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(Author’s note:  This later version of my article contains additional information that does not appear in the original article.)
Introduction
In the early 1980s, mortgage interest rates hovered near 15-20%.  Because of this, many homeowners sold their homes “on contract”--that is, by executing an installment contract to purchase with a “contract purchaser.”  Today, interest rates are very low.  Unfortunately, it is not as easy to qualify for a home mortgage as it was a few years ago.  For this reason many people are again using an installment contract as a means of buying (and selling) their homes and other real estate.

 This article will discuss various legal and title insurance issues such as:

· How title companies can insure the contract purchaser;

· How an endorsement can be added to the title insurance policy that increases the coverage to the contract purchaser;

· How the due-on-sale clause of the seller’s mortgage affects the contract sale.

A bibliography appears at the end of these materials. The author is especially indebted to the late Peter A. Hess.  His treatise on contract forfeitures was on every real estate attorney’s required reading list in the early 1980s.  The section of forfeitures borrows heavily from Hess’ work.

Preliminary Title Insurance Considerations
The Statute of Frauds is a statutory requirement that provides that certain contracts must be in writing in order to be enforceable.  This requirement is set forth in 740 ILCS 80/2, which states:

No action shall be brought to charge any person upon any contract for the sale of lands, tenements or hereditaments or any interest in or concerning them, for a longer term than one year, unless such contract or some memorandum or note thereof shall be in writing, and signed by the party to be charged therewith, or some other person thereunto by him lawfully authorized in writing, signed by such party.

Exceptions to this can be found in Illinois case law.  For example, the court in Thomas v. Moore, 55 Ill. App. 3d 907, 370 N.E.2d 809, 12 Ill. Dec. 898 (1978) stated that the payment of consideration and the possession of property was sufficient consideration to remove an oral contract from the Statute of Frauds.  However, title company underwriting procedures dictate that all installment contracts be in writing.

In Leach v. Hazel, 398 Ill. 33, 74 N.E.2d 797 (1947), the court stated:

A contract for the sale of real estate cannot be enforced unless the writings contain the names of the vendor and the vendee, a description of the property sufficiently definite to identify it, the price, the terms and conditions of sale, and the signature of the party to be charged.  398 Ill. at 39.

Concerning this, it should be noted that the description of the property should be a legal description; a street address is not sufficient.  See Thomas v. Moore, supra.  Also, although the court in Ullsperger v. Meyer, 217 Ill. 262, 75 N.E. 482 (1905) held that a contract signed by one party was enforceable, it is a requirement for underwriting purposes that all contracts be executed by both parties (that is, by both buyer and seller).

The Title Insurance Policy
People often speak of a “contract purchaser’s title insurance policy.”  Such a term is misleading; there is no such policy.  Rather, title insurance companies simply insure the contract purchaser by using a conventional owner’s title insurance policy.

In the 1980s, title insurance companies would insure either the contract seller and the contract purchaser, “as their interests may appear,” or just the contract purchaser.  Today, most attorneys seem to prefer that the title company insure just the contract purchaser’s interest.  In either instance, a Schedule B exception relating to the “terms of the contract” should be shown in Schedule B of the policy.

Equitable Conversion
The Illinois Supreme Court in Shay v. Penrose, 25 Ill.2d 447, 185 N.E.2d 218 (1962) defines equitable conversion as follows:

Equitable conversion is the treating of land as personalty and personalty as land under certain circumstances.  Hence, as between the parties and those claiming through them, when the owner of land enters into a valid and enforceable contract for its sale he continues to hold the legal title, but in trust for the buyer; and the buyer becomes the equitable owner and holds the purchase money in trust for the seller.  The conversion takes place at the time of entering into the contract.  It stems from the basic equitable principle that equity regards as done that which ought to be done.  The doctrine of equitable conversion has been recognized in Illinois, as it has in practically every other jurisdiction, since earliest times.  25 Ill. 2d at 449.

Through the doctrine of equitable conversion, the contract purchaser acquires an equitable interest in the land.  The ramifications of this basic principle are enormous, and will be discussed throughout the remainder of these materials.

Installment Contract Purchaser Endorsement “A”
Title companies offer two endorsements that can be appended to title policies that insure a contract purchaser.  The first endorsement reads as follows:

Installment Contract Purchaser Endorsement “A”

1.  The contract to purchase shown in Schedule B is an interest covered by this policy vested in the insured contract purchaser.  The Company insures against loss or damage sustained by the contract purchaser by reason of:

A.  The unenforceability of the right to receive a deed under the contract, unless the insured contract purchaser does not fulfill the terms of the contract, and

B.  The refusal of a trustee, in the event of the seller’s or record title owner’s bankruptcy, to issue a deed under the terms of the contract, unless the insured contract purchaser is not in possession of the land.

2.  This policy does not insure against loss or damage sustained by the insured contract purchaser by reason of:


A.  Matters that first affect title to the land after the policy date.

B.  Failure of the insured contract purchaser to do everything necessary:

(A) To secure proper deeds from the seller, seller’s successor in interest or the record title owner;

(B) To secure releases from other persons then having an interest in the title or a lien on the land, or;

( C ) To secure a final court order that determines the persons then entitled to receive payment from the insured.

C.  Costs, attorneys’ fees and expenses to secure the final court order referred to above in paragraph 2.B.( C ) or to enforce the contract.
Installment Contract Purchaser Endorsement “A”--A Discussion
This endorsement gives assurances to the installment purchaser of a 1-4 unit residential property that:

· the contract is valid;

· the right to receive a deed under the installment contract is enforceable if the purchaser’s obligations have been met, and;

· the trustee in a seller’s bankruptcy may not refuse to issue a deed if the purchaser is in possession of the land.

Note that the title company does not insure that it will take the necessary steps to enforce the contract.  It does insure against a decree of final determination that the installment contract is unenforceable even though the purchaser has fulfilled the terms of the contract.  Thus, the contract purchaser may have to file a cause of action against the contract seller in order to obtain a deed to the property.  Only if the contract purchaser has fulfilled all the terms of the contract, but the court still determines that the contract purchaser is not entitled to a deed, will the title company insure against loss.

Section 365(I) of the Bankruptcy Reform Act provides that when the vendee is in possession of the property, the trustee’s right to reject the contract will be subject to the vendee’s right to obtain title if he completes the contract payments.  When the vendee is not in possession, however, the trustee can reject the contract and leave the vendee with a claim for damages for breach of contract.  See Section 365(j).

