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GENERAL PRINCIPLES OF AGENCY 

 

I. PARTIES TO AN AGENCY RELATIONSHIP  

A. Principal/Client 

1. A principal/client is one who employs another to act on his behalf.  

2. Agent owes fiduciary duties to the principal who employs her. This may or may not be 
who pays the agent.  

3. Compensation (who pays or even if payment is made) does not determine agency. 

B. Agent/fiduciary  

1. An agent/fiduciary is a person who is employed to represent a principal. 

2. A salesperson signing a listing will NOT have the agency relationship with the principal; 
it is between the firm and the principal.  

C. Subagent  

1. Common-law definition is the person who is employed to represent an agent 
representing a principal.  

D. Customer  

1. A third party is a party to a transaction who is not a party to the particular agency 
agreement.  

2. Agent owes honesty and fair dealing. 

3. At first contact with customers, agents must disclose that customers should not give 
confidential information to them.  

a) Agents’ fiduciary duties would require them to share that information with their 
principal.  

 

II. COMMON LAWS OF AGENCY  

A. Key points  

1. Specify, through cases and ruling, each agent’s fiduciary responsibilities of Care and 
skill, Obedience, Loyalty, Disclosure, Accounting, and Confidentiality (COLD AC).  
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2. The agent always owes fiduciary duties (obligations) to the principal who employed her.  

3. The agent must keep confidential the price, terms, and motivation of the principal.  

4. Accounting includes accounting for all money and personal property given to the broker.  

5. Note: Most states define agency relationship by statute; may see common laws of 
agency on national portion of exam.  

B. Types of agency—created by a fiduciary agreement.  

1. Special agency is created when a brokerage firm/agent is authorized to perform a 
particular act without the ability to bind the principal.  

a) Seller contracts with a brokerage firm using a listing contract.  

b) Buyer contracts with a brokerage firm using a buyer brokerage contract.  

2. General agency is created when a brokerage firm/agent is authorized to perform a series 
of acts associated with the continued operation of a particular business (limited power to 
bind principal).  

a) Salesperson is licensed to a broker.  

b) Property manager is employed by a property owner.  

3. Universal agency is created when a brokerage firm/agent is authorized to perform in 
place of the principal (total power to bind principal). A form called a power of attorney 
is used, which appoints the attorney-in-fact.  

C. Creation of agency  

1. Express agency is created through an oral or written listing or buyer representation 
agreement.  

2. Implied agency is created through the actions of the parties and should not be used for 
listing as it is not in writing.  

3. Real estate contracts should be expressed.  

D. Liability for another’s acts  

1. Each employing broker is responsible for all professional acts and conduct performed by 
the broker or by a salesperson/associate broker working under him or her.  

2. Brokers or salespersons may not misrepresent property or conceal material facts.  

a) If a broker or salesperson promised something such as, “I know the new light rail 
will run here,” when in fact it doesn’t, the broker would be guilty of material 
misrepresentation. 
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E. Disclosure of representation  

1. Disclose representation, either orally or in writing, prior to showing or receiving any 
confidential information. 

2. If representation changes, a new disclosure is required at once.  

3. Must disclose if representing a relative or if licensee is the principal.  

4. When representing both the buyer and the seller (dual agency), the agent must get 
consent of both parties in writing. Disclosure must state the source of any expected 
compensation to the broker. (Note: Dual agency is illegal in some states, bur may appear 
on the national portion. In Indiana, it is referred to as limited agency)  

 

III. PROPERTY MANAGEMENT  

A. Property management—creates agency and representation agreement  

1. Agreement is signed by the employing broker who then will be a general agent of the 
landlord  

2. May not be signed by salesperson or broker associate without permission of the 
employing/managing broker  

B. Property manager’s obligations  

1. Generates income and maintains the physical condition  

2. Markets space to attract tenants  

a) Most important is careful selection of the highest-qualified tenants  

b) Manager renting industrial property would be concerned about environmental issues  

3. Collects rents and security deposits  

4. Develops annual budget and prepares financial reports  

5. Negotiates leases, including investigating applicants’ qualifications  

6. Does not spend the profits  
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IV. THE LISTING AGREEMENT—CONTRACT IS OWNED BY THE 
BROKERAGE FIRM  

A. Types of listings—broker may refuse to take any listing  

1. Exclusive-right-to-sell listing  

a) Brokerage firm paid even if the seller or someone else finds the buyer  

b) Gives maximum broker protection by eliminating procuring cause disagreements  

2. Exclusive agency listing  

a) Owner retains right to sell himself without paying a commission.  

b) If anyone other than the owner obtains the buyer, the brokerage firm gets paid.  

c) Agent would put into MLS but would be less motivated due to competition from the 
seller.  

3. Open/nonexclusive listing  

a) Owner may list with more than one brokerage or may just offer to pay anyone who 
brings an offer.  

b) Listing brokerage is paid only if the brokerage obtains buyer and is the procuring 
cause of the sale.  

c) May be terminated at any time prior to performance.  

B. Essential elements of a listing  

1. Express agreement—in writing and signed  

2. Commissions are negotiable in all cases.  

3. Price and terms  

4. Specific termination date  

C. How a listing terminates  

1. Performance by both parties (closing the sale)  

a) Even if the listing expires while the property is under contract, the listing broker 
agrees to close the transaction in order to receive a commission.  

2. Expiration on the termination dare listed in the contract  

3. Mutual rescission  
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4. Death or incapacity of either employing broker or seller (Note: The death of 
salesperson/broker associate does not terminate a listing.)  

5. Destruction of premises (e.g., the house burns down)  

6. Bankruptcy of either broker or seller  

7. Breach or failure to uphold the agreement by either the broker or seller  

D. Protection clause/extension clause/holdover clause/safety clause  

1. This clause provides for a broker to collect a commission for a certain length of time 
after the termination of the listing, if a buyer the broker procured during the listing 
purchases the property.  

2. Many states have laws that terminate this clause once seller signs new listing; otherwise, 
seller could potentially become liable for two commissions.  

E. Obligations of the listing broker  

1. Present all written offers  

2. Complete a written offer if buyer requests it  

3. Only pay referral fees to other brokerage firms, never to the other firm’s broker 
associates or salespeople  

a) No fees or commissions may be paid to unlicensed persons. Rebates are the only 
exception to this rule as a rebate is return of money already paid by or for the 
broker’s client. 

4. Put all agreements in writing, have them signed, and give all parties copies  

5. Verify that all marketing is correct and truthful  

a) Includes disclosure of material facts and property information such as property 
taxes, HOA dues, and so forth  

b) Buyer has received seller’s property disclosure prior to making an offer.  

6. If a seller misrepresents a latent defect in the seller’s property disclosure  

a) If the broker had performed a visual inspection and found no obvious defects, the 
broker would not be held liable for the misrepresentation.  

F. Obligations of all brokers and salespeople  

1. Verify information and statements made by the buyer and seller, especially if they 
appear to be untrue.  
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2. Complete a CMA to estimate value, even if the broker or salesperson believes they know 
the current value.  

3. Material facts must be disclosed immediately to parties (e.g., hail damage or roof 
issues).  

4. Complete a visual inspection of the property looking for material defects and request a 
seller’s property disclosure.  

a) Recommend the buyer have an inspection to check for latent defects and 
environmental Issues.  

b) Point out any “red flag” issues that may represent potential problems (sagging 
floors, water stains, etc.).  

5. Answer third-party questions with honesty and clarity.  

 

V. BUYER AGENCY AGREEMENT  

A. Buyer representation agreement  

1. Exclusive right to represent authorizes one broker to represent the buyer and requires the 
buyer to compensate the agent when purchasing property through any source.  

2. Termination is the same as listing agreements (death, bankruptcy, etc.). Buyer 
representation agreements must have a definite termination date.  

3. An agent who showed property based on the potential commission, not because of the 
buyer’s needs would be violating the fiduciary obligation of loyalty.  

4. A buyer who hired an agent using an Exclusive Agency contract would not pay a 
commission if the buyer found and bought a property on her own accord.  

 

VI. SHERMAN ANTITRUST ACT  

A. Antitrust laws prohibit anticompetitive behavior 

1. Price-fixing is illegal as it inhibits competition.  

2. The amount and method of compensation paid to the listing broker is negotiable.  

a) Brokers must not be a party to discussions of commissions with those outside their 
office, such as one employing broker to another employing broker.  
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3. Employing brokers may have commission side agreements with their salespeople or 
broker associates, but nor with someone outside the firm.  

4. Brokers who overhear commission conversations of outside brokers should shout and 
get out of the room or area, (Say loudly, “l wouldn’t talk about commissions outside of 
the office!” and then leave.)  

5. Group Boycotting – occurs when two or more businesses conspire against another 
business or agree to withhold their patronage to reduce competition. 

6. Allocation of Customers or Markets – involves an agreement between brokers to divide 
their markets and refrain from competing for each other’s business.



9 
 

Contracts 

 

I. CONTRACT BASICS 

A. Definition of a contract  

1. A contract is a legally binding and enforceable agreement to do or not to do a specific 
thing.  

2. Express—can be oral or written.  

3. Implied—created by actions, not in writing.  

4. Statute of frauds requires contracts transferring real estate interests to be expressed 
written agreements.  

B. Conditions of a contract  

1. A valid contract contains all essential elements, is binding on both parties, and is 
enforceable by the courts.  

2. A voidable contract appears to be valid, but one party may disaffirm because the party is 
a minor Or was subject to duress, fraud, or misrepresentation.  

3. A void contract is not enforceable due to failure to contain all essential elements. 

C. Parties to a contract  

Offer One receiving offer = 
offeree (ee’s receive) 

One giving offer = 
offeror (or’s give) 

Only document where 
the parties can change 

Lease Tenant = lessee Landlord = lessor  

Option Buyer = optionee Seller = optionor  

Purchase 
agreement 

Buyer = vendee Seller = vendor  

Contract or 
contract for deed 

Buyer = vendee Seller = vendor  

Mortgage Lender = mortgage Buyer = mortgagor  

Deed of trust Lender = beneficiary Buyer = trustor Third party = trustee 

Deed Buyer = grantee Seller = vendor  
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II. PERFORMANCE AND DISCHARGE OF OBLIGATIONS  

A. Unilateral versus bilateral  

1. Unilateral—promise is exchanged for performance.  

a) Alice promises to perform (“I will sell you my house”), if Bill decides he wants 
Alice to perform (“l may buy your house; let me decide”),  

2. Bilateral—promise is exchanged for a promise.  

a) Alice and Bill make equal promises.  

(1) Alice – “I promise to sell you my house and deliver a deed.”  

(2) Bill – “I promise to buy your house and pay you money.”  

B. Executed versus executory  

1. Executed—duties are completed by both parties; they are fully performed.  

2. Executory—one or both parties need to complete part of the contract; duties yet to be 
performed.  

C. Assignment versus novation  

1. Assignment—transfers obligation but not liability (e.g., sublease).  

2. Novation—a new contract replacing an old one; transfers obligation and liability.  

D. Legal impossibility/impossibility of performance  

1. A duty required by the contract can’t be legally performed.  

E. Death or incapacity  

1. Contract is terminated only if no one is left to perform,  

F. Amendments  

1. Changes or modifications to a contract must be in writing and signed by all parties.  

a) Brokers can assist the parties in creating such amendments.  

G. Addenda  

1. Additional material attached to and made part of the initial agreement—offer.  

a) Amendments modify contracts; attachments explain items attached to Offers.  
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III. ESSENTIAL ELEMENTS OF A VALID CONTRACT  

A. Competent parties/contractual capacity  

1. Age of majority is 18; a contract with a minor is voidable.  

2. Mentally sound—contract with someone declared incompetent by a court is voidable. 
Typically a court appoints a guardian to act on the person’s behalf in these cases. 

B. Mutual agreement/meeting of the minds/offer and acceptance  

1. Offer and communication of acceptance must be made before the offer has been 
withdrawn.  

a) Offer may be withdrawn by either party prior to communication of acceptance to the 
party who made the offer.  

b) Qualified acceptance or counteroffer is rejection and terminates the original offer. 

c) If counteroffer is initialed by both parties, it is accepted.  

d) A buyer who receives a counteroffer is not obligated to respond and may make an 
offer on a new property without obligation to the seller that countered the first offer.  

e) A seller who Counters and then receives offer from another party must withdraw the 
counteroffer before accepting the new offer.  

