in the escrow will be a reconveyance deed, which would be used to extinguish the buyer’s interest in the land in the event the buyer defaults on the contract.  After the closing, the memorandum of contract is recorded and the title insurance policy is issued in favor of the contract purchaser.

With this set of instructions, the parties have the option of depositing a reconveyance deed from Buyer to Seller into the Escrow.  This deed would be used to extinguish the buyer’s interest in the home in the event the buyer defaults on the contract.  

Escrow Trust Instructions Number Three

Title, Seller Documents Retained, No Collection

Escrow Trust Instructions Number Three is a hybrid combination of instructions one and two. Like number one, this form includes provisions for the escrowee to retain (and eventually deliver to the purchaser) the seller’s deed and other documents.

But like number two, this set of instructions provides a means by which Chicago Title can conduct a conventional real estate closing and later issue a title insurance policy.  And like number two, this agreement includes a Reconveyance Rider.

Escrow Trust Instructions Number Four

Title, Seller Documents Retained, Collection
These instructions contain all of the benefits of Escrow Trust Instructions Number Three.  However, this form also includes provisions for the escrowee to make installment contract payments to the seller or other payments at the direction of the seller.

THE BEST CASE SCENARIO?

Facts:  Buyer and Seller want to enter into an installment contract for the purchase of Seller’s home.  Their respective attorneys know all about the tensions inherent in this situation.  What is the best they can do to both protect their clients and avoid the possible enforcement of Seller’s due-on-sale clause?

Answer:  Perhaps Seller should convey the home into an Illinois land trust. (But see discussion below.)  Buyer should also establish a land trust; thus, both trusts should execute the contract.

The contract must be drafted with the Cox decision in mind. That is, the contract must contain a “no equitable conversion” clause.  Furthermore, it must be clear from the contract that Buyer has only a possessory right in the land and not an ownership right.  For this reason, Seller (not Buyer) must insure the property, make the mortgage payments, and pay the real estate taxes.

To ensure, as much as possible, that the buyer has only a possessory interest in the home, the parties could consider executing Escrow Trust Instructions Number Four.  These instructions can be drafted so that they provide that Buyer makes contract payments to Seller.  Seller in turn sends his mortgage and real estate tax payments to the title company, who then forwards the checks to the proper parties.

What if Seller fails to make a mortgage payment?  If Buyer is forced to make a payment, would that nullify the “no equitable conversion” clause?  Perhaps it would.  So consider this contract provision: 

In the event Seller fails to make [such payments], Purchaser may do so, and any amount paid will be deducted from the purchase price.  The parties agree that any such payments will not grant Purchaser any ownership rights, equitable or otherwise, in the property, and that this contract provision is not intended to be inconsistent with the ‘no equitable conversion’ clause of the contract that is set forth in paragraph ___.  Rather, this contract provision is designed only to preserve Purchaser’s possessory rights under this contract.
It is possible that a contract drafted in this manner might meet the Cox test of giving Buyer only a possessory interest in the land, thus not triggering the due-on-sale clause of the seller’s mortgage.  But what about Seller’s initial conveyance into the Illinois land trust?  Would that deed set off the due-on-sale clause?  Consider the following analysis.

Here is the  SEQ CHAPTER \h \r 1due on sale clause found in the current Fannie Mae/Freddie Mac residential mortgage:

18.  Transfer of the Property or a Beneficial Interest in Borrower.  As used in this Section 18, ‘Interest in the Property’ means any legal or beneficial interest in the Property, including, but not limited to, those beneficial interests transferred in a bond for deed, contract for deed, installment sales contract or escrow agreement, the intent of which is the transfer of title by Borrower at a future date to a purchaser.

If all or any part of the Property or any Interest in the Property is sold or transferred (or if Borrower is not a natural person and a beneficial interest in Borrower is sold or transferred) without Lender’s prior written consent, Lender may require immediate payment in full of all sums secured by this Security Instrument.  However, this option shall not be exercised by Lender if such exercise is prohibited by Applicable Law.
And here again is paragraph 12 USC 1701j-3(d)(8) of the SEQ CHAPTER \h \r 1 Garn-St. Germain Depository Institutions Act of 1982: 

With respect to a real property loan secured by a lien on residential real property containing less than five dwelling units, including a lien on the stock allocated to a dwelling unit in a cooperative housing corporation, or on a residential manufactured home, a lender may not exercise its option pursuant to a due-on-sale clause upon--a transfer into an inter vivos trust in which the borrower is and remains a beneficiary and which does not relate to a transfer of rights of occupancy in the property.

Perhaps Seller could transfer his home into a land trust as soon as he decides to sell his property.  He would therefore execute the installment contract weeks or months later.  If the lender were to enforce the due-on-sale clause contained in its mortgage, could Seller argue that when the conveyance was made, it did not “relate to a transfer of rights of occupancy in the property?”  Possibly, but this seems a bit of a stretch of a legal argument.  Again, for ultimate protection, the lender should consent to the installment sale.

CONCLUSION:

Back in the 1980s, installment sales of real estate produced much consternation, anguish, and hand wringing.  It is clear that things are no different twenty-five years later.  There is no perfect answer to the inherent tensions created by the interaction between Buyer, Seller, and Seller’s Lender.  The best that attorneys can do is to enter into the transaction with a full understanding of not only these conflicts but also an understanding of the facts unique to the real estate transaction in question.  By doing so, the attorney will best be able to advise his client.