In Hinsdale Federal Savings & Loan Association v. Gary-Wheaton Bank, 100 Ill. App. 3d 746, 427 N.E.2d 963 (1981), the contract seller executed a mortgage after the date of the installment contract.  The contract purchasers did not join in the mortgage, nor were they asked to subordinate their contract, of which the lender was aware, to the mortgage.  The contract seller defaulted on his loan, and the lender initiated a foreclosure suit.  The court made the following conclusions:

1.  The contract purchasers’ equitable interest was superior to the lender’s mortgage interest;

2.  The fact that the contract purchasers had a prior equitable interest did not affect the validity of the mortgage as a lien that could be foreclosed;

3.  The contract purchasers were entitled to an equitable lien on the property, as against the contract seller’s lender, for the amount of money they paid on the contract prior to the time they had actual knowledge of the contract seller’s mortgage.  This was an equitable lien that was prior to the lender’s interest in the proceeds of the foreclosure sale;

4.  Even though the mortgage lien was subordinate to the contract purchasers’ equitable lien, the contract purchasers were not entitled to an award of specific performance as against the lender.

This case suggests that once the insured learns of parties having an interest in the property, he must secure releases from these parties, going to court, if necessary, to obtain a letter of direction as to whom he is to make his payments.  Any future payments made by the contract purchaser to the contract seller after he has such actual knowledge are made at his own risk.  (See paragraphs 2.B.(B) and 2.B.( C ) of the endorsement.) 

Perhaps this case illustrates the need for the contract to include a provision that any mortgage executed by the seller should be consented to by the buyer.  In addition, perhaps the contract should contain a provision that after the buyer receives notice of a foreclosure of the seller’s mortgage (a party in possession is a permissible party to the foreclosure action; see 735 ILCS 5/15-1501(b)(1)), the buyer should make all future payments to the seller’s lender.  In exchange for these payments, the lender would agree to honor the contract and allow the buyer to remain in possession of the land as long as the buyer continues to make contract payments to the lender.

Installment Contract Purchaser Endorsement “B”
The second endorsement is similar to the first endorsement, but with one important additional coverage. Paragraph 1.C. adds protection over possible future judgments against the contract seller of a single family residence or condominium residential unit as long as the contract purchaser remains in actual physical possession of the property.

Installment Contract Purchaser Endorsement “B”

1.  The contract to purchase shown in Schedule B is an interest covered by this policy vested in the insured contract purchaser.  The Company insures against loss or damage sustained by the contract purchaser by reason of:

A.  The unenforceability of the right to receive a deed under the contract, unless the insured contract purchaser does not fulfill the terms of the contract, and

B.  The refusal of a trustee, in the event of the seller’s or record title owner’s bankruptcy, to issue a deed under the terms of the contract, unless the insured contract purchaser is not in possession of the land.

C.  Entry of any court order that constitutes a final determination enforcing the lien of any judgments for monetary damages against the contract seller, or his successors or assigns, rendered after the date hereof and while the insured contract purchaser continues to occupy the insured premises.

2.  This policy does not insure against loss or damage sustained by the insured contract purchaser by reason of:


A.  Matters that first affect title to the land after the policy date.

B.  Failure of the insured contract purchaser to do everything necessary:

(A) To secure proper deeds from the seller, seller’s successor in interest or the record title owner;

(B) To secure releases from other persons then having an interest in the title or a lien on the land, or;

( C ) To secure a final court order that determines the persons then entitled to receive payment from the insured.

C.  Costs, attorneys’ fees and expenses to secure the final court order referred to above in paragraph 2.B.( C ) or to enforce the contract.
Installment Contract Purchaser Endorsement “B”--A Discussion
Shay v. Penrose sets forth the concept of equitable conversion, that upon the execution of a contract, the contract purchaser is the equitable owner of real estate, subject only to the lien of the contract seller for the unpaid balance of the purchaser price.  Therefore, while subsequent judgment creditors of the contract seller who have notice of the equitable rights of the contract purchaser have an interest in the property, this interest is subject to the contract purchaser’s interest.  This rule is illustrated in Reuss v. Nixon, 272 Ill. App. 219 (1933):

The contract of purchase was on record at the time the judgment was taken and the vendee was then in possession of the real estate.  Conceding for the sake of discussion that the judgment creditor has a lien on the legal title remaining in the vendor after the execution of the contract of purchase, such lien is subject to the equities and rights of the vendee. . . .  The time for the performance of the contract has arrived and as against the holder of the legal title and as against judgment creditors claiming a lien on the legal title bound by notice of the vendee’s rights, the vendee is entitled to a deed conveying the real estate to him clear of any liens which do not secure any debts or liability of the vendee.  272 Ill. App. at 224, 227.

The key to this protection for the contract purchaser is two-fold.  One, the contract purchaser must be the equitable owner of the land, and two, there must be notice--i.e., notice to third parties of the rights of the equitable owner.  Note that in Reuss, notice was by both recorded document and possession.  The effect of recording as notice to third parties is set forth in 765 ILCS 5/30:  

All deeds, mortgages and other instruments of writing which are authorized to be recorded, shall take effect and be in force from and after the time of filing the same for record, and not before, as to all creditors and subsequent purchasers, without notice; and all such deeds and title papers shall be adjudged void as to all such creditors and subsequent purchasers, without notice, until the same shall be filed for record.

Notice by possession is discussed in Burnex Oil Co. v. Floyd, 106 Ill. App. 2d 16, 245 N.E.2d 539 (1969):

The parties agree on the general rule that a bona fide purchaser of real property from the record owner acquires good title thereto free and clear of any interest therein except such interest of which he has notice. . . .  Such notice may be actual or constructive and contemplates the existence of circumstances or facts either known to a prospective purchaser or of which he is chargeable with knowledge which imposes upon such purchaser the duty of inquiry.  Where real estate is in the possession of someone other than the record owner, such possession is generally regarded as notice to the world of the interest represented thereby and is legally equivalent to the recording of such interest (Citations omitted).  A purchaser is bound to inquire of the person in possession by what tenure he holds and what interest he claims in the premises (Citations omitted). Possession having the same effect as recording, charges a prospective purchaser with notice of all legal and equitable claims of the occupant (Citations omitted).  Because possession has such substantial significance and consequences it follows that the possession or evidence of continuing acts of ownership thereof must be visible, open, exclusive and unambiguous.  106 Ill. App.2d at 21, 22.

Burnex Oil Co. makes it clear that possession of the property is equivalent to the recording of the installment contract.  As long as the contract purchaser remains in possession of the property, title companies should be able to give the coverage set forth in paragraph 1.C. of the endorsement without requiring that the contract be recorded.  On the other hand, it would not be unreasonable for the title company to ask that the contract, or memorandum thereof, be recorded before offering this coverage. If, as discussed below, the parties are concerned about the due-on-sale clause in the seller’s mortgage, and therefore do not wish to record the contract or memorandum, then the title company might be inclined to raise an exception for the “rights of parties who may acquire an interest in the land without knowledge of the equitable interests insured by this policy.” But in that regard, see 765 ILCS 70/2, which provides as follows:

After the effective date of this Act all contracts for the sale of a dwelling structure may be recorded or registered with the recorder or the Registrar of Titles in the same manner as a deed or other document relating to the title of the real estate to be sold.  Any provision in a contract for the sale of a dwelling structure which forbids the contract buyer to record the contract or provides that recording shall not constitute notice or provides for any penalty for recording is void.