C. Lawful objective/legal purpose  

D. Consideration/money or something of value  

1. Not earnest money (which is not required)  

E. In writing and signed (certain contracts, based on statute of frauds)  

 

IV. STATUTE OF FRAUDS AND STATUTE OF LIMITATIONS  

A. Statute of frauds requires that agreements be in writing  

1. The statute of frauds requires that certain contracts for the transfer of real estate be in 
writing to be enforceable.  

2. The law does NOT apply to leases of 12 months or less.  

B. Purpose of statute of frauds  

1. To prevent problems with oral real estate contracts  
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C. Statute of limitations  

1. Sets the length of time parties will be given to file a claim or lawsuit  

 

V. TYPES OF REAL ESTATE CONTRACTS  

A. Purchase agreement/offer to purchase/contract of sale  

1. The agreement is bilateral—promise for a promise.  

2. Offer becomes a valid and binding contract when acceptance is communicated.  

3. It is executory until performance by parties (closing).  

4. Buyer (vendee) has equitable title and is the equitable owner; seller (vendor) has legal 
title and is the legal owner.  

5. The agreement may include a contingency clause allowing the buyer to terminate under 
certain conditions (e.g., buyer would get earnest money back) if he cancels per the terms.  

a) The most typical contingency is for financing.  

(1) If the buyer terminates the contract per a contingency, the buyer’s earnest 
money is returned.  

b) Brokers are not paid if a contract terminates per a contingency.  

6. Earnest money is not consideration and is not required to create valid purchase 
agreement.  

B. Option  

1. Owner/seller gives buyer the right to buy for a set price and set term.  

2. Option fee is paid by buyer for the right.  

3. Owner/seller retains option fee if buyer decides not to buy.  

4. Unilateral contract; becomes bilateral when option exercised by buyer.  

5. Unlike a bilateral, installment, or land contract, if the buyer decided not to purchase, the 
seller who gave the option would have no recourse against the buyer.  

C. Lease purchase  

1. Lease purchase is two contracts: a purchase agreement and a lease.  

2. Portion of lease payments can be applied to a down payment.  
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VI. REMEDIES FOR BREACH OF CONTRACT/DEFAULT  

A. Mutual rescission  

1. Mutual rescission is the mutual agreement of all parties to cancel all obligations.  

a) It may return all parties to their original condition before the contract was executed.  

b) The decision is left up to the parties to determine the disposition of earnest money 
and any other relevant elements. 

c) It would be acceptable if there are major problems (e.g., the house burns down or 
there are many repair items).  

d) It would not be acceptable if the buyer decides she doesn’t like the house or wants to 
buy a different property.  

B. Remedies for default  

1. Enforce specific performance (court action to force breaching party to perform)  

a) Specific performance is the only option, per the contract, for the buyer if the seller 
decides to terminate.  

2. Terminate the contract and receive earnest money as liquidated damages, thereby 
releasing both parties from contract  

3. Sue for actual damages  
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Practice of Real Estate 

 

I. CIVIL RIGHTS ACT OF 1866  

A. Prohibits discrimination based on race or ancestry  

 

II. FEDERAL FAIR HOUSING ACT OF 1968 AND ITS AMENDMENTS  

A. Protected classifications  

1. Race (only protected class in the 1866 Civil Rights Act) (1968) 

2. Color (1968) 

3. Religion (1968) 

4. National Origin (1968) 

5. Family status (added in 1988)  

a) Protects pregnant women and families with children  

b) Does not apply to retirement communities in which 80% of the units are occupied by 
residents age 55 or older  

6. Sex (added in 1974)  

7. Handicap/disability (added in 1988) – any physical or mental impairment that 
substantially limits one or more major life activity  

a) It includes those suffering from HIV/AIDS.  

b) Alcoholics and drug addicts are protected if seeking treatment, but are not protected 
if using illegal drugs.  

(1) Law specifically excludes those convicted of dealing drugs.  

(2) Landlords are not obligated to rent to a person with a history of violence.  

c) Both current and recovered mental patients are protected.  

d) Landlords must allow disabled tenants to make changes at the tenant’s expense. The 
owner may require the tenant to return the property to its original condition upon 
termination of the lease.  
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B. Not protected under federal law  

1. Age  

2. Sexual orientation  

3. Marital status  

4. Occupation (e.g., student)  

C. Prohibited actions  

1. Steering—the channeling of potential buyers to or away from particular areas as a 
means of discrimination  

2. Blockbusting, also called panic peddling—inducing people to sell their homes because 
of the entry into the neighborhood of members of protected classes  

3. Redlining—refusing to offer or limiting loans in certain areas; may not refuse to loan 
based on high crime rates in a neighborhood  

4. Discriminatory or restrictive advertising  

D. Exceptions—apply to the person, not the property  

1. There are no exceptions in regard to racial discrimination. It is not a violation to 
discriminate against other protected classifications in the following situations:  

a) Rental or sale of a single-family home (no broker involvement and no 
discriminatory advertising)  

b) Rental of units (four-unit building or less) where the owner occupies one of the units 
(no broker involvement and no discriminatory advertising)  

c) Nonprofit organizations may restrict to members only.  

d) Rental or sale of units in buildings with at least 80% of occupants age 55+. Senior 
housing exemption: may discriminate against families with children—familial 
status.  

E. Complaints  

1. HUD will first investigate all incidents.  

a) Complaints can be filed with HUD within one year of the discriminatory act.  

b) Aggrieved party can file civil suit directly in federal court within two years.  

2. A broker could file a complaint and request the commission as damages if a seller 
refuses to accept an offer from a protected class.  
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3. A broker’s best protection is to keep good records.  

4. When advertising, it is best to describe the property, not who should or should not live 
there.  

5. In a complaint, HUD will consider the following:  

a) Testing studies done on the company by HUD  

b) The properties shown to the buyer or tenant  

c) If an equal opportunity poster is displayed in the Office  

6. HUD will not consider the broker or salesperson’s intentions even if the broker/ 
salesperson felt he was working in the buyer’s best interest (e.g., showing only 
neighborhoods with children to a family).  

 

III. EQUAL CREDIT OPPORTUNITY ACT (ECOA)  

A. Prohibits discrimination in all consumer credit transactions based on 
the following:  

1. Race, religion, color, sex, and national origin  

2. Prohibits lenders from refusing loans to the following qualified borrowers:  

a) Age—must lend to retired persons  

b) Marital status—may not deny if unmarried  

c) Public assistance/income—may not deny if receiving and can qualify  

B. Does NOT protect minors, a person’s sexual orientation, or people with 
erratic employment histories  

C. Requires the lender to give notice of why credit was refused  

 

IV. AMERICANS WITH DISABILITIES ACT (ADA)  

A. Purpose  

1. Ensures equal access to public accommodations for disabled persons  

a) Public accommodations are places accessible to the public (including a broker’s 
Office and retail stores).  
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V. MEGAN’S LAW  

A. Megan’s Law requires the registration of sex offenders.  

B. Brokers should inform buyers who may be concerned about a 
registered sex offender to contact local law enforcement offices.  

C. States vary on the requirements of brokers for disclosure and how to 
inform buyers of this law.  

 

VI. THE OBLIGATIONS OF THE BROKERAGE FIRM  

A. The brokerage firm  

1. The brokerage firm owns all contracts and has the agency relationship. When 
salespersons and broker associates leave the firm, they may nor take contracts or listings 
without permission.  

2. The employing broker (responsible/principal broker or broker in charge) is responsible 
for the following:  

a) All contracts, listings (employment), and purchase agreements  

b) Supervising all licensees under them  

B. Role of salesperson or broker associate  

1. Employed to represent the broker and brokerage firm  

a) Owe duties to the client equivalent to the duties owed by the employing broker  

2. Can be an employee or independent contractor  

a) For employees, brokers must withhold taxes but do not have to guarantee vacations, 
set schedules, or require them to work set hours.  

b) Independent contractors must have a written signed agreement that states they may 
set their own work hours and pay their own taxes.  

 

VII. ETHICS FOR REAL ESTATE PROFESSIONALS  

 Ethics refers to a system of moral principles, rules, and standards of conduct.  
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A. Expectations of brokers and salespeople  

1. Exhibit a higher level of knowledge and competency than a non-licensed individual.  

2. Protect the interests of clients and treat all parties fairly and honestly.  

3. Complete all state-mandated disclosures in a timely fashion.  

4. Fully explain to the client the obligations of the client and broker in the transaction.  

B. Disclosure and practicing within levels of competence  

1. All real estate professionals are expected to know when they are not competent to 
perform a task, including:  

a) Practicing outside their area of expertise (e.g., residential broker selling commercial 
property, city broker selling farmland)  

b) Completing and presenting legal documents that are not fully understood by the 
broker  

c) A salesperson or broker becomes competent by completing education and working 
with others who are knowledgeable in the area of practice.  

2. A real estate professional is expected to fully disclose. 

a) Who they represent in the transaction  

b) Obligations of all parties in regard to disclosure of material defects  

c) Whether she is principal in the transaction  

d) Any environmental, material, or other issues requiring disclosure that might impact 
the property  

C. Illegal practice of law  

1. Real estate professionals must know when they need to recommend that the party they 
are working with should seek legal advice.  

2. Broker associates and salespeople should recommend the use of attorneys, accountants, 
and other appropriate counsel to both buyers and sellers.  

3. A licensee is not allowed to give legal advice on any aspect of the real estate transaction.  

D. National Do Not Call Registry  

1. National list of phone numbers telemarketers cannot call  

a) Real estate brokers and salespeople must check the list before cold calling.  
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2. Brokers may contact consumers for three months after they have made an inquiry.  

3. Brokers may call consumers with whom they have an established business relationship 
for up to 18 months after the last purchase.  

4. Some states (such as Indiana) allow more flexibility for contact with consumers within 
that state. 

 

VIII. BROKER’S TRUST ACCOUNTS  

A. Broker’s trust account defined  

1. Broker’s trust accounts are accounts with funds held for others by the brokerage firm—
for example, earnest money, tax and insurance, escrow payment, and unearned 
commissions.  

B. Handling earnest money  

1. Deposits  

a) Licensee must give earnest money checks to listing brokerage firm immediately 
after the offer accepted.  

b) Managing or employing broker of the listing firm must deposit the funds in a trust 
account.  

(1) Time limit for depositing earnest money is set by state law.  

c) If the broker receives a NSF (not sufficient funds) check, the broker must 
immediately inform the seller.  

2. Commingling is prohibited; brokers cannot mix personal funds with trust funds.  

3. Using trust funds for personal reasons or for other people is called conversion.  

4. Broker must keep accurate records of all money deposited in and disbursed from the 
trust account.  
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Financing 

 

I. TITLE THEORY VERSUS LIEN THEORY  

A. In title theory states, the borrower gives legal title to the lender. 
Typically, the title is held by a third-party trustee (often a public 
trustee).  

B. In lien theory states, the mortgagor retains legal title and gives the 
mortgagee a lien as security for the debt.  

 

II. FINANCING INSTRUMENTS  

A. Promissory note  

1. Promise to repay and terms 

2. Evidence of the debt  

3. Secured by a mortgage or deed of trust  

B. Mortgage and deed of trust (security instruments)  

1. Contract that pledges property as security for repayment without giving up possession  

2. Includes the following covenants—causes of foreclosure and default:  

a) Nonpayment of principal and interest  

b) Nonpayment of taxes  

c) Inadequate or no insurance  

d) Lack of maintenance or major alteration without approval from the lender 

e) Due-on-sale clause/alienation  

(1) Allows the lender to accelerate the loan if the borrower sells the property 
without paying off the loan  

3. Includes acceleration clause, which allows the lender to demand immediate payment of 
entire balance owed if the mortgage is in default  

4. Mortgage is a two-party instrument:  
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a) Borrower = mortgagor  

b) Lender = mortgagee  

5. Deed of trust is a three-party instrument:  

a) Trustor = borrower  

b) Beneficiary = lender  

c) Trustee = third party  

C. Satisfaction (defeasance clause)  

1. When mortgage note is paid, mortgagee gives satisfaction to release lien.  

2. When deed of trust is paid, trustee gives deed of reconveyance to release lien.  

 

III. FORECLOSURE  

A. Foreclosure is a legal procedure whereby property used as security for 
a debt is taken by a creditor or is sold to pay off the debt.  

1. Insufficient proceeds from a foreclosure sale could result in a deficiency or personal 
judgment, not a default judgment.  

2. Foreclosure laws are implemented at a state level.  

3. A foreclosure removes all liens from the property.  

B. Deed in lieu of foreclosure  

1. Alternative to foreclosure—mortgagor deeds to mortgagee  

2. Lender does not have to accept  

3. Disadvantage to lender—does not wipe our secondary liens  

a) If lender accepts a deed in lieu of foreclosure, then the lender would take title 
subject to any junior liens  

C. Short sales  

1. Short sales occur when a seller is in default prior to foreclosure.  

2. The broker lists the property for sale, often at a price lower than what is owed on the 
loan.  
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3. Once an offer is received, the lender may agree to accept a reduced (deficient) loan 
payoff. (e.g., borrower owes $100,000, but can only sell the home for $90,000) 

4. The lender may require seller to pay any deficiency, and the seller may have tax 
consequences.  

 

IV. METHODS OF DEBT REPAYMENT/DEBT SERVICE  

A. Term/straight/interest-only loan  

1. Interest only is paid until maturity at end of term.  

2. Loan has a small monthly payment, but a large balloon.  

3. The full amount of principal (balloon) is due at the end.  

B. Partially amortized  

1. Repaid in equal payments of principal and interest  

2. Larger payment than a term loan but smaller than a fully amortized loan  

3. Includes a balloon payment at the end of the term that will be smaller than the original 
loan amount. 

C. Fully amortized  

1. Loan is repaid in equal payments of principal and interest with the balance paid in full 
on the last payment so there is no balloon.  

2. Payments, which are larger than a term or partially amortized loan, are made at regular 
intervals.  

3. Interest is paid in arrears.  

D. Adjustable-rate mortgage (ARM)  

1. Rate subject to change based on changes in an economic index  

2. May include interest and/or payment caps  

3. Interest rate = Index + Margin (e.g., 5% index + 2% margin = 7% interest)  

E. Traditional – Principal, Interest, Taxes, and Insurance (PITI)  

1. The borrower pays P&I plus 1/12 taxes and 1/12 insurance into the lender’s impound 
escrow account (interest and taxes are deductible).  
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2. The lender will always collect for the month of closing. A house closing in March would 
have 3 months of impounds in the escrow account (January, February, and March).  

F. Reverse mortgage  

1. Mortgagee makes payments to mortgagor over a specific term.  

a. Immediate payment is not required to be made by mortgagor. 

2. Used to obtain money from the equity in the home when a senior does not want to sell 
but needs cash and cannot afford a monthly payment obligation. 

3. Is due upon sale of the property, death of mortgagor(s), or at the end of the term.  

G. Line of credit  

1. Allows the borrower to obtain further advances at later date  

2. Future advance limited to the difference between original loan amount and current 
amount owed  

 

V. SELLER FINANCING  

A. Contract for deed/land contract/installment contract  

1. Seller (vendor) who retains legal title holds the deed; buyer (vendee) has equitable title.  

2. Buyer takes possession when the contract is signed.  

3. Seller transfers title via a deed when the buyer makes the final payment.  

B. Seller carry-back purchase money  

1. Owner financing where title transfers to the buyer  

2. Seller takes back a mortgage as partial payment; seller has lien  

C. With seller financing, real estate professionals should make sure both 
the seller and the buyer understand the risks that may be involved.  

 

VI. MISCELLANEOUS MORTGAGE TERMS  

A. LTV (loan-to-value ratio/mortgage ratio)  

1. Maximum percentage of value the lender will loan  
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2. Used to determine loan amount and if the borrower will have to pay PMI  

3. Based on price or appraisal, whichever is less  

B. Equity  

1. Market value today — Total debt today = Equity  

C. Points and loan origination fee  

1. Discount points are charged by the lender to increase lender’s yield (1 point = 1% of 
loan amount).  

a. One discount point typically reduces the interest rate charged by 1/8 of a percent. 

2. Loan origination fee is charged by the lender to process and issue a loan.  

3. Both are tax deductible.  

D. Leverage  

1. Borrowed money is used to increase investment return.  

2. It does not give more equity and requires small down payment.  

3. The advantage is that the borrower can control a large asset with very little cash.  

a) Example: $100,000 loan for a $10,000 cash down payment  

4. The disadvantage is the higher risk created by less equity (e.g., the lower the equity, the 
higher the risk of the borrower defaulting).  

E. Other clauses  

1. A subordination clause allows a change in the order/priority of mortgages.  

2. Usury is the charging of an interest rate in excess of what is permitted by state law.  

a) State laws determine the maximum interest rate limits and the type of loans affected 
by usury law.  

 

VII. CONVENTIONAL/INSURED CONVENTIONAL LOANS  

A. Loans are not insured or guaranteed by the government. They often 
require PMI insurance.  

1. Depending on loan-to-value ratio, lender may require private mortgage insurance (PMI).  

a) Loans over 80% LTV require PMI.  
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b) PMI does not payoff the full loan amount.  

2. The advantage to the borrower is a smaller down payment.  

 

VIII. GOVERNMENT PROGRAMS  

 Funds come from qualified lenders approved by HUD.  

A. FHA (Federal Housing Administration) – insures lenders against loss 
due to foreclosure  

B. VA (Department of Veterans Affairs) – guarantees lenders against loss 
on loans to veterans  

1. Up to 100% loan-to-value ratio is allowed.  

2. Individuals must be veterans, active National Guard members, or retired military reserve 
members.  

a) Parents of veterans are not eligible.  

C. Miscellaneous aspects of FHA/VA  

1. Rules regarding assumption depend on the date of the original loan.  

2. No prepayment penalty is allowed, no matter when or how the loan was originated.  

3. Nonveterans may assume VA loans.  

4. Borrowers must have an appraisal to be approved for the first loan.  

5. Both offer higher loan-to-value ratios than conventional mortgages.  

 

IX. SOURCES OF LOAN MONEY  

A. Primary mortgage market—mortgage bankers and mortgage brokers  

1. Mortgage brokers act as an intermediary between borrowers and lenders but don’t 
usually service loans.  

2. Mortgage bankers originate and service loans with their company’s money.  

B. Predatory lending—umbrella term for unfair or illegal lending practices  

1. Predatory lending often occurred in the subprime market.  
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2. Many states now have predatory lending laws that require lenders and originators to be 
licensed.  

3. Subprime loans were often coupled with down payment assistance (second mortgage) in 
which borrowers made no down payment and borrowed 100%. This made these loans 
more likely to default.  

C. Secondary mortgage market  

1. Buys mortgages from primary lenders, which are banks, not retirement or insurance 
funds, to supplement the mortgage and lending process  

2. Borrowers may need to send monthly payments to a new address if their mortgage is 
sold  

3. The following are organizations that sell mortgage-backed securities to investors:  

a) FNMA—buys all types of mortgages (Federal National Mortgage Association or 
Fannie Mae)  

b) GNMA—an agency of HUD; backs FHA/VA mortgages (Government National 
Mortgage Association or Ginnie Mae)  

c) FHLMC—buys from S&L’s and commercial banks (Federal Home Loan Mortgage 
Corporation or Freddie Mac)  

 

X. FINANCING/CREDIT LAWS  

A. Truth in Lending Act—Federal Reserve Board regulates  

1. Purpose—promotes the informed use of consumer credit by requiring disclosures about 
its terms cost  

2. Disclosure requirements – shows the true cost of credit = APR 

a) Lender finance charges (loan origination fees, interest, discount points, and 
assumption fees) must be disclosed.  

b) Annual percentage rate (APR) is the effective rate that includes the note rate plus the 
total cost of credit. APR will be higher than the note rate.  

c) Three-day right of rescission allows the borrower to withdraw from loans on home 
improvements and refinances.  

(1) It is not used when purchasing a first home or a vacation home, or when using a 
construction loan.  
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3. Advertising requirements—general terms are okay  

a) Price and/or APR are the only specific finance terms allowed in advertisements 
without disclosing all terms.  

b) Down payment, interest rate, monthly payments, or number of payments trigger full 
disclosure.  

B. RESPA—Real Estate Settlement Procedures Act  

1. Lender must give “Guide to Settlement Costs” booklet and a good-faith estimate of all 
closing costs at time of application or no later than 3 days after  

a) Closing expenses, legal fees, and title insurance premiums are not finance charges 
but are disclosed under RESPA.  

b) Broker’s commission is not included.  

2. Borrower has right to inspect Uniform Settlement Statement (HUD- l) 1 day before 
closing  

3. Restricts amount of advance escrow payments for taxes and insurance—no more than 3 
months plus what is owed  

4. Remember  

a) Truth in Lending = true cost of credit and lender costs  

b) RESPA = disclosure of all-closing costs  
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Valuation and Market Analysis 

 

I. APPRAISAL  

A. Defined  

1. An estimate or opinion of market value, done by a licensed appraiser  

a) Regulated at both a state and federal level  

2. Required for all federally related loan programs such as FHA, VA, or conventional loans  

a) Not required for cash or seller carry loans  

B. Licensing  

1. Appraisers must be licensed or certified according to state law and in accordance with 
federal regulations.  

C. Competitive market analysis (CMA)/Broker’s price opinion 
(BPO)/Broker’s opinion of value (BOV)  

1. A real estate professional’s job is to perform a CMA. Real estate professionals may 
charge a fee, but they must make sure the CMA is not mistaken for an appraisal.  

2. The CMA/BPO/BOV assists both the seller and the buyer in determining value, but it 
may not be used to finance property.  

 

II. VALUE  

 The best way for sellers to determine the value of their property is to have an appraisal. If this 
is not a choice, then they should get a CMA, especially prior to listing, even if the broker 
thinks she knows the value.  

A. Market value – the most probable price in terms of cash or its 
equivalent that a property will bring  

B. Market price  

1. The actual price paid in a transaction  

C. Essential elements or characteristics of value (DUST)  

1. Demand  



 

29 
 

2. Utility (usefulness)  

3. Scarcity  

4. Transferability  

D. Principles of value  

1. Highest best use  

a) Produces greatest net return over time  

b) Is not necessarily present use  

c) Must show current highest and best use in an appraisal, which would NOT be 
included in a CMA  

2. Substitution  

a) If several similar properties are for sale, lowest-priced property has the greatest 
demand  

b) Underlies all approaches to value—especially sales comparison approach  

3. Supply and demand  

a) Supply and demand sets rental and listing prices.  

b) Supply—amount of properties available. Prices move opposite supply. If there is a 
large quantity of properties for sale or rent, prices go down.  

c) Demand—amount of properties that will be purchased. Prices move with demand. If 
properties are scarce and desired, prices go up.  

4. Contribution—value of improvement based on increasing or decreasing return  

a) Increasing—improvements add more value than cost.  

b) Decreasing—improvements add less value than cost.  

5. Conformity  

a) Values tend to move toward surroundings.  

b) Regression—value of over improved property declines.  

c) Progression—value of under improved property increases.  
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III. METHODS OF ESTIMATING VALUE/APPRAISAL PROCESS  

A. Sales comparison approach – primarily residential 

1. Subject is the property being evaluated—never adjust the subject property.  

2. Comparables or comps are recently sold similar properties.  

3. Adjustments are made to comparables—adjust to make like subject:  

a) If Comparable feature is Better than subject, Subtract (CBS) 

b) If Comparable feature is Inferior to the subject, Add (CIA) 

c) Market cycles often create the need for time of sale or days on market adjustment.  

(1) Might adjust for date of sale in an appreciating or depreciating marker  

(2) Use the most current comparables in a rapidly changing market; preferably 
within 6 months but no longer than 1 year  

d) Adjust for date of sale, location, and square footage, but NOT for capitalization 
(which is used in the income approach).  

4. Value of the item being adjusted is determined by comparing properties with and 
without the item.  

a) For example, the value of fireplace or air conditioning would be determined by the 
differences between the sales of comparable homes with and without a fireplace or 
air conditioning.  

B. Cost approach/summation approach – most effective method for new 
construction and special-purpose or single-purpose buildings  

 Cost to build new - Accrued depreciation + Land value = Estimated value  

1. Estimate new construction cost  

a) Reproduction cost new—replica with same or highly similar materials  

b) Replacement cost new—same function or utility, but not necessarily with the same 
quality or materials. 

C. Income approach – income-producing properties, such as apartments, 
office buildings, or shopping centers  

1. Capitalization—conversion of future income to present value (see Figure 5.1)  

2. Calculating net operating income (NOI):  
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Potential gross income minus Vacancy credit loss = Effective gross income (EGI)  

EGI (effective gross income) minus Operating expenses = Net operating income (NOI)  

3. Gross rent multiplier, or GRM (alternative to capitalization that takes into account gross 
income but not expenses) (See Figure 5.2.)  

Figure 1 

 

IRV Circle Formula 

 Income (net operating income) = Cap rate x Present Value 

 

Figure 2 

 

GRM Circle Formula 

 To determine the GRM, divide the value by the monthly or annual 
rents.  