In any event, if the property is vacant land, and the buyer desires this coverage, then the contract must be recorded.  See Beals v. Cryer, 99 Ill. App. 3d 842, 426 N.E.2d 253 (5th Dist. 1981).  This case concerns a dispute between the contract purchaser and a creditor of the contract seller.  The purchaser argued that his acts of possession--cutting the grass--were sufficient notice of his interest in the land.  The court rejected the purchaser’s contention that this “possession” constituted notice.

There is one additional one caveat.  In order to obtain Endorsement B” coverage, the contract purchaser must be the equitable owner of the land.  If asked to consider this endorsement, the title company will want to examine the installment contract.  It is possible to negate equitable conversion by adding appropriate language to the contract. (See the discussion of Eade v. Brownlee, infra.)  If a “no equitable conversion” clause has been added to the contract, the title company will probably decline to extend this coverage to the contract purchaser.

The Form “B” endorsement states that “The Company insures against loss or damage sustained by the contract purchaser by reason of:  Entry of any court order that constitutes a final determination enforcing the lien of any judgments for monetary damages against the contract seller, or his successors or assigns, rendered after the date hereof and while the insured contract purchaser continues to occupy the insured premises.”  But the endorsement also provides that “this policy does not insure against loss or damage sustained by the insured contract purchaser by reason of:  Costs, attorneys’ fees and expenses to secure the final court order referred to above in paragraph 2.B.( C ) or to enforce the contract.”

In other words, the title company insures against loss arising from the court order; it does not pay the costs and expenses necessary to obtain the court order.

Underwriting the General Liens of the Contract Purchaser
The above section addresses the effect of the contract seller’s judgment liens on the contract purchaser’s equitable interest.  This section will consider the reverse--that is, what is the effect of the contract purchaser’s judgment liens on the contract seller’s legal interest? 

This issue usually arises under the same fact situation.  Buyer and Seller enter into an installment contract to purchase the land.  The contract (or memorandum thereof) may or may not be recorded.  Some time later, the contract purchaser ceases making his installment payments, and the contract seller wishes to forfeit or otherwise extinguish the contract purchaser’s interest.  In the interim, though, one or more judgments or other general liens have been recorded against the contract purchaser.  Can the contract seller obtain fee simple title to the land free and clear of these general liens?

This was the question raised in Farmers State Bank v. Neese, 281 Ill. App. 3d 98, 665 N.E.2d 534, 216 Ill. Dec. 474 (1996). In July 1989 Thomas and Susan Neese contracted to purchase land from Wade on a five-year installment contract. In November 1989 they obtained a loan from the bank; they assigned their contract to the bank as security for the loan.  In July 1991 the IRS filed a notice of tax lien.  In June of 1992 the bank recorded both the contract and the assignment.  After the IRS filed the notice, the Neeses defaulted on their loan payments, and in July 1994 the bank initiated foreclosure proceedings.

The bank argued that its security interest was prior to the IRS lien. The court disagreed; citing Shay v. Penrose, the court stated that “at the time the tax lien was filed, the Neeses had equitable title to the property in question.  There was thus an interest to which the IRS lien could attach.”  281 Ill. App. 3d at 103.  However, because the bank failed to record the contract and assignment prior to the recording of the IRS lien, “the bank’s interest as assignee was not perfected and was properly subordinated to the IRS lien.” 281 Ill. App. 3d at 104.

In Hayes v. Carey, 287 Ill. 274, 122 N.E. 524 (1919), Thomas and Margaret Carey executed an installment contract to buy a farm in 1912.  The Careys never made a payment towards the contract, and so the parties entered into a lease in 1914, thereby allowing the Careys to remain on the farm.  In 1915 the contract was inexplicably recorded.  In 1916 James Cleary, a judgment creditor of Mr. Carey, attempted to levy on Carey’s interest in the farm.

The court determined that because Carey had abandoned the contract, he had no equitable interest in the farm, and that therefore, there was no equitable interest to which the judgment could attach.  The court stated that “since Carey had lost all right to enforce the contract by its abandonment and forfeiture, a sale of his interest in the land under the execution would convey no title, and could have no other effect than to cloud the title of the defendants in error.”  287 Ill. at 279.

But because Carey never made a contract payment, he did not have any equity in the property.  This is the same fact pattern in Vereyken v. Annie’s Place, Inc., 964 F.2d 593 (Mich., 1991).  In Vereyken the court stated that “although the government may be correct in saying that its liens attached to the land contract interest of the vendee, the vendee’s equitable title was in effect worthless in dollar terms since there was nothing to which the liens attached, except perhaps the vendee’s right to a deed upon full payment.” 964 F.2d at 594-95.

These cases illustrate two important concepts: one, a general lien can attach to a contract purchaser’s interest in land, but two, in order for said lien to attach, the contract purchaser must have some equity in the land.  These two points are set forth in the following case, Orme v. United States, 269 F.3d 991 (Montana, 2001).

The federal court in Orme distinguished the Vereyken decision.  In Orme v. United States the Ormes sold property to Mr. and Mrs. Burgess in 1989 pursuant to an installment contract.  In 1994, the United States filed a federal tax lien against the Burgesses.  In 1997 the Burgesses forfeited the contract, the contract was terminated, and the Ormes recorded a quit claim deed that had been held in escrow.

When the Ormes attempted to sell the property to another buyer, they discovered the federal tax lien.  The Ormes then filed a quiet title action in state court, and the United States removed the case to federal court. The district court granted the Ormes’ motion for summary judgment, and the United States appealed.

Citing Drye v. United States, 528 U.S. 49, 120 S.Ct. 474, 145 L.Ed.2d 466 (1999); 26 U.S.C. Section 6321; and applicable state law, the  U.S. Court of Appeals, Ninth Circuit, held that a federal tax lien may attach to the equitable interest of a contract purchaser.  The court also cited 26 U.S.C. Section 7425(b): “A nonjudicial sale of property is made ‘subject to and without disturbing federal tax liens if (1) the federal tax liens were filed more than 30 days before the sale, and (2) notice of the sale is not given to the IRS in accordance with Section 7425(c)(1).” 269 F.3d at 994.  The 9th Circuit Court of Appeals concluded:

Because the Ormes terminated the contract without giving notice as required under Section 7425(b) and because the federal tax lien was filed more than 30 days before the termination, the federal tax lien survived the Ormes’ forfeiture of the land sales contract (citations omitted). Furthermore, when the Ormes recorded the quit claim deed to the property on July 11, 1997, the Burgesses had built up $13,457.44 of equity, leaving a balance of $11,542.56 in principal on the $25,000 purchase price.  Indeed, when the Government filed its lien, the Burgesses had already established approximately $10,000 in equity.  Thus, unlike in Vereyken, where the vendee had built up no equity, the Government’s lien in the amount of $5,312.22 could be fully satisfied by the Burgesses’ equitable interest in the property.  269 F. 3d at 996.

Rule of Title Practice: It seems clear that if insuring title after the forfeiture of a contract purchaser’s interest in an installment contract, the title company cannot automatically waive any and all judgments and other general liens that have been recorded against the contract purchaser.  Equitable conversion is a two-edged sword that cuts both ways. It protects the contract purchaser against the enforcement of any liens against the contract seller recorded during the pendency of the contract.  But it is also creates a real property interest to which the contract purchaser’s general liens can attach.  (In this regard, see also In re Griffin, 397 B.R. 356 (Va. Bkcy. W.D. 2008.)

Accordingly, if insuring title after a forfeiture of an installment contract, the title examiner must determine if the contract purchaser has any equity in the land.  The examiner must obtain a copy of the original contract between the buyer and seller.  The examiner must also request an affidavit from the seller that sets forth the original amount of the contract; the amount of the unpaid balance; and the amount of any defaults (e.g., if the seller has paid insurance, taxes, attorney's fees, which can be charged to the buyer).  If the contract purchaser has any substantial equity in the land, then the examiner should not waive any general liens recorded against the purchaser.  Instead, the liens must be underwritten in the conventional fashion.

Even if the purchaser has no equity in the land, the examiner may want to consider requiring an unsecured indemnity from some responsible party, in case a creditor of the contract purchaser attempts to enforce its lien against the property.

Is there a way for the contract seller to avoid this scenario?  Possibly.  Perhaps the contract purchaser should execute the contract as a trustee of an Illinois land trust.  The contract purchaser’s interest in the land trust is personal property, not real property.  Therefore, the contract’s purchaser’s personal post-contract judgments would not attach to the real estate.  See Chicago Federal Savings and Loan Association v. Cacciatore, 25 Ill. 2d 535, 185 N.E.2d 670 (1962).  In addition, as discussed later in these materials, the seller could consider adding a “no equitable conversion” provision to the contract.

The Illinois Land Trust as the Contract Seller
Who should execute the contract if the land is held in an Illinois land trust?  In Madigan v. Buehr, 125 Ill.App.2d 8, 260 N.E.2d 431 (1970), the court held that a beneficiary could make a contract concerning land trust property when the contract discloses the existence of the trust.

But in Rizakos v. Kekos, 56 Ill.App.3d 404, 371 N.E.2d 896 (1977), the court held the contract to be enforceable when executed by the beneficiary, even though there was no reference to the land trust.  See also Ellis Realty v. Chapelski, 28 Ill.App.3d 1008, 329 N.E.2d 370 (1975); House of Realty v. Ziff, 9 Ill.App.3d 419, 292 N.E.2d 71 (1972).

Rizakos, Ellis Realty, and House of Realty are indicative of a trend of decisions wherein Illinois courts will enforce beneficiary-executed contracts relating to land held in Illinois land trusts.  Because of this trend, title companies can insure contracts for the installment sale of land trust property when the contract is executed by the beneficiary(s) of the land trust. The contract should contain wording that the seller “agrees to convey or cause to convey” the land. (In House of Realty v. Ziff, the court determined that a contract was enforceable against a trust beneficiary in part because the contract contained this language.) In addition, the contract, or memorandum thereof, should be recorded, and the contract purchaser should go into possession of the land.

Insuring the Mortgage of the Contract Purchaser
The title company can certainly insure a mortgage of the contract purchaser’s equitable interest in the land.  However, the contract to purchase must always be a Schedule B exception in any loan policy issued.  This results in the lender never having a “first lien” on the land; the contract will always be a lien that is prior to the lien of the insured lender.

In addition, the contract, or memorandum thereof, should be recorded against the property.

The Due-on-Sale Clause of the Contract Seller’s Mortgage
Assume that a seller wishes to sell his home to a buyer via an installment contract.  Assume that the home is encumbered by a mortgage.  The mortgage probably contains a due-on-sale clause.  (In this regard, see the Garn-St. Germain Depository Institutions Act of 1982, 12 USC 1701j-3 et seq.)  The clause found in the current Fannie Mae/Freddie Mac mortgage reads as follows:

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.

If Lender exercises this option, Lender shall give Borrower notice of acceleration.  The notice shall provide a period of not less than 30 days from the date the notice is given in accordance with Section 15 within which Borrower must pay all sums secured by this Security Instrument.  If Borrower fails to pay these sums prior to the expiration of this period, Lender may invoke any remedies permitted by this Security Instrument without further notice or demand on Borrower.
And so the question is: Does the execution of an installment contract trigger the due-on-sale clause of a mortgage?  Reading the Shay v. Penrose definition of equitable conversion in conjunction with the due-on-sale clause printed above, it would appear that the answer to the question is, “yes.”  (As discussed later in these materials, in Baker v. Loves Park Savings and Loan, 61 Ill.2d 119, 333 N.E.2d 1 (1975), the Illinois Supreme Court ruled that the enforcement of the due-on-sale clause is a reasonable restraint on alienation and that Illinois law forbids only unreasonable restraints on alienation.) 

So if the doctrine of equitable conversion triggers the due-on-sale clause of a mortgage, would an affirmative “no equitable conversion” statement in the installment contract nullify the doctrine?  For example:

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

The Fannie Mae/Freddie Mac due-on-sale clause refers to the transfer of any legal or beneficial interest in the property.  As the above “no equitable conversion” statement provides that “no right, title, or interest, legal or equitable, in the premises, or any part thereof, shall vest in Purchaser until the delivery of the deed,” the answer again seems to be, “yes.”

The Illinois Supreme Court appears to agree with this conclusion.  In Eade v. Brownlee, 29 Ill.2d 214, 193 N.E.2d 786 (1963), the Supreme Court was asked to consider a contract that contained a “no equitable conversion” clause that was almost identical to the one noted above.  In Eade the court looked to the intent of the parties, as evidenced in this clause, in determining that there was no equitable conversion:

This clause clearly shows it was the intention of the parties that no equitable conversion would be made and that the purchaser would take no title in the premises until delivery of deed or full payment.  Under this clause alone, the claim of equitable title in the purchaser sufficient to make mortgages is wholly defeated.  29 Ill.2d at 218.

But in Cox v. Supreme Savings and Loan, 126 Ill. App. 2d 293, 262 N.E.2d 74 (1970), the court ruled on the rights of parties under a contract that had a “no equitable conversion” clause identical to the clause of the contract litigated in Eade.  Here, as in Eade, 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?

As discussed previously in this article, title companies offer endorsements to its title policies that can additional coverage to the contract purchaser.  However, it is doubtful that an Illinois title insurance company would affirmatively insure, with nothing more, that the mere inclusion of a “no equitable conversion” clause in a contract would negate the enforcement of a due-on-sale clause in a mortgage.

But what is the purpose of the due-on-sale clause?  The court in Baker indicated that it serves to protect the security interest of the lender:

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.