Formulas:  

Annual gross rent multiplier x Annual gross rent = Value  

Monthly grass rent multiplier x Monthly grass rent = Value  

OR  

Value ÷ Rents = GRM  

HINT: If you are given a problem to solve. make sure you match the 
time periods (e.g., annual GRM and monthly rent times 12). A big 
number like 150 will be a monthly gross rent multiplier. 

 

D. Reconciliation process  

1. Final step in valuation process—used to weigh the three approaches to determine the 
final value.  

2. Appraiser analyzes and weighs estimates of value from market, cost, and income 
approaches.  

3. Appraiser arrives at a final estimate of value, NOT an average of the value estimates.  
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PROPERTY OWNERSHIP 
 

I. CLASSES OF PROPERTY/REAL ESTATE AND PERSONAL 
PROPERTY  

A. Real estate—includes land plus improvements and appurtenances, 
which include rights, privileges, and fixtures  

1. Land  

a) Surface rights  

b) Air rights  

c) Subsurface rights, including mineral rights  

2. Improvements  

a) Items affixed to the land with the intent of being permanent (a house, garage, fence, 
landscaping, etc.)  

3. Appurtenances, including rights, privileges, and fixtures  

a) Fixtures are items attached to improvements with the intent to become real estate as 
evidenced by any of the following (remember acronym: MARIA):  

(1) Method of Annexation: How permanent is the item? Can it be removed without 
damage or easily repaired? 

(2) Adaptation: How is the item being used? Is it built-in or custom in nature? 

(3) Relationship of the parties: Courts tend favor more toward the buyer or tenant 
over the seller or landlord. 

(4) Intent: What was the objective of the person placing the item in the property? 

(5) Agreement: What have the parties agreed to in writing? 

b) Fixtures are part of the real estate and transfer with the property unless the contract 
excludes them.  

(1) For example, plumbing or electrical fixtures  

(2) Sellers that remove fixtures, without excluding them in the contract, are in 
breach of contract.  
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(3) Remember: free-standing = personal property; built-in = fixture 

c) EXCEPTIONS: Emblements (crops) and trade fixtures are personal property; neither 
would automatically transfer with the property.  

(1) Emblements are annually cultivated crops that belong to the party who 
rightfully planted the seed.  

(2) Trade fixtures are tenant-installed additions to a property for use in a trade or 
business. 

d) Land cannot be a fixture.  

B. Personal property/chattel—everything that is not real estate  

1. To transfer in the bill of sale, it must be included in the purchase agreement.  

2. If not included in writing, the seller may take the personal property even if it was listed 
in the MLS.  

3. An example of personal property is a freestanding refrigerator.  

 

II. LAND CHARACTERISTICS  

A. Physical characteristics of land  

1. Immobile, indestructible, and uniqueness  

B. Economic characteristics of land  

1. Scarcity, improvements, permanence of investment, and area preference  

 

III. LEGAL DESCRIPTION  

A. Methods of legal description  

1. Metes and bounds—description using directions and compass degrees  

a) Starts and ends at point of beginning (POB) – referenced from a monument  

b) Measure clockwise  

(1) For example, “Commencing or starting at the street sign at the corner of Ridge 
and Ash, go 100 feet south and then go 100 feet west.”  

2. Rectangular survey/government survey  
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a) Uses meridians, townships, ranges, tiers, and sections to locate land parcels  

b) Townships—each township contains 36 sections  

c) Section—640 acres or 1 mile by 1 mile  

d) Acre—43,560 square feet; (Remember: 4 old people driving 35 in a 60) 

3. Recorded plat (lot, block, subdivision) – urban/residential 

a) First step in development is to create plat map.  

b) Second step is to record the map.  

c) Recording is done prior to obtaining building permits.  

Figure 1 

 

Township Map 

 

B. Survey  

1. A survey is an onsite measurement of property lines and the position of the property 
improvements and easements.  

2. It is used to create or verify a legal description.  
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3. It uses monuments, which are markers used to help establish property boundaries. 

4. It may reveal encroachments or zoning violations.  

C. Improvement location certificate/title survey  

1. It is similar to a survey but only locates improvements on the lot. It will find 
encroachments.  

 

IV. TYPES OF OWNERSHIP—ESTATES AND ENCUMBRANCES  

A. Freehold estates—indefinite duration of ownership  

1. Fee simple absolute lasts forever and features the maximum rights of ownership.  

2. Qualified fee/fee simple defeasible lasts “so long as” deed condition is met.  

a) Holder of reversionary interest would have the right to try and acquire title if the 
condition is broken.  

3. In a life estate, life tenants have ownership and use of the property for the duration of 
their life or the pur autre vie life.  

a) Upon the death of the life tenant, the holder of either the reversionary or remainder 
interest will own a fee simple absolute estate at death.  

b) Pur autre vie—a life estate may be based on the life of someone other than the 
holder of the life estate.  

B. Leasehold (nonfreehold) estates  

1. Elements  

a) Have a definite duration and may be terminated. 

b) Tenant (lessee) holds a leasehold estate; landlord (lessor) holds a leased fee estate.  

c) If estate for years or periodic tenancy, a buyer will be “subject to the lease” with 
tenant in possession until the lease expires.  

2. Types  

a) Estate/tenancy for years—has a predetermined termination date; definite period with 
no notice.  

b) Periodic estate/tenancy—renews from period to period, such as month to month with 
the same terms and conditions upon payment of rent, until notice is given.  
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c) Estate/tenancy at will—continues until terminated by the owner or tenant. Tenancy 
is at the owner’s consent.  

d) Estate/tenancy at sufferance—occurs when a “holdover tenant” stays beyond 
termination without consent. If the landlord accepts payments, it becomes a periodic 
tenancy. It is the lowest estate.  

C. Types of leases  

1. Gross lease/fixed lease—tenant pays fixed rent; landlord pays all expenses (utilities, 
taxes, or special assessments).  

a) Typically used in residential properties but can be used for commercial or industrial 
properties  

2. Net lease—tenant pays fixed rent plus expenses (utilities, taxes, or special assessments); 
most common for commercial properties.  

3. Percentage lease—tenant pays percentage of income as rent.  

4. Index lease—rent is adjusted based on an economic index. 

5. Graduated lease—rent is adjusted based upon a predetermined amount. 

6. Sale-leaseback—converts property owner to tenant without giving up possession.  

D. Constructive eviction  

1. The lease may be terminated if the lessee (tenant) must vacate due to the lessor’s 
(landlord’s) act or failure to act.  

E. Actual eviction  

1. Actual eviction is used by landlords to evict tenants who are in breach of their lease.  

 

F. Encumbrances/imperfections—clouds on title may impair or lessen 
owner’s rights. An encumbrance is a nonpossessory interest in the 
lands of another.  

1. Easement—right to use land; not ownership 

a) Right to use lands of another for a specific purpose  

(1) May or may not be paid for  

(2) Must be in writing  

(3) Not revocable once given  
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(4) Transfers with the land at closing unless released by the holder  

b) Types of easements  

(1) Voluntary 

1. Appurtenant easement has a dominant tenement (owner of the property 
the easement sits upon) and a servient tenement (user of the easement 
that is on another’s property.) Runs with the land – sticks with the 
property.  

2. Easement in gross (e.g., utility easement). Sticks with the user of the 
easement, not the property. Is not transferrable upon sale. 

(2) Involuntary 

1. Easement by necessity may be granted to a homeowner to avoid 
landlocked property.  

2. Easement by prescription is granted to a property owner after continuous 
use for a defined period of time (set by state statute). Use must be 
continuous, visible, open, notorious, and owner must have been able to 
learn of it. 

c) Terminated by merger of title of both properties, release of easement by servient 
tenement, or abandonment of the easement. 

2. Lien—claim that attaches to and is binding on property to secure debt repayment  

a) Property tax/special assessments lien: specific lien. Takes priority over all other 
liens, even those previously recorded such as a mortgage.  

b) Mechanic’s lien: specific lien  

c) Mortgage lien; specific lien  

d) Condominium/townhouse association assessments lien: specific lien  

e) Judgment or IRS lien: general lien, which attaches to all real and personal property  

3. Encroachment—unauthorized use of another person’s land  

a) Survey (spot survey, mortgage survey) will show these items.  

b) Title insurance or attorney’s opinion won’t protect. 

4. License—revocable permission to use the land of another without creating an estate in 
land and may or may not be paid for  
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5. Lis pendens—recorded document that gives constructive notice of a pending lawsuit 
regarding title  

 

V. FORMS OF OWNERSHIP  

 An attorney for the buyer best determines the appropriate form of ownership. Licensees 
should NEVER advise on how to take title.  

A. Sole ownership/estate in severalty  

1. When property is owned solely and separately by one person or one entity, it is called an 
estate in severalty.  

2. Partnerships take title in severalty.  

a) General partnership  

(1) All partners share equal profits and liability.  

b) Limited partnership  

(1) General partner is responsible for liability of investment.  

(2) Limited partner is responsible only for the amount of his investment; limited 
partner’s liability equals the amount invested.  

B. Concurrent/multiple ownership  

1. Tenants in common – co-ownership with no right of survivorship  

a) Owners are legally separate from each other 

1. Interests passed to heirs or devisees upon death  

b) If no form of ownership indicated, law presumes tenancy in common  

c) May have unequal shares of ownership (e.g., 60-40, 70-30, etc.) 

2. Joint tenants – co-ownership with the right of survivorship 

a) Interests pass to co-owners/co-tenants upon death without going through probate  

b) Overrides a will 

c) Owners are not legally separate from each other 

d) Owner may NOT have unequal shares of ownership 

e) Four unities of title—Possession, Interest, Time, and Title (PITT)  
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3. Tenancy by the entirety  

a) Applies exclusively to married couples in some states  

C. Common interest ownership properties  

1. Condominiums and town houses  

a) Condos and town houses are real estate, portions of which are designated for 
separate ownership (units) and the remainder of which—including the physical 
structure—is designated for common ownership and use (common elements).  

(1) Common elements are owned by all current property owners as tenants in 
common.  

b) Purchasers own and finance their own units.  

c) Properties/units are transferred by deed.  

2. Cooperatives  

a) Cooperative ownership is ownership of the building by a corporation, which in turn 
leases space to shareholders who own stock in the corporation.  

b) Buyers receive corporate bylaws, shares of stock, and a proprietary lease for their 
unit and their share of the common elements.  

c) Because there is no ownership of the unit, the buyer does not receive a deed.  

d) The owner pays assessments and association fees.  

e) Just as in a condominium association, Owners may have to get permission from the 
other owners to sell unit (first right of refusal).  

f) Shares of stock in ownership of cooperative is considered personal property. 

3. Time-shares  

a) A time-share is a common interest ownership form in which multiple owners have 
interest in a property for a certain period each year.  

b) Time-shares are most commonly used for resort-type properties.  
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LAND-USE CONTROLS AND REGULATIONS 

 

I. GOVERNMENT’S RIGHTS IN LAND (ACRONYM: PETE)  

A. Police power  

1. Enacts and enforces laws governing land use—public control of land.  

2. Used to protect the public good; that one owner does not infringe on the rights of or 
harm other owners. 

3. Examples include zoning, building codes, and environmental protection. 

B. Eminent domain  

1. Eminent domain is the right to “take” private land for public use.  

2. Condemnation is the process. 

3. Fair compensation includes property value plus damages,  

4. Inverse condemnation—an owner initiates a court action seeking the government to pay 
fair compensation when her property has been substantially interfered with. 

C. Collect property taxes and special assessments  

1. Property taxes 

a) Ad valorem (at assessed value) taxes are based on assessed value, not on current 
market value.  

b) Tax rate may be expressed as mill rate, percentage rate, or decimal.  

c) Typically, properties are reassessed on an annual basis. Property owners that believe 
the assessment is incorrect may appeal to an Assessor’s appeal board.  

2. Special assessments—lien against specific properties that benefit from a public 
improvement  

a) Paid with property taxes and enforced by a lien.  

b) Reading the assessment roll will tell if there is a special assessment lien on the 
property.  

3. Property taxes and special assessments—take priority over other liens  
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D. Escheat  

1. Government’s reversionary right  

a) Abandoned property or property of intestate owners with no heirs may revert to the 
government.  

 

II. GOVERNMENT CONTROLS BASED IN POLICE POWER—
ZONING, ETC.  

A. Zoning controls, set at a local level  

1. Master plan is used to control growth (is not a law) 

2. Zoning determines type of use—residential, commercial, industrial/manufacturing, 
agricultural, mixed-use, and special-use. Zoning is the law. 

3. Buffer zone is an area of and (e.g., a park) that separates two drastically different land 
use zones.  

4. Rezoning or amendment is a zoning change for an entire area.  

5. Density zoning allows for more or less properties in an area (e.g., low density – 4 homes 
on one acre of land; high density – 10 homes on one acre of land). 

6. Nonconforming use allows an owner to continue present use that no longer complies 
with current zoning (grandfathering).  

a) Example: A retail store surrounded by residential property would have been 
grandfathered in when the zoning changed  

b) Typically can’t expand or rebuild as nonconforming use if property is destroyed  

7. Setbacks—front, side, and rear areas that restrict and limit the location of improvements 
in relation to the boundaries of the property.  

8. Variance allows individual owner to vary or deviate to prevent economic hardship. Used 
when an owner wants to vary from building codes or build into a setback.  

9. Special (conditional) use (also called a special exception)—specific type of variance 
allows a different use (e.g., day care in residential zoning).  

a) It allows the owner to deviate from zoning regulations, not from deed restrictions or 
building codes.  

b) Buyers who wish to continue the use or are not sure if a use is allowed should check 
with the zoning department prior to buying.  
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10. Any special-use zoning must be disclosed to buyers (e.g., tax districts or airport flight 
paths).  

B. Building codes or standards, and certificates of occupancy  

1. Building codes deal with structural integrity and safety of a building (e.g., minimum 
number of bathrooms per square foot in a commercial building).  

a) Determine the types of construction materials that can be used,  

(1) Set standards for types of materials and how they are used.  

(2) Provide separate codes for plumbing, electrical, fire, and so forth.  

2. Certificate of occupancy is issued when a new building is ready for occupancy—
confirms that the building meets minimum standards.  

C. Environmental issues—regulated by the EPA (Environmental 
Protection Agency)  

 All known environmental issues may impact value and must be disclosed by the seller 
and the broker or salesperson.  

1. Asbestos—mineral used in building that can cause respiratory disease  

a) It is harmful only if the fibers are exposed because the hazard is from inhaling the 
microscopic fibers (friable material.)  

b) If a building is being demolished or renovated, abatement (removal) should be done 
by a licensed professional prior to demolition.  

c) Encapsulation (sealing in place) is often a better choice than removal because there 
is no danger of exposing the fibers.  

2. Lead-based paint  

a) Disclosure requirements  

(1) The seller must give a copy of the EPA pamphlet to buyers of homes that were 
built prior to January 1, 1978. 

(2) Buyers have a 10-day opportunity to have the home tested may waive their 
right to have an inspection.  

(3) The seller is not required to do a lead inspection or removal.  

(4) Lead is not typically found in wall insulation but might be in soil, pipes, and 
paint.  

b) Broker’s responsibility  



 

43 
 

(1) Real estate brokers are responsible for making sure all parties comply.  

3. Radon—a naturally occurring odorless radioactive gas 

a) Enters through cracks in the basement and crawl spaces, and can cause lung cancer  

b) Typically mitigated by adding a ventilation system to move the gas outside  

c) Relatively hard to detect, but inexpensive to mitigate  

4. Carbon monoxide (CO) – odorless gas that is the by-product of combustion and fire 

a) If combustible appliances, furnaces, and wood stoves are working properly and have 
proper ventilation, CO is not an issue.  

b) Many states mandate that properties must have CO detectors.  

5. Mold—toxic mold is created by excess moisture  

a) Not all mold is hazardous; in fact, it is naturally occurring in the air. All mold 
requires moisture, oxygen, and an organic food source to grow.  

b) If found in walls or other areas of housing, it may be considered toxic and would 
require remediation.  

c) Remediation (removal) should be done per EPA and State regulations.  

d) There is no federal disclosure law; however, some states have disclosure 
requirements.  

e) All sellers must disclose if there is mold issue.  

f) Brokers and salespeople should be aware of indications of mold, including musty 
smell, water damage, high humidity, and water leaks.  

6. Other environmental issues  

a) Formaldehyde, chlorofluorocarbons, electromagnetic fields, and methamphetamine 
labs all pose potential problems.  

b) Brokers and salespeople should also be aware of the impact of underground storage 
tanks, groundwater pollution, brownfields, and waste disposal sites,  

D. Environmental inspections  

1. Phase 1 – Viewing of property, interviewing of owners, and data research to determine if 
any environmental issues may be present. 

2. Phase 2 – Testing of property based upon findings from phase 1, to further the 
investigation into potential environmental issues.  
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III. WATER RIGHTS  

A. Riparian rights (R – River) 

1. Incidental to ownership of land abutting flowing water (creek, stream, or river)  

B. Littoral rights (L – Lake) 

1. Incidental to ownership of land abutting water that is not flowing (pond, lake, or ocean)  

C. Doctrine of prior appropriation  

1. Certain states rely on the doctrine of prior appropriation, which states that the first user 
diverting to beneficial use has the first claim on the water.  

 

IV. PRIVATE CONTROLS ON LAND USE  

A. Deed restrictions or covenants are privately created controls on land 
use. 

1. Might control style of improvement or use of property and must be legal  

a) For example, no RVs are allowed in driveways; houses must be painted in certain 
colors; fencing must be of a certain type; garages must be certain shape and size; and 
so forth.  

2. May not violate fair housing laws (e.g., cannot refuse to sell based on race or national 
origin)  

3. Used by developers to protect property values and the interests of property owners in a 
subdivision  

4. Are binding on all present and future owners  

5. Property owner subject to injunction if deed restriction is violated  
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MANDATED DISCLOSURES 
 

I. DISCLOSURES  

A. Seller’s property disclosure  

1. The disclosure may be a required form or a written list.  

a) The disclosure should cover all issues that might make buyers change their decision.  

2. Sellers (never the broker) complete the disclosure to the best of their current actual 
knowledge.  

3. The sellers and the broker must disclose all material defects (facts), both visible and 
latent (hidden), to all buyers even if selling “as is.”  

B. Material facts  

1. The seller and broker/salesperson must reveal all known material facts.  

a) Material facts first must be revealed to the party the agent represents and then to the 
other broker/salesperson and parties to the transaction.  

b) Stigmatized property requirements (e.g., disclosure of a murder) are determined by 
state law. 

c) The broker/salesperson is not responsible for discovering latent (hidden) facts that 
the seller did not disclose.  

2. A licensee who withholds or lies about material facts may be guilty of misrepresentation 
or fraud, and the contract may be voidable.  

a) Note: puffing is an exaggerated opinion (e.g., “This is the best house on the marker” 
or “This house has the best lake view”) and does not constitute misrepresentation.  

3. A listing agent has a duty to present all offers to the client, unless otherwise specified in 
writing. Multiple offers should be presented simultaneously.  

a) A broker must do as the seller requests to make sure that all parties, even third 
parties, are protected. The listing broker must follow the seller’s directions to 
prevent harm to others, especially for setting showings (e.g., if the house has a 
hazard that the seller warned the listing broker about, the listing broker is 
responsible to make sure no one enters).  

4. The buyer’s ability to get a loan is considered a material fact. The buyer and buyer’s 
agent have to disclose if the buyer is unable to get a loan.  
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5. Brokers owe those they don’t represent honesty, fair dealing, and care, even if the 
principal asks them to lie or keep silent; they must disclose all known material facts.  

a) Note: A licensee may not inflate the sales price in hopes of securing a listing and 
then lowering the price later. This is an example of unethical behavior.  

6. All environmental issues, even those outside the property boundaries, are considered to 
be material facts that must be disclosed because they may impact property values.  

 

II. WARRANTIES—DISCLOSURE REQUIREMENTS SET BY STATE 
LAW  

A. Home warranty programs for existing homes  

1. Home warranties cover most of the home, including all major systems and appliances.  

2. Home warranties are often provided as part of the listing or offer. They feature a 
deductible and may exclude some items from coverage.  

3. The terms and length of the warranty are determined by the contract with the warranty 
company.  

4. Brokers and salespeople should make sure buyers know that warranties are available.  

B. New home construction warranties  

1. These warranties are provided on newly constructed homes by the builder and must meet 
strict underwriting guidelines.  

2. New home construction warranties cover failure of workmanship and material, and 
failures of inclusions, including merchantability and habitability.  

a) Covers roof or other structural failures after closing  

b) Does not cover structural damage from outside forces  

3. Requirements for builder warranties are set at the state or local level.  

4. Brokers should make sure buyers fully understand the limits of all warranties.  
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TRANSFER OF TITLE 
 

I. DEEDS  

A. Key points  

1. The purpose of a deed is to transfer title between the owner/grantor and the 
receiver/grantee.  

2. A seller of real property will always be called on to provide a written deed.  

3. The major difference between types of deeds lies in the extent of the promises given by 
the grantor to the grantee.  

4. Deeds do not guarantee or prove ownership.  

5. Deeds do not have to be recorded for title to transfer; title passes upon acceptance of the 
grantee. Recording provides constructive notice and priority for the deed. 

B. Types of deeds in private grants (voluntary alienation)  

1. Warranty deed/general warranty deed (best for grantee) – five covenants and a guarantee 
of title  

a) Covenant of seisin—grantor is the owner and has the right to convey.  

b) Covenant of quiet enjoyment—grantee will not be disturbed by others.  

c) Covenant against encumbrances—there are no unspecified encumbrances.  

d) Covenant of further assurance—cooperation in signing additional documents.  

e) Warranty forever—guarantee of defense and compensation.  

2. Limited (special) warranty deed—warrants only those defects and encumbrances that 
occur during the grantor’s period of ownership.  

3. Quitclaim deed (best for grantor) – used as problem solver and to terminate deed 
restrictions; no promises, no guarantees, no dishonesty. 

a. Commonly used to clear a cloud on title, which is a “minor” title defect such as a 
misspelled name or change of surname such as that with marriage and divorce. 

4. Bargain and sale deed—contains only implied warranties that the grantor holds the title 
and possessions of the property.  
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C. Essential elements of a valid deed  

1. Competent grantor—age 18 and of sound mind  

2. Executed by grantor(s)  

3. Identifiable grantee  

4. Delivered and accepted by grantee(s)—title and possession of property (unless otherwise 
agreed) pass at this point  

5. Legal description  

6. Consideration—money or something of value  

7. Words of conveyance—granting clause  

 

II. SPECIAL PROCESSES  

A. Conveyance after death  

1. Probate is the process of distributing all of a deceased’s assets.  

a) A will must go through probate for real and personal property to be distributed.  

b) Joint tenants do not go through probate to claim title to the property.  

2. Devise is the act of transferring the deceased’s interest in real estate to another by will 
(hook to deed).  

3. Bequest is the act of transferring a deceased’s interest in personal property to another 
(hook to bill of sale).  

4. If a person dies intestate (without a will), laws of descent and intestate succession 
determine heirs/descendants.  

B. Other ways of transferring rights (involuntary alienation)  

1. Adverse possession is ownership granted by the courts due to open, continuous, actual, 
notorious (hostile), and exclusive possession of another’s land for a minimum statutory 
period.  

a. Remember the memory aid OCEAN: possession or use must be Open (visible), 
Continuous, Exclusive (distinct), Actual, and Notorious (hostile).  

2. Other forms of involuntary alienation: 

a) Operation of law: condemnation, judgement, foreclosure, and intestate. 



 

49 
 

b) Acts of nature: earthquakes, hurricanes, sinkholes, mudslides, and erosion. 

C. Recording  

1. Generally not required for validity.  

2. Gives constructive (legal) notice to protect interests.  

3. Determines priority (first in time, first in right).  

a) A deed that is not recorded creates the risk that a later interest could take priority.  

4. State laws govern specifics of recording and generally include the following 
requirements:  

a) Recorded deeds/mortgages must be executed by grantors/mortgagors.  

b) Documents must be dated.  

c) Signatures should be acknowledged (notarized—required in most States to record.  

(1) Acknowledgment (notarizing) shows signature is genuine and not made under 
duress.  

 

III. TITLE INSURANCE  

A. Buyer’s goal is to obtain marketable (merchantable) title  

B. Abstract with a title opinion  

1. Abstract of title (title abstract) is a historical summary of all conveyances and 
encumbrances against the property.  

2. Title opinion is done by an attorney after reviewing the abstract.  

C. Title insurance  

1. The title examiner checks and traces chain of ride for history of conveyances.  

2. Unlike an abstract, which lists historical information, the title commitment/report lists 
current title status and title defects (mortgages, easements, etc.) but no history of 
documents.  

a) The title commitment/report is the promise to insure the title; It will not cover items 
listed as exceptions and defects.  