Courts in other jurisdictions went even further than the Baker court, determining that due-on-sale clauses were not enforceable unless the lender could show that the transfer of the property impaired its security.   See, for example, Wellenkamp v. Bank of America, 21 Cal. 3d 943, 582 P.2d 970 (1978).  This line of cases culminated in the U.S. Supreme Court decision, Fidelity Federal Savings and Loan Association v. de la Cuesta, 458 U.S. 141, 102 S.Ct. 3014, 73 L.Ed.2d 664 (1982).  In this case the court concluded as follows:

The [Federal Home Loan Bank Board, hereafter “Board”] observes that the federal associations’ practice of borrowing short and lending long--obtaining funds on a short-term basis and investing them in long-term real estate loans, which typically have a 25- to 30-year term--combined with rising interest rates, has increased the cost of funds to these institutions and reduced their income.  Exercising due-on-sale clauses enables savings and loans to alleviate this problem by replacing long-term, low-yield loans with loans at the prevailing interest rates and thereby to avoid increasing interest rates across the board. Moreover, the Board has determined that restrictions like the Wellenkamp doctrine lengthen the expected maturity date of a lender’s mortgages, thus reducing their marketability in the secondary mortgage market.  As a result, the Board fears, ‘the financial stability of Federal associations in California will be eroded, and the flow of home loan funds into California will be reduced.’

Admittedly, the wisdom of the Board’s policy decision is not uncontroverted.  But neither is it arbitrary or capricious.  As judges, it is neither our function, nor within our expertise, to evaluate the economic soundness of the Board’s approach.  In promulgating the due-on-sale regulation, the Board reasonably exercised the authority, given it by Congress, so as to ensure the financial stability of ‘local mutual trust institutions in which people . . . invest their funds and . . . [which] provide for the financing of homes.’ [citations omitted] By so doing, the Board intended to preempt conflicting state restrictions on due-on-sale practices like the California Supreme Court’s Wellenkamp doctrine.

Our inquiry ends there.  Accordingly, we hold that the Board’s due-on-sale regulation bars application of the Wellenkamp rule to federal savings and loan associations. 458 U.S. at 168-70.

So that’s it.  The U.S. Supreme Court rejected the state courts’ argument that the clauses were not enforceable unless the conveyance in question impaired the security interest of the lender.  Instead, the high court determined that due-on-sale clauses are enforceable.  The court agreed with the Federal Home Loan Bank Board’s claim that these clauses allow low-yield loans to be replaced by loans at the prevailing (and higher) interest rates, thus increasing the flow of mortgage money.  This helps, in the court’s words, “to ensure the financial stability” of the lenders.

In the early 1980s, when mortgage interest was at 18%-plus, the specter of these clauses hung over any installment contract transaction when the land being sold was burdened by a mortgage with a single-digit interest rate.  But twenty-five years later, the financial landscape is completely different.  Today, although mortgage interest rates are low, there is a renewed interest in selling homes “on contract” because of tightened lending guidelines, real estate depreciation, and low-interest adjustable mortgages adjusting upwards. 

With this perfect storm of economic gloom and doom buffeting the state, can a lender really argue that an installment sale of a home whose owner owes more mortgage debt than the home’s current value, whose current mortgage rate of interest is higher than existing interest rates, and who is one delinquent mortgage payment away from foreclosure, is threatening the lender’s “financial stability?” This idea is discussed in the following sections.

Perhaps more homeowners would sell their homes via installment contract but for their concern over the possible enforcement of the due-on-sale clause of their mortgages.  Is it at least theoretically possible for a seller to sell his home “on contract” to a purchaser without fear that the contract sale will trigger his mortgage’s due-on-sale clause? To answer that question, one must first understand the concerns of the buyer and seller.

EQUITABLE CONVERSION AND THE DUE-ON-SALE CLAUSE:  A DISCUSSION

Contract purchasers and contract sellers 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 contract purchaser will want the contract to contain 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 contract seller will want the installment contract to contain 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 exception 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

Assuming for the moment that the parties can set aside their fears of triggering the due-on-sale clause of the seller’s mortgage, the resolution of 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.  And 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)). 

An installment contract that includes a provision for equitable conversion and is executed by an Illinois land trust as contract purchaser may be the best of all possible worlds. But this contract might trigger the due-on-sale clause of the seller’s mortgage.  Does the contract seller or the attorney for the contract seller care?  If so, the next section may be of interest.
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 (emphasis added; see discussion below), 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.

In this regard, note above the italicized words in the Cox decision wherein the buyer “paid the taxes and insurance.”  Would the court have ruled differently if a title company had been making these payments?

The Real Estate Developer and the Contract Purchaser
Some real estate developers are offering to sell their homes to purchasers via installment contract.  What issues does this present to the purchaser’s attorney?

First of all, the attorney has to consider what kind of mechanics lien coverage can be issued to his client’s title insurance policy.  In addition, the attorney should insist that the title company include the Installment Contract Purchaser Endorsement “B” as part of his client’s title policy. As discussed above, this endorsement offers valuable protection to the Insured in two key areas.  One, it insures against the enforcement of the developer’s post-contract judgments.  Two, it insures against loss in the event the developer’s bankruptcy trustee refuses to issue a deed to the land pursuant to the terms of the contract.

What if the developer’s mortgage will remain on title until the home is conveyed by deed to the client?  If this is the case, the purchaser’s attorney should do more than merely insist that the lender consent to the contract sale, thereby eliminating any possible due-on- sale concerns.  In addition, the attorney should prepare a non-disturbance and attornment agreement wherein in the event the developer’s mortgage is foreclosed, the construction lender will honor the sales contract and allow the client to remain in possession of the land as long as the client continues to make contract payments.

If the home remains subject to the developer’s mortgage, the purchaser’s attorney should consider including a provision in the contract that requires the developer to furnish proof of payment every month.  Or perhaps the developer’s lender (and the purchaser’s attorney) may want to bifurcate the purchaser’s payments, with a portion being sent directly to the lender and the remainder going to the developer.  (A Chicago Title escrow would be an appropriate instrument to use here.)

What about the deed to the property?  The attorney should consider having the executed deed deposited in a title company escrow.  Such an escrow can protect the purchaser in the event the developer later files bankruptcy.  For example, the attorney might want to add a provision to the escrow agreement that provides that the escrowee shall record the deed upon either the consent of the developer or, if the developer files bankruptcy, the consent of the bankruptcy trustee.  (As mentioned above, as long as the contract purchaser is in possession of the property, the trustee’s right to reject the contract pursuant to Section 365(I) of the Bankruptcy Reform Act will be subject to the contract purchaser’s right to obtain title if he completes the contract payments.)

As noted previously, possession of the home is equivalent to the recording of the installment contract.  Nonetheless, there is no harm in the attorney buttressing this transaction with both belt and suspenders by insisting that the contract, or memorandum thereof, be recorded against the property.  Again, the title company might very well insist that it be recorded.

The selling of homes via installment contract is ideal for developers in harsh economic times.  Developers will be able to sell homes to purchasers who might not otherwise be able to qualify for a mortgage.  Developers can keep the foreclosure wolves from their doors by telling their lenders, “Look, I can pay down your mortgage with the contract purchaser’s payments.”