3. A standard title insurance policy protects against defects discovered in the title after 
closing not before closing.  
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4. The types of policies are the following:  

a) Owner’s policy: protects owner (buyer) and heirs while they have an interest  

(1) Negotiable items that the seller may provide for the new buyer  

b) Mortgagee’s policy: protects lender giving them title coverage  

(1) Buyer often pays this premium for the lender.  

5. Premiums are paid once at closing. The policy is issued at or after closing.  

6. A broker who is a partner or affiliated with a title company may, with written disclosure 
of the broker’s relationship to the title company, refer a member of the public to the 
broker’s title company.  

D. Quiet title action  

1. Used to clear title problems found in the abstract or title report.  

2. A quiet title action is a legal action.  

 

IV.  ESCROW OR CLOSING  

A. Escrow/closing procedures  

1. Terms of escrow or closing are created by the purchase contract and finalized at closing,  

B. Closing statement—debits and credits  

1. Credit to seller is anything that increases the amount of money the seller takes from the 
closing (e.g., sales price).  

2. Debit to seller is anything that decreases amount of money the seller rakes from the 
closing (e.g., brokerage fee, mortgage payoff, or contract for deed).  

3. Credit to buyer is anything that decreases the amount of money the buyer must bring to 
closing (e.g., earnest money, new loan, or contract for deed). Remember: All loans are 
always a buyer credit.  

4. Debit to buyer is anything that increases the amount of money the buyer must bring to 
the closing (e.g., sales price, recording the warranty deed, loan origination, or discount 
points if paid by buyer).  

a) Proration based on a 365-day year or 360-day year (30-day months) – the exam will 
state which one to use. Rent is paid in advance, and mortgage interest is paid in 
arrears.  
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b) Taxes can be in advance or in arrears.  

c) Rents are prorated.  

d) Security deposits transfer to the new owner are not prorated.  

Figure 1  

How paid Items are Recorded on the Settlement Worksheet and Closing Statement 

 

Selected Items Details to Remember Settlement Worksheet Closing Statement 

Sales price  Debit buyer, credit seller 
Appears on both 
buyer’s and seller’s 

Earnest money  Credit buyer, debit closer* Appears on buyer’s only 

Assumed loan 
amount 

Principal remaining on loan 
assumed by buyer 

Credit buyer, debit seller 
Appears on both 
buyer’s and seller’s 

Accrued interest on 
assumed loan 

Prorated seller owes buyer 
for month of closing 

Debit seller, credit buyer 
Appears on both 
buyer’s and seller’s 

Seller carry loan 
amount 

Reduces seller’s cash at 
closing 

Credit buyer, debit seller 
Appears on both buyer’s 
and seller’s 

Broker’s commission 
Negotiable  

Usually seller pays 
If seller pays, debit seller, 
credit broker 

If seller pays. appears 
on seller’s only 

Owner’s (buyer’s) 
title insurance 

Negotiable based on 
tradition 

Debit seller, credit closer* 
Appears on seller’s 
only 

Mortgagee’s (lender’s) 
title Insurance 

Buyer pays lender’s policy Debit buyer, credit closer* Appears on buyer’s only 

Notary fee for 
warranty deed 

Who signs document pays 
notary; seller signs deed 

Debit seller, credit closer* 
Appears on seller’s 
only 

Recording of 
warranty deed 

Recording deed benefits 
buyer/grantee 

Debit buyer, credit closer* 
Appears on buyer’s 
only 

Notary fee for deed of 
trust 

Buyer signs promissory note 
and deed of trust at closing 

Debit buyer. credit closer* Appears on buyer’s only 

Tenant security 
deposits 

Not prorated; belong to 
tenants 

Debit seller, credit buyer 
Appears on both buyer’s 
and seller’s 

Rents Prorated: paid in advance Debit seller, credit buyer 
Appears on both buyer’s 
and seller’s 

New loan amount Figures from the new lender Credit buyer, single entry 
Appears on buyer’s 
only 

Net loan proceeds New loan closing Debit closer* only 
Does not appear on 
either 

Taxes for the 
preceding year if 
unpaid 

Credit depends on 
circumstances 

Always debit seller, may 
credit buyer or closer* or 
new lender 

Debit seller 

Special taxes (special 
assessments) 

May be paid off or assumed 
If assumed. no entry: if paid, 
debit seller 

Appears on seller’s only 

Remember. Al loans are always a buyer credit.  
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*The closer could be the broker or the escrow or closing company.  

 

V. TAX ASPECTS  

A. Capital gains  

1. Principal residence  

a) There is no tax on the first $250,000 of gain (single) or $500,000 of gain (married) 
from the sale of a principal residence.  

b) Owner must have lived in the residence two out of the past five years (does not have 
to be consecutive).  

2. Investment property—1031 tax-deferred exchange  

a) Used by investment property owners to defer payment of capital gains taxes  

b) Allows an investor to sell one property and buy another without paying capital gains 
tax  

(1) The investor will not have to pay taxes at closing on the first property and can 
defer the taxes owed to the new property. The investor will not have to pay 
taxes until selling the second property.  

(2) There are many rules for how the exchange must be carried Out.  

B. Deductible items  

1. Mortgage interest, property taxes (ad valorem taxes), discount points, and certain loan 
origination fees are deductible.  

2. Not deductible—principal, homeowners’ insurance premiums, and HOA (homeowners’ 
association) fees.  

3. To obtain a deduction the taxpayer must use an itemized return.  

C. Depreciation tax deduction for investment property  

1. Tax advantages such as depreciation often offset the disadvantage of liquidity.  

a) Depreciation is treated as an expense and is a line item on an income statement.  

b) Depreciation can only be applied to the building and not the land, since land does 
not wear out over time.  

2. Residential income property must be depreciated over a 27½-year period using straight-
line depreciation.  
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3. Commercial income property must be depreciated over 39 years using straight-line 
depreciation.  

4. Straight-line depreciation requires that an asset must be depreciated by equal amounts 
each year over its useful life. (Variable, accrued, and passive depreciation are not used 
for this deduction.)  
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REAL ESTATE MATH 
 

I. SIMPLE BASICS  

A. Using a calculator  

1. You will have a simple calculator available during your examination, and you will not 
be allowed to bring in your own. The testing services provide calculators that include 
the ability to add, subtract, multiply, and divide. These calculators perform calculations 
in the standard way. For example, if you are adding the numbers 12, 15, and 37, you 
simply key in the problem as you would visualize it: 12 + 15 + 37. 

B. Decimals and fractions  

1. Decimals and fractions express parts of whole numbers, since not all calculations come 
out evenly. ½ is a fraction that expresses 1 part out of 2. It is really a division problem 
stated as 1 divided by 2. Calculators and computers are not set up to easily deal with 
fractions, so they are converted to decimal fractions by performing the calculation. On 
the calculator, 1 ÷ 2 = .5 or 0.5 (these are the same thing).  

a) For example, if you are calculating what part of the month of June 19 days 
represents, this would be 19 days (the part) divided by 30 days (the whole month). 
You could state it as 19/30, but that is probably not an available exam answer and 
would be difficult to use on a calculator. Instead complete the division indicated by 
the bar or slash mark: 19 ÷ 30 = 0.6333. 

Depending on the calculator, this could look like 0.63333333 … (to the end of the 
display). This would occur on a floating decimal calculator. It could also look like 
0.63 if the calculator is set to display only two decimal places. The calculator 
available for the exam will most likely have the floating decimal display.  

2. If you are solving a multiple step problem that will use the first result in another step, 
leave the first calculated result on the display (don’t touch CLR or C). If you instead 
write down the 0.63 display, clear the calculator, then key in just 0.63 you will only be 
using part of the actual calculated decimal fraction. Most of the rime, you would not 
detect any difference in the final calculated result compared to the test answer choices, 
but if you are involved in a million dollar property sale, it could lead to a significant 
error for things like loan payments or tax prorations. These errors are called rounding 
errors because when you cut off the extra digits from the first calculation, you are 
rounding the number.  

3. If you are using a floating decimal calculator, you can round a displayed result to march 
the exam answer choices—usually no more than four places to the right of the decimal 
point. For rounding, look one digit beyond the number of places in the exam answer (in 
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the example above, the fifth digit beyond the decimal) and if the next digit is 5 or 
greater, increase the last digit in the rounded answer by l. If the next digit is 4 or less, 
just cut off the digits beyond the fourth digit without adjusting the last digit.  

a) For example, if you are dividing $34 into 13 parts, you will get: 34 ÷ 13 = 
2.61538462 … 

If the answer is to be in dollars and cents, you need to round to just two decimal 
places. Because the third digit is 5, you would round to $2.62 to match the correct 
exam choice.  

4. If you are using a calculator that allows you to set the number of decimal places 
displayed, be sure to set it to display at least as many decimal places as the answers 
require. In the calculation above, if you had the display set to zero decimals, you would 
see a display of 3 which would likely be confusing, especially if an incorrect answer 
choice was $3 to test your understanding of rounding errors.  

C. Percentages  

1. Percentages are another way to use decimals. Normal decimals represent parts of the 
whole number 1 (or 1.0000). In the first example, ½ = 0.5 or 0.50 (the same thing). 
Percentages relate the same part to the whole number 100. If the decimal fraction is 0.50, 
multiply that decimal by 100 and add a percent sign (%) to get the percentage: 0.50 x 
100 = 50%.  

a) You can always change a decimal into a percentage by multiplying by 100. To 
convert a percentage to a decimal, divide by 100: 50% ÷ 100 = 0.50 as a pure 
decimal fraction.  

b) Note that you can make either conversion by simply moving the decimal point two 
places. To convert a percent to a decimal, move the decimal point two places to the 
left: 50% = 0.50. To convert a decimal to a percent, move the decimal point two 
places to the right; 0.25 = 25%. 

2. Some calculators have a % key to do this conversion. Be careful, they do not all work 
in the same way. Unless you are sure how the % key works on a particular calculator, 
just do the simple conversion yourself.  

D. Don’t make math harder than it is 

1. The exam includes multiple possible answers. If you are having trouble finding the 
answer, work backwards. Put the possible answers into your formula and see if any of 
them make the calculation true. 

2. Don’t spend more than a few minutes on a math question. If you don’t get it the first or 
second try, either make an educated guess, or flag the question and come back to it if 
you have time when you are finished with the rest of the exam questions. 



  
  
 

56 
 

II. AREA CALCULATIONS  

 The area of a lot and the floor area of a structure are both common calculations in real estate. 
In practice, many of these can be quite complex and are the appropriate specialty of land 
surveyor or possibly an appraiser.  

A. Area of a lot  

1. For test purposes, most lots will be rectangles or squares. The lot is usually measured in 
feet which may be signified by the ’ symbol (e.g., 25 feet may appear as 25’).  

2. Frontage is a term used to describe the dimension of a lot that lies along a street (or 
sometimes along a lake or river) since this exposure may be very valuable for 
commercial exposure or access to recreational amenities. Traditionally, frontage is the 
first number used in describing the lot. A 65 foot by 110 foot lot has a frontage of 65 feet 
and is 110 feet deep, meaning the distance between the front lot line and the rear lot line.  

3. The area of a rectangle is calculated as: Area = Width x Length. If the lot dimensions 
are in feet, the result will be the area in square feet. A square foot is simply one foot 
wide and one foot long.  

4. Practice questions  

a) What is the area of a lot 70 feet by 200 feet? (See Figure 1)  

Area of a rectangle = Length multiplied by Width (A = L x W)  

(1) Solution: 70 x 200 = 14,000 square feet.  

b) What would the above lot sell for at $3 per square foot plus a $5 premium per front 
foot?  

(1) Solution: Area: A 70’ x 200’ 14,000 square feet. Selling price; 14,000 square 
feet x $3 per square foot = $42,000. Plus 70 front feet x $5 = $350 premium in 
addition to the price per foot. $42,000 + $350 = $42,350 selling price.  

 

Figure 1 

 

Lot for Practice 
Question 4a and 4b. 
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B. Area of a building  

1. For most uses, the square footage or floor area of a building is measured using the 
exterior dimensions of the foundation. This sounds simple, but foundations may have 
many sides or even curved walls. In addition, some designs have upper levels that extend 
beyond the foundation. Different market areas have different traditions about which 
areas are included or excluded in square footage calculations, such as garages or 
basement areas. You will learn about these differences in the local practices of your 
community. For testing purposes, square footage problems are usually simple rectangles. 
To calculate the square footage or area of two-story house, include the square footage of 
both levels.  

2. Practice questions  

a) What is the square footage of a single-level house with exterior dimensions of 75 x 
32 feet?  