The Foreclosing Lender and the Installment Contract
The installment contract is also perfect for foreclosing lenders.  Foreclosures have reached record highs in recent months.  After the lender records its judicial deed, what will it do with the property?  Selling a foreclosed home on contract--either to a third party or possibly even back to the defaulting homeowner-- is a perfect way for a lender to works towards lowering  its REO (Real Estate Owned) inventory.

Or what about selling a home on contract that has gone through a deed in lieu of foreclosure?  The original owner conveys the home to the lender, and the lender sells the home back to the homeowner on terms that the homeowner can afford.

Provisions of the Contract
It is obvious that the provisions of the contract will be of paramount concern to both parties, especially in a troubled economy.  For example, assume that a contract has a three year term, after which the contract purchaser is to obtain a mortgage and purchase the land.  However, at the end of the three year period, the property has actually declined in value, resulting in the purchaser being unable to qualify for a mortgage.  What happens then?  Is the contract automatically extended?  If so, for how many years?  Should the seller’s attorney insist that a penalty (perhaps 5% of the contract price) be added to the unpaid contract balance in the event the contract has to be extended?  At some point in time, if the buyer is still not able to obtain a mortgage, is the contract forfeited or only rescinded? (For a discussion of the difference, see infra.)  Fine points such as these will have to be worked out by the attorneys for the parties.

Provisions of the Escrow Agreement
The attorneys for the contract seller and purchaser may want to have the seller’s deed and transfer declaration held in a title company escrow.  Here again, the provisions of this escrow will have to be carefully worked out.  Terms like “Escrow Agent is to record deed upon joint direction of the parties or pursuant to court order” are fairly elementary.  But what if the buyer is concerned about the seller refusing to give such direction?  If the escrow agreement provides that the escrow agent is to make all contract payments, would the seller allow a provision that did not require the seller’s consent, but instead provided that “upon payment of ____ dollars to Seller, Escrow Agent is to record the deed?”

Is the purchaser concerned about the seller further encumbering the property? If so, perhaps the seller could convey the land into an Illinois land trust.  The trust agreement could be drafted so that the seller and buyer hold the power of direction jointly.  The seller could then deposit a trustee’s deed and transfer declaration into the escrow.

Insuring Title After the Forfeiture of the Installment Contract
Introduction
Under an installment contract, the seller has to convey title to the land once the purchaser has paid the purchase price.  The contract may state that the buyer has to pay the entire price, or, the contract may state that once the buyer has paid a certain amount, the seller will execute a deed and take back a purchase money mortgage.  The purchaser will usually make contract payments, which are made up of principal and interest, just like a mortgage. 

But: if the purchaser does not keep current with the payments, the contract may provide for the termination of the purchaser's interest.  In addition, the contract may allow for the seller to re-enter the land and take possession of it.

But in order to do this, the contract must provide for this option.  That is, the contract must contain a provision that allows the seller to declare a forfeiture of the contract in the event the purchaser defaults.

If the contract does not so provide, then the seller's only right is one of rescission - i.e., the seller must refund the purchaser's payments, less a fair amount of rent.  See People ex rel. Smith v. Mersinger, 18 Ill. 2d 486, 165 N.E.2d 308 (1960).

Thus, there is a big difference between forfeiture and rescission.  In forfeiture, the seller keeps all the money.  In rescission, the seller has to give some of it back.

The Installment Contract and the Illinois Mortgage Foreclosure Law
If the title company is asked to insure title after a forfeiture of contract, the first thing the title company will want to do is to examine the contract to determine if the contract 

allows for a forfeiture.

 Any discussion of forfeitures of contracts must be done under the umbrella of the Illinois Mortgage Foreclosure Law, or IMFL.  (735 ILCS 5/15-1101 et seq.) Why?  Under IMFL, certain installment contracts are deemed to be mortgages and are required to be foreclosed as such.

IMFL divides installment contracts into three different types:

1.  Those contracts that must be foreclosed under IMFL, and thus cannot be forfeited;

2.  Those contracts that may be foreclosed under IMFL, and thus may instead be subject to forfeiture;

3.  Those contracts that cannot be foreclosed under IMFL, and thus must be subject to forfeiture or some other remedy.


As to contracts that must be foreclosed as mortgages under the IMFL, all four of the following requirements must be met; see 735 ILCS 5/15-1106(2):

1.  The contract must be entered into after July 1, 1987 (the effective date of the IMFL);

2.  The contract must be for residential real estate;

3.  The contract purchase price must be paid in installments over a period in excess of five years;

4.  The unpaid amount of the contract must be less than 80% of the original price;  in other words, the contract purchaser must have already paid down 21% or more of the price.  In this regard, see also 735 ILCS 5/9-102(a)(5).

Thus, if all four factors are present, the contract seller must foreclose the contract as a mortgage.  But if even one factor is missing, then the contract can be forfeited.


Contracts that may be foreclosed under the IMFL:

 Any contract entered into after July 1, 1987.  Thus, the contract can either be foreclosed or it can be forfeited.  See 735 ILCS 5/15-1106(3)(c); see also 735 ILCS 5/15-1107(c).


Contracts that may not be foreclosed under the IMFL:

Pre-July 1, 1987, contracts.  Thus, one could either forfeit the contract or one could foreclose it under the "old" mortgage foreclosure law.  See 735 ILCS 5/15-1106(3)(c).

Illinois Mortgage Foreclosure Law Procedural Issues
Procedurally, the foreclosure of a contract is similar to the foreclosure of a mortgage. That is, one would file the complaint and record the notice of foreclosure.

The Mortgage Foreclosure Act provides for reinstatement, a chance for the buyer to cure defaults.  If the contract is foreclosed, there is a 90 day period of reinstatement, commencing upon service of the complaint on the buyer.  See 735 ILCS 5/15-1602.

The contract purchaser would have the right to redemption under the IMFL.  If the property is not redeemed, a sale is held and a deed can eventually be issued.  See 735 ILCS 5/15-1603.

A Synopsis of the Steps of Analyzing a Forfeiture Problem
1.  Read the contract.  Is there a default under the terms of the contract?   Does the contract provide for forfeiture as a remedy?

2.  If the answer to both of the above questions is yes, then the warning notice must be prepared and served on the contract purchaser.

3.  Once the warning notice is served, and the proper time period has elapsed, and the buyer has not cured the default, then the declaration of forfeiture must be prepared and recorded.

4.  If the buyer is still in possession, then a forcible entry and detainer action (F E & D; see 735 ILCS 5/9-101 et seq.) is commenced.  This action seeks possession of the property.

5.  If the contract seller is successful, and the buyer is still in possession, then a court order is issued, asking that the sheriff physically eject the purchaser from the property.

Step One--The Warning Notice
The warning notice serves three purposes:

1.  It reinstates the "time is of the essence" provision of the contract.  Many contract sellers are too lenient--i.e., they accept late payments.  If a seller accepts such payments, courts have ruled that the seller has waived his right to now insist on prompt payments.  This is the case, unless the seller gives the buyer notice that in the future he intends to demand strict adherence to the contract.  See Hill v. Alber, 261 Ill. 124, 103 N.E. 612 (1913); Fox v. Grange, 261 Ill. 116, 103 N.E. 576 (1913); Kirkpatrick v. Petreikis, 44 Ill. App. 3d 575, 358 N.E.2d 679, 3 Ill. Dec. 281 (1976).

2.  It also gives the purchaser the statutorily mandated time period of “at least 30 days” to cure all defaults.  See 735 ILCS 5/9-104.1(a); Chrisman v. Miller, 21 Ill. 227 (1859); Given v. Lofton, 359 Ill. 228, 194 N.E. 512 (1935).  Note that the statute states that "at least 30 days" is necessary.  This is not the same as "within 30 days."

3.  It is a condition precedent for the forcible entry and detainer action--i.e., one can  maintain an action for possession only when a "demand in writing" has been made. See 735 ILCS 5/9-104.1(a); 735 ILCS 5/9-102(a)(5).  Thus, this demand serves this statutory requirement.

All interested parties must be served with notice of the demand.  If the parties are husband and wife, they each should be served individually.  Personal service is best.  If this is not possible, use registered mail or certified mail, return receipt requested.

Elements of the Warning Notice
1.  The warning notice should be addressed to and served upon all interested parties.

2.  It should recite the particulars of the making of the original contract and all assignments, if any.

3.  It should correctly describe the property.

4.  It should recite the default or forfeiture provisions of the contract.

5.  It should set forth all of the defaults of the contract purchaser.

6.  It should notify the purchaser of the seller's intention to declare a forfeiture if the purchaser does not cure the defaults and the seller's intention to file suit under the Forcible Entry and Detainer Act to obtain possession.

7.  It must be signed by the seller or his agent.

8.  It must be notarized.

9.  An affidavit of service must be attached to the warning notice.

Step Two--The Declaration of Forfeiture
After the time set forth in the warning notice has expired, and the purchaser has not cured the defaults set forth in the notice, the declaration of forfeiture should be prepared.  The elements of the declaration are:

1.  The declaration must contain a description of the original contract.

2.  The particulars of the service of the warning notice must be included.

3.  The declaration must set forth the defaults of the purchaser.

4.  It must state that the purchaser has failed to cure the defaults.

5.  It must state that because of these defaults, and that because the purchaser has failed to cure these defaults, a forfeiture is declared.

6.  The declaration must contain the legal description of the property.

7.  The seller should sign the declaration, and the signature should be notarized.

8.  The affidavit of service should be attached to the declaration of forfeiture.

9.  The warning notice should be attached to the declaration of forfeiture.

The declaration of forfeiture should be served in the same way that the demand notice is served.  It should be served on the same parties.  

The declaration of forfeiture should be recorded, if the contract requires it, or if the contract was previously recorded.  If the contract has a clause in it, stating that the recording of the declaration of forfeiture is conclusive evidence of a forfeiture, then the declaration should be recorded.  See Forest Preserve Real Estate Improvement Corp. v. Miller, 379 Ill. 375, 41 N.E.2d 526 (1942).

Step Three--The Demand for Possession
The demand for possession is not necessary unless the contract purchaser remains in possession after the forfeiture has been declared.  The demand for possession addresses the issue of possession; it does not concern matters of title.  The demand is governed by the provisions of the Forcible Entry and Detainer Act, which is set forth at 735 ILCS 5/9-101 et seq. 

 Provisions of the Forcible Entry and Detainer Act
There are various provisions of the Forcible Entry and Detainer Act.  As indicated above, this comes into play when the purchaser is still in possession.  See Reid v. Arceneaux, 63 Ill. App. 2d 113, 211 N.E. 2d 24 (1965).

If it appears that the plaintiff is entitled to the possession of the land, judgment for the possession thereof and for costs shall be entered in favor of the plaintiff.  See 735 ILCS 5/9-110.

However:

If the contract was entered into after July 1, 1962, the court may stay any enforcement of a judgment, giving possession to the seller, for a period of not to exceed sixty days from the date of judgment.  See 735 ILCS 5/9-110.

If the unpaid balance of the contract is less that 75% of the purchase price, the court shall stay the enforcement of the judgment for a period of 180 days from the date of the judgment.  However, the court may grant a stay of less than 180 days (but in no event, less than sixty days), if the seller had previously granted extensions to the buyer to pay the amounts due, or for other good cause shown.  See 735 ILCS 5/9-110.

If during the period of stay, the buyer pays the entire amount due up to that time--in other words, if the buyer cures all defaults--the contract shall remain in force.  But note:  the buyer can only seek this protection once every five years during the pendency of the contract.  See 735 ILCS 5/9-110.

Note that this is similar to the provisions relative to reinstatement that are part of the Illinois Mortgage Foreclosure Law, or IMFL.  See 735 ILCS 5/15-1602.

Some commentators may feel that this statutory provision puts a burden on the seller.  The seller is forced to wait up to 180 days, with no income coming in to the owner, with the possibility that the buyer, at the end of 180 days, will still not cure the defaults.  But remember that this is a forfeiture--the seller gets to keep all the money that has been paid, and he gets to keep the property, too.  Thus, this provision may not be as harsh as it might at first seem. 

Nonetheless, is it possible to negotiate around this statute?  For example, could the parties negotiate a contract provision that provides that the “contract purchaser agrees to waive his possessory rights under 735 ILCS 5/9-110 and vacate the premises upon being served both a warning notice and a copy of said declaration of forfeiture.” Could the parties deposit into escrow an executed deed back to the seller?  And could the escrow agreement contain a provision similar to the following: “Escrowee shall record this deed upon being presented with a declaration of forfeiture, together with evidence of service of process on the contract purchaser.”

Or perhaps the parties could deposit the contract purchaser’s deed into an escrow, but this time they negotiate a contract provision that provides that “the recording of the declaration of forfeiture and evidence of service is conclusive evidence of a forfeiture of the contract.  Upon a forfeiture of said contract, the contract purchaser agrees to waive his possessory rights under 735 ILCS 5/9-110 and vacate the premises upon being served both a warning notice and a copy of said declaration of forfeiture.  Escrowee shall record this deed upon being presented with a recorded copy of the declaration of forfeiture and evidence of service.”

In any event, if during the 735 ILCS 5/9-110 time period, the buyer cures all the defaults, he can go into court and file a motion, asking that the judgment for possession be vacated.  If the court is satisfied that this has been done, it will grant the motion. But if the defaults have not been cured, enforcement of the judgment for possession can be done as soon as the stay period has expired.  All the rights of the purchaser to the real estate are terminated. See 735 ILCS 5/9-110.

But remember:  Forcible entry and detainer only goes to the issue of possession. A final order in an F E & D case does not necessarily prevent the buyer from bringing an action for equitable relief later, based on some form of equitable title theory because of a partial payment of the contract price.