(1) Solution: A = 75’ x 32’ = 2,400 square feet  

b) What would be the square footage of the same house if it had two stories?  

(1) Solution: A = 75’ x 32’ x 2 (stories) = 4,800 square feet  

c) A residential lot is 65’ x 110’ and zoning limits the home’s footprint (which means 
the building cannot exceed these dimensions but can have more height) to 40% of 
the lot. What is the square footage of the largest two-story house that can be built on 
the lot?  

(1) Solution: A = 65’ x 110’ = 7,150 square feet for the total lot. Allowed footprint 
= 7,150 x 0.4 = 2,860 square feet for the footprint; for two stories, 2,860 x 2 = 
5,720 square feet.  

C. Price per square foot  

1. Agents often compare the price per square foot among properties they are evaluating, 
and in some markets, buyers are concerned with the price per square foot.  

a) price per square foot = Selling price ÷ Area in square feet  

2. Practice questions  

a) What is the price per square foot of a house that measures 35’ x 40’ that recently 
sold for $220,000?  

(1) Solution: A = 35’ x 40’ = 1,400 square feet. $220,000 ÷ 1,400 = $157.14 per 
square foot  

b) If an industrial lot is 250’ x 375’ and sold for $1.15 per square foot, what was its 
sales price?  
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(1) Solution: Price = 250’ x 375’ x $1.15 = $107,812.50  

 

III. INTRODUCTION TO CIRCLE FORMULAS  

 Many real estate calculations involve three parts, and if you know two of them, you can 
calculate the third. Circle formulas are easy when you remember the mechanics. (See Figure 
2) 

 

Figure 2 

 

Circle Formulas 

 

 

A. Property Tax Calculations  

1. Property taxes are charged (levied) based on an assessment rate. The assessor (usually a 
county official) uses mass appraisal methods to place a value on each privately-owned 
property in the jurisdiction, which is usually the county, township, or similar political 
division. The county commissioners or other similar body determines the total budget 
for the jurisdiction based on the services and needs of the county. The assessor then has 
the job of distributing the tax burden to each of the privately-owned properties. Most 
taxing areas have several classes of property such as residential, commercial, 
agricultural, and so on. These classes may have different taxing rates.  

2. The assessor multiplies the actual value (as appraised by the assessor) by the tax rate for 
the class of property to determine the real property tax that the property owner will owe 
(See Figure 3).  

a) Assessed value = Actual (appraised) value x Assessment rate  
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Figure 3 

 

Circle Formula for Taxes 

 

3. The assessed value is smaller than the actual value.  

a) Annual tax = Assessed value x Tax/Mill rate  

4. The sum of all the annual tax amounts must equal the total budget.  

5. The tax rate is expressed as a fraction of the assessed value. It may be a percentage (an 
amount of tax per $100 of assessed value) or a mill which is an amount of tax per $1,000 
of assessed value. This tax based on $1,000 of assessed value is called a mill rate. If the 
tax rate is given as a whole number such as 85 mills, convert it to a decimal fraction by 
dividing by 1,000 (85 ÷ 1,000 = 0.085). If the tax rate is dollars per $100 of assessed 
value, divide by 100. 

6. Tax calculations based on the actual value are often two-step calculations. The first step 
is to determine the assessed value needed for the circle formula.  

a) If the assessor has determined that a property has an actual value of $350,000 and 
this class of property has an assessment rate of 29%, and the tax rate is 92 mills, 
what is the annual tax?  

Assessed value = Actual value x Assessment rate 350,000 x 29% (remember 29% is 
0.29) = $101,500. Use this value in the TAM circle formula (see Figure 4).  

 



  
  
 

60 
 

Figure 4 

 

TAM Circle Formula 

 

Figure 5 

 

Circle Formula for 
Practice Question 6b 

 

The final calculation is: T = A x M = $101,500 x 0.092 = $9,338.00 annual tax in 
dollars.  

b) If a property will be taxed at $4,125 and its assessed value is $225,000, what is the 
mill rate for this taxing jurisdiction? (Use Figure 5)  

(a) 0.02  

(b) 0.183  

(c) 0.0183  

(d) 183  

(1) Solution: $4,125 ÷ $225,000 = 0.0183. Answer choice c is correct.  

(2) The following explanations for each answer choice may explain why you 
answered the question differently:  

(a) You get this calculated result if you have a fixed decimal calculator 
showing only two decimal places. Change the decimal display to four 
places to see answer 3. Four places is safe for any exam calculation. A 
floating display will show more than enough decimal places.  

(b) Be sure to check decimal places and leading zeros.  
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(c) If the question asked for the mills, not the mill rate, then the answer would 
have been 18.3 (multiply the calculated result by 1,000). It is very unlikely 
that a test question would mix mills and mill rate in one set of answers.  

 

IV. COMMISSIONS—GETTING PAID  

 Brokerage fees are generally paid based on a percentage of the selling price of a property. 
(See Figure 6)  

 Note: Commission rates are used for example purposes here and are not intended to imply 
any standard rate. Commission rates are always negotiable and can vary considerably with 
different types of property and geographic areas.  

 

 

Figure 6 

 
To find the commission when the rate and selling price are known. 
cover up the C so R and SP are both below the line and separated by 
the x. The formula is: C = R x SP 

Circle Formula for 
Commissions 

 

A. Example 1: Calculating a sales commission  

1. Croft agreed to pay a 6% commission on the home she listed with Broker Wright. The 
home sold for $80,000. How much was the commission?  

a) R = Rate = 6% (0.06)  

SP = Selling price = $80,000  

C = R x SP 

C = 0.06 x $80,000 = __________  

(1) Solution: 0.06 x $80,000 = $4,800  
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B. Example 2: Sales price  

1. The commission received was $4,800 and the rate was 6%. What was the sales price?  

a) Commission divided by the rate: $4,800 ÷ 0.06 = _________ 

(1) Solution: $4,800 ÷ 0.06 = $80,000  

C. Net to seller  

1. To solve problems involving the net amount to the seller, a new circle formula (see 
Figure 7) and this calculation is needed; Sales price x (100% – Commission rate) Net to 
seller.  

2. Sample problem  

a) The seller will get 93% of the amount that the property sells for (100% of selling 
price minus the 7% commission) and the seller wants this net amount to be $80,000. 

Net to seller in this problem is $80,000 

Sales price is the unknown value.  

 

Figure 7 

 

Net to Seller Circle 
Formula 

 

(100% – Commission) is 93% which is how much of the sales price the seller will 
receive net of commission.  

(1) Sales price = Net to seller ÷ 93% (this is 100% – Commission). To determine 
the sales price that will net the seller the amount wanted; $80,000 ÷ 0.93 =  
$86,021.51  

3. On the test, you may be able to gain lot of information from the answer choices. In the 
above problem, the listing price must be higher than the $80,000 the seller wishes to 
receive, so any answer choices smaller than $80,000 cannot be correct. Also, you could 
multiply each answer choice by 93% to see which one is closest to $80,000. 
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4. Net to seller calculations commonly include other elements such as closing fees and title 
charges. Those fees and charges should be added to the net to seller amount before 
dividing the net percent by the net amount to seller. For example: 

a. A seller has engaged with a licensed agent to sell his home. The agent will charge 
him 6% commission and there are $3,500 in other closing costs. What is the 
minimum sale price needed for the seller to net $78,000? 

i. $78,000 + $3,500 = $81,500 

ii. $81,500 ÷ 94% (100% - 6% commission rate) = $86,702.13 

D. Commission splits  

1. Commissions are always negotiable between the broker (brokerage company) and the 
buyer or seller. Typically the managing broker delegates the power to negotiate this fee 
within limits to the salesperson or broker associate. The total commission is an agreed 
percentage of the selling price. The commission is then split between the brokerage and 
the salespeople or broker associates involved.  

2. Companies will have a written agreement with each employed salesperson or broker 
associate for the way the fee will be split. For example, a company could keep 40% and 
give 60% to the salesperson who actually negotiated and serviced the listing. There may 
also be a split between the listing brokerage company and another brokerage firm that 
brought a buyer for the property. As an example, the listing brokerage might negotiate a 
6% total commission to be paid by the seller. The listing company further agrees to split 
that fee with a cooperating brokerage that brings the buyer with 3% to each company. In 
that case, the commission is first divided between the companies, listing or selling/buyer 
side, and then split between each brokerage firm’s salesperson or broker associate.  

a) Example 1  

For a property with a selling price of $200,000 with a 6% commission, the gross 
commission is $12,000 ($200,000 x 0.06 (6%)). The listing company keeps $6,000 
and shares the other $6,000 with the buyer’s brokerage. The listing company then 
splits its portion of the fee, giving 60% to the listing associate ($3,600) and retains 
the rest ($2,400), If the listing company has a 50:50 split policy with its associates, 
both keep $3,000. (See Figure 8)  
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Figure 8 

 

Example 1: 
Commission 
Split 

 

b) Practice question 1  

A seller lists his home with an agent, Sally, and negotiates a commission of 5.5%. 
The home is put on the market for $435,000. Another agent brings in an offer of 
$420,000, which is accepted. The two companies split the fee equally between them. 
Sally has an agreement to receive 60% of the company’s commission on her listings. 
When the transaction closes, how much should Sally receive from her brokerage 
company?  

(1) Solution: $420,000 x 5.5% = $23,100. Split equally, each company receives 
$11,550, Sally’s brokerage pays her 60%, which is $6,930.  

c) Practice question 2  

A home sells for $150,000 at a commission rate of 6%. The listing brokerage has 
agreed to pay 55% of the commission to the selling brokerage. How much does the 
listing brokerage retain?  

(1) Solution: Listing brokerage pays out 55% and keeps 45% (calculate 100% –
55% = 45%). Selling price x 6% x 45% = $4,050. 
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V. LENDING AND MORTGAGE CALCULATIONS  

 Lenders use specific vocabulary to refer to the terms and conditions of various loan types. The 
following are a few common terms related to lending practices:  

A. Loan-to-value ratio  

1. A ratio is a fraction relating the amount of a proposed loan to the value of the property. 
The ratio is usually stated as a percentage. For this purpose, lenders will use either the 
selling price of the property or the appraised value, whichever is less. Lenders offer 
their best terms to loans with a loan-to-value ratio of 80% or less. If the loan is 80% of 
the value, the down payment (20%) must make up the rest of the selling price.  

2. Loan-to-value ratio + Down payment percentage = 100%  

3. Practice question 

a) What is the required down payment to get a new conventional loan with an 80% 
LTV ratio on a property appraised at $376,000? 

100% – 80% = 20% down  

$376,000 value x 20% = $___________  

(1) Solution: $376,000 x 20% = $75,200  

B. Equity  

1. Lending practices permit home buyers to borrow considerable amounts of money for 
their purchase. As homeowners pay down the remaining balance on their home loan, 
they increase the part of the value of their home that is not pledged as security for a 
mortgage. This part is truly theirs. 

a) Equity is the current market value of the home minus all debts that use the home as 
security for a loan.  

2. A property owned free and clear of all mortgages or home equity loans has 100% equity. 
For example, a home recently purchased using a 100% LTV loan guaranteed by the 
Veterans Administration has no equity.  

3. Practice question  

a) A buyer purchased a property for $90,000 with 10% down. The current loan balance 
is $74,000. The property recently appraised for $116,000. What is the owner’s 
equity?  

(a) $16,000  

(b) $42,000  
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(c) $116,000  

(d) $83,000  

(1) Solution: Equity = Current value – Loans outstanding = $116,000 – $74,000 = 
$42,000. Answer choice b is correct.  

C. Discount points  

1. Lenders may charge points to increase their yield (income) when making a loan. These 
points are calculated on the loan amount, not the total purchase price. Points could also 
be used to pre-pay some of the interest so the lender will reduce the interest rate on the 
loan without reducing the lender’s income from the loan. One point is 1% of the loan 
amount.  

2. Practice question  

A lender is charging 2.5 points on an 80% LTV for a home purchased for $235,000. 
How much is the lender charging in dollars?  

a) Step 1: Find the loan amount 

Purchase price x LTV = Loan amount  

b) Step 2: Calculate the dollar amount of the points  

Loan amount x Points stated as a decimal fraction = Dollar amount 

$235,000 x 80% x 2.5% = dollar amount = ____________ 

(1) Solution: $235,000 x 80% x 2.5% = $4,700  

D. Buyer qualification  

1. Lenders determine the maximum loan a buyer can afford using various percentages of 
the borrowers’ monthly income before and after other debts, such as car loans and credit 
card debt. These percentages vary according to the type of loan and the amounts 
available for down payment. A test question might provide an income and a percentage 
to calculate the maximum loan payment. This payment refers only to the principal and 
interest at the current market interest rates.  

2. Practice question 

a) Jim and Jane are buying a house together, and they earn $65,000 per year combined. 
A lender states that they can qualify for payments up to 28% of their monthly 
income. What monthly payment could they qualify for?  

Their combined income is $65,000 or $5,416.67 per month  

28% x $5,416.67 = _____________ per month principal and interest (P + I) payment  
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(1) Solution: 28% x $5,416.67 = $1,516.68  

E. Loan factor charts  

1. Simple charts are available to estimate loan payments for fully amortized loans over 
various loan terms and at different interest rates. These charts show the dollars of 
payment per $1,000 for each combination of interest rates and loan terms. These 
payments represent the payment to principal and interest and do not take into account 
property taxes, insurance, homeowner fees, or any other ongoing property expenses (see 
Figure 9).  

 

Figure 9  Interest 15 years 20 years 25 years 30 years 

Loan Factors per $1,000 
for a Fully Amortized 
Loan 

 6.00%  8.4386 7.1643 6.4430 5.9955 

6.50%  8.7111 7.4557 6.7521 6.3207 

7.00%  8.9883 7.7530 7.0678 6.6530 

7.50% 9.2701 8.0559 7.3899 6.9921 

 

2. To use the chart, calculate how many thousands of dollars are in the loan (loan amount ÷ 
1,000) and multiply by the factor for the loan Interest rare and loan term.  

3. Practice question  

a) A buyer is obtaining a $165,000 loan at 7%. If the buyer can afford a payment of 
$1,280 for principal and interest, what loan term will allow the buyer to pay off the 
loan in the shortest time period?  

(1) Solution: The loan will be 165 thousands ($165,000 ÷ 1,000). Using the 7% 
row, multiply the factor under each loan term by 165 to see if the payment is 
affordable: 15 years: 165 x S.9883 = $1,483.07, which is too high so repeat 
until you calculate a payment of $1,280 or less. The answer is 20 years (165 x 
7.7530 = $1,279.25).  

F. Interest calculations  

1. Loan interest calculations involve the interest rate (usually stated as an annual 
percentage), the amount of the loan (the principal sum), and the dollars of interest. Some 
calculations are for annual interest and must be done with an annual rate to yield an 
annual interest amount. Other calculations are for monthly interest and must use a 
monthly rate to yield a monthly payment.  

2. Real estate loans are generally paid 12 times a year on the same date each month. As a 
result, monthly payment calculations for the entire loan are based on 1/12 of the year and 
1/12 of the annual interest rate. These calculations are not based on the number of days 
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in a particular month. The lender simply computes the payments for 360 total payments 
for a 30-year loan and expects to receive 12 payments each year.  

3. Most questions on the exam will require monthly interest so it is important to 
remember to divide the annual number by 12. 

4. For interest calculations, use the circle formula in Figure 10 with the following:  

I = Interest amount (annual number will need to be divided by 12 to get monthly 
amount)  

R = Rate of interest  

P = Principal sum (the amount borrowed)  

 

FIGURE 10 

 

Circle Formula for 
Interest 

 

G. Monthly loan payments  

1. Most real estate loans first have payments that include amounts set aside to pay property 
taxes and hazard insurance. They are referred to as PITI payments, which stands for 
principal, interest, taxes, and insurance. The lender will collect the taxes and insurance 
payments in an impound or escrow account and will make the payments directly to the 
tax authority or insurance carrier at the appropriate time. Calculate these payments using 
the principal plus interest from a loan payment table or loan factor chart plus 1/12 of the 
annual taxes and 1/12 of the annual hazard insurance.  
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2. Practice question  

a) Mary and Fred are getting a new first loan to purchase a $250,000 house. They will 
put 20% down and are getting a 6.5% loan for 30 years. The property taxes will be 
$2,100 per year, and the insurance will be $915 per year. Using this information and 
Figure 9, calculate their monthly payment.  

(1) Solution:  

Loan factors: 6.5% for 30 years = 6.3207 x _____ = _______ P + I $1,264.14 

Taxes: $2,100 ÷ 12 =  _______ T 175.00 

Insurance; $915 ÷ 12 = _______ I 76.25  

 PITI = _______ $1,1515.39 

VI. PRORATION  

A. At settlement or closing, certain expenses must be equitably divided 
between the seller and buyer. For example, if the seller paid a bill in 
advance for water and sewer service, it is fair to calculate the cost of 
the buyer’s part of the billing period and reimburse the seller at closing 
for that amount.  

B. When taking the exam, the problem should be prorated as stated in the 
test question.  

C. Points to consider  

1. On the national/general license exam, it will normally be identified who is responsible 
for the closing day.  

2. The party who is identified as having the day of closing will owe or need to be paid for 
that full day.  
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FIGURE 11 

 

Timeline for 
Practice 
Question 1 

 

3. Practice question 1  

A seller paid a $60 water bill for June in advance. If the closing is on June 20, how will 
the bill be divided between the seller and buyer and how will it be charged on the 
settlement statements if the seller has the day of closing and the bill is prorated using a 
360-day year?  

The buyer always owes in advance because the seller paid the bill on the first of June for 
the entire month. The buyer owes the portion of the month from the 21st through the 30th 
or 10 days to the seller.  

To find the days the buyer owes, subtract the total days from the seller’s last day: 30 – 
20 = 10 days.  

The formula is always the same: Total amount ÷ Total days x Days owed.  

a) Solution: $60 ÷ 30 ($2 per day) x 10 = $20. Buyer owes seller: debit buyer and 
credit seller.  

4. Practice question 2  

a) A seller has paid quarterly homeowners’ association dues of $101.20. If the closing 
is on August 17 with the seller having the day of closing and using a 360-day year, 
which would be the correct entry on the settlement statement?  

(a) $48.35 debit buyer  

(b) $101.20 credit seller  

(c) $52.85 debit buyer  

(d) $48.35 debit seller  

(1) Solution: The timeline is July 1 through September 30. With 30 days in each 
month, the total days are 90. For a bill paid in advance, the buyer will always 
owe the seller, so calculate the buyer’s part. The buyer’s first day is August 18. 
Buyer’s days = 30 – 17 in August = 13 + 30 for September = 43 days. Seller 
already paid, so buyer owes seller (debit buyer). 101.2 ÷ 90 = $1.12 per day x 
43 days = $48.35. Answer choice a is correct.  
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5. Practice question 3  

a) Taxes on a home will be paid in arrears on January 1 of next year. The taxes for the 
preceding year were $1,200. With a sale closing on April 15 with the buyer having 
the day of closing and using a 365-day year, how will taxes be handled at closing?  

(a) $858.08 debit buyer, $858.08 debit seller  

(b) $861.37 credit seller, $861.37 debit buyer  

(c) $338.63 credit seller, $338.63 credit buyer  

(d) $341.92 debit seller, $341.92 credit buyer  

(1) Solution: For bills paid in arrears, the seller will always owe the buyer (SOB) 
because the buyer will pay the entire tax bill next year. The buyer is owed the 
seller’s portion for the time the seller occupied the property. The seller’s time is 
January I through April 15 (31 + 28 + 31 + 14 = 104 days). $1 ,200 ÷ 365 = 
$3.29 per day (leave answer in calculator to avoid rounding) x 104 days = 
$341.92. Seller owes this amount to the buyer who will pay the entire bill later. 
Debit the seller $341.92. Answer choice d is correct.  

 

VII. APPRAISAL AND VALUATION  

A. Appreciation and depreciation  

1. Practice question  

a) A home is located in an area that has declined in value by 10% over the last 3 years. 
If the home was bought 3 years ago for $185,000, what would be its estimated 
current value based on this information?  

(a) $205,000  

(b) $166,500  

(c) $129,000  

(d) $179,600  

(1) Solution:  

Original value: $185,000  

Percentage value after depreciation: 100% – Loss = 100% – 10% = 90% 
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$185,000 x 0.90 =  $166,500 (Answer choice b is correct.)  

 

B. Tax depreciation  

1. One income tax advantage of investment properties is that they may be depreciated 
during their lifetime to represent the wearing out of the asset. A non-residential 
commercial property may be depreciated over 39 years. The amount of the depreciation 
is calculated using a method called straight line depreciation in which the total value of 
the structure (not including land) is depreciated in 39 equal amounts over 39 years. This 
depreciation is purely an income tax calculation and is not directly related to the physical 
deterioration, functional obsolescence, or external obsolescence of the property.  

2. Practice question  

a) An investor owns a commercial building valued at $390,000. Using straight line 
depreciation over 39 years, calculate the following:  

(1) How much does the building depreciate each year?  

(a) Solution: $390,000 ÷ 39 years = $10,000 per year  

(1) After 9 years, how much would the investor have taken in depreciation?  

(a) Solution: $10,000 x 9 = $90,000  

 

C. Sales Comparison Approach to Value 

1. Practice question  

a) A real estate sales associate is preparing a CMA for a potential listing. The listing 
property has 1,800 square feet, two bedrooms, one bath, and a fireplace. The home 
across the street sold for $181,000 and has 1,800 square feet, two bedrooms, two 
baths, and no fireplace, A home on the next street over sold for $175,000 and has 
1,800 square feet, two bedrooms, one bath, and no fireplace. If an extra bath is worth 
$5,000 and a fireplace adds $3,000, what would be the estimated market value for 
the subject property?  

(a) $181,000  

(b) $179,000  

(c) $175,000  

(d) $185,000  
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(1) Solution:  

 Subject Across Street Next street 

Sold price    $181,000  $175,000 

Area 1,800 1,800 – 1,800 – 

Bedrooms  2 2 – 2 – 

Baths  1 2 -5,000  1 – 

Fireplace  1 0 +3,000 0 +3,000 

Total adjustments    -2,000   +3,000 

Adjusted price   $179,000  $178,000 

 

Estimated market value $179,000 (do not average the two). Answer 
choice b is correct. 

 

D. Capitalization and cap rate  

1. The income approach to value is used for many income-producing properties because 
the investor is interested in the income from the rents. Converting future net income to 
an estimate of value is called capitalization and is primary tool for commercial property 
appraisers. A capitalization rate represents the yield or return on investment that an 
investor demands.  

a) Capitalization is the process of converting estimated future income into a value.  

b) Net operating income  

(1) The calculation of future income is based on a property’s annual NOI  

Potential annual gross income  $66,000 

– Unpaid rent (2%)  – 1,320 

– Vacancy (3%)  – 1,980 

Effective gross income  $62,700 

– Operating expenses – 29,400  

= NOI $33,300  

c) Cash flow = I (net operating income) minus debt service  

d) Capitalization math  
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FIGURE 12  

Circle Formula for 
Capitalization 

 
 

 

 

 

 

 

 
 

 
 
Income ÷ Rate = Value  
Income ÷ Value = Rate     
Value × Rate = Income 

 

2. Practice question  

a) A small office building has gross rental income of $60,000 per year. The owner pays 
an average of $18,000 per year in expenses. If an investor is seeking a capitalization 
rate of 7%, what would this property be worth?  

(a) $857,143  

(b) $420,000 

(c) $7,000,000  

(d) $600,000  

(1) Solution: Income (NOI) $60,000 – $18,000 = $42,000 annual net operating 
income. V = I ÷ R = $42,000 ÷ 0.07 = $600,000. Answer choice d is correct.  
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E. Gross rent multiplier  

1. An investor considering buying a smaller residential property for rental use might use 
the gross rent multiplier (GRM) for a rough estimate of the property’s value. The 
method does not take into account vacancies or expenses of a building.  

2. The gross rent multiplier is derived from information from several similar rental 
properties in the area using a circle formula such as Figure 13.  

3. GRM values from several properties are reconciled similar to comparables in an 
appraisal The investor then applies the GRM with the formula V = Rent x GRM. A 
GRM number at or above 100 generally indicates a monthly multiplier while a smaller 
number, such as 12, would likely indicate an annual multiplier.  

4. When solving a GRM problem, it is important that the income and multiplier match 
(annual multiplier for annual income and monthly multiplier for monthly income).  

 

FIGURE 13 

 

Circle Formula for 
Gross Rent Multiplier 

 

5. Practice question  

a) If the monthly multiplier in the neighborhood is 150 and property has annual income 
of $12,000, what is its value?  

(a) $150,000  

(b) $175,000  

(c) $102,000  

(d) $196,000  

(1) Solution: 150 x (12,000 ÷ 12 = $1,000 per month) = $150,000. Answer choice 
a is correct.  