Title Company Procedures and Problems Concerning Contract Forfeitures
Assume that an attorney comes into the office of the title company and tells the examiner that he wants to forfeit an installment contract.  He asks the examiner, "What do you need to waive this contract from the title commitment?”  How should the examiner reply?  What should the examiner ask for?

1.  The examiner will want a copy of the original contract.  Upon receipt, the examiner should examine it, making sure that the contract allows for a forfeiture of the contract.

2.  The examiner should ask for a copy of the warning notice, together with the affidavit of service.

3.  The attorney should give the examiner a copy of the declaration of forfeiture, together with the affidavit of service.

4.  The examiner should request a copy of the order entered in the Forcible Entry and Detainer case that gives the seller possession.

5.  Most importantly, the examiner should ask for an affidavit executed by the seller that includes the following: the original amount of the contract; the amount of the unpaid balance; the amount of the defaults (e.g., if the seller has paid out money to pay for insurance, taxes, attorney's fees, and other items that should be charged to the buyer); the identity of the person in possession of the land; and copies of all communications that have taken place between the buyer and seller, both written and oral.  (The examiner will want to review these materials to make sure that the seller has not made any representations to the buyer that may have revived the contract after the forfeiture.)  Finally, the affidavit should include a statement that the seller has made no defaults on the contract.

At this point the title company is faced with two problems.  The first is possession.  If the buyer is still in possession of the property, the title company should not insure title free and clear of the rights of the purchaser.  Rather, the title examiner should tell the customer to come back when the purchaser has been ousted.  The reason is simple: how can the title company insure over or waive the purchaser's rights pursuant to a forfeiture of the contract, when the purchaser is still in possession of the property by virtue of the contract?

But even if the purchaser is out of possession of the property, there is still a second problem.  This concerns the contract purchaser's equity--that is, how much money has the purchaser paid on the contract?  It is possible that the contract purchaser can later go into court and seek some kind of equitable relief, which is separate and apart from the issue of possession.

For this reason, if the purchaser has paid down a lot of money on the contract, and now the contract is forfeited, the examiner may want to insist that the seller go back into court, either on a quiet title action or an action for a declaratory judgment, and ask that the court determine that the purchaser has no interest in the land.

In the alternative, the seller should obtain a quit claim deed from the buyer.  Perhaps the seller could give the buyer some “moving money” in exchange for a deed.

As a last result, the seller may have to foreclose his contract.

Contract Forfeiture: A Summary
When insuring title after the forfeiture of a contract, here are the two key issues that the title examiner must consider:

One, how much money has the contract purchaser paid towards the contract?

Two, where is the contract purchaser?  Is the purchaser still in possession of the property, or has the purchaser moved out of the property?

If the examiner has a situation where the purchaser has moved out of the property, but the purchaser has paid some money on the contract, but not a lot of money (e.g., 5% of the contract price or less), then the examiner might be able to insure title after the forfeiture without requiring the seller to go to court.  Instead, the examiner could ask for an unsecured title indemnity (also known as a personal undertaking) to cover defense costs in the event the purchaser files a cause of action.   Before considering this option, the examiner must feel confident that the contract seller will prevail in any subsequent cause of action brought by the contract purchaser.

If the contract purchaser has paid a lot of money towards the contract, it might be advisable for the examiner to instruct the seller to foreclose the contract rather than forfeit it.  By foreclosing the contract, all of the buyer's rights (not just the possessory ones) are before the court and can be adjudicated.  Foreclosure has an added benefit; the seller can avoid a possible subsequent title company requirement of going to court to quiet title to the land.  Also, foreclosure might be the best remedy in the event the title examiner has to face a possible third issue: what if the contract purchaser has not only some equity in the land, but some post-contract judgments entered against him as well?

If the property is lien free, the contract seller should always consider obtaining a deed from the contract purchaser, even if the seller has to throw “blood money” at the purchaser. If the seller essentially bribes the purchaser with “moving money” in exchange for a deed, the seller effectively cures both possessory problems and title problems without the risk of later possibly having to defend the purchaser’s quiet title case or other equity action.

Final Thoughts
Forget any national economic stimulus plan; contract sales may be just the thing to jump start the faltering Illinois and U.S. economy.  But in order for these sales to become the rule and not the exception, two matters must be addressed.

One, attorneys need to obtain some kind of comfort that a lender will not enforce the due-on-sale clause of the seller’s mortgage in the event a home is sold on contract.  The Illinois Supreme Court’s justification for these clauses--the protection of the security interest of the lender, as set forth in Baker v. Loves Park Savings and Loan-- now appears quaint and antiquated. The U.S. Supreme Court’s reasoning in Fidelity Federal Savings and Loan Association v. de la Cuesta--that the clauses help to ensure the financial stability of the lenders--now seems equally outmoded.   Nonetheless, the courts have spoken. 

Although the state and national rationale for the due-on-sale clause no longer appears to be appropriate in 2009, attorneys may be unwilling to simply ignore the clause. They are therefore left with attempting to obtain the consent of the lender to the contract sale. There should be no reason for a lender to withhold consent to an installment sale of a home when its owner is floundering in adjustable mortgage debt.  Nonetheless, some attorneys are finding that these lenders, overwhelmed with thousands of delinquent loans, are not always responsive to the immediate needs of their borrowers.

Some kind of bright-line rule that illustrates when a lender’s “financial stability” is impaired by a conveyance or contract sale would certainly be beneficial to attorneys and their clients.  Such a rule is not without precedent in the area of real estate law.  Consider, e.g., Premier Property Management, Inc. v. Chavez, 191 Ill.2d 101, 728 N.E.2d 476, 245 Ill. Dec. 394 (2000).  In this case the Illinois Supreme Court cut through the morass of conflicting appellate court decisions by clearly defining when a transfer of a residence into tenancy by the entirety ownership is fraudulent.

Two, the stay provisions of section 9-110 of the Forcible Entry and Detainer Act (735 ILCS 5/9-110) should be reviewed and perhaps be legislatively amended.  Is 180 days (or even sixty days) too long a time for a forfeited contract purchaser to remain in possession of the land?  If the legislature is unwilling to shorten these time periods, then perhaps this Act should be amended to allow for the appointment of a receiver in certain instances.  If a contract seller chooses to foreclose an installment contract, he can seek the appointment of a receiver pursuant to section 15-1704 of the Illinois Mortgage Foreclosure Law (735 ILCS 5/15-1704).  But there is no similar statutory remedy available to the contract seller who chooses forfeiture instead of foreclosure.

Conclusion
The installment contract to purchase real estate is a valuable alternative to conventional mortgage financing.  But while the “one size fits all” doctrine is fine for the drafting of the Fannie Mae/Freddie Mac residential mortgage, it is not appropriate for the preparation of the installment contract.  As discussed herein, the contract buyer and the contract seller will undoubtedly have competing concerns and issues.  The attorneys for both parties will have to carefully decide how these will be addressed and memorialized in the installment contract.
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