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“I am very concerned about the millions of baby boomers who are counting on the stock 
market to deliver them a safe, sound, long retirement. I am afraid the baby boomers 
who are counting on the stock market are in trouble.”    

Robert Kiyosaki   

Many American economists refer to the first decade of the 21st century as the “lost decade.” 
Those who had investments in stocks at that time know just how devastating it was. In fact, 
Standard & Poor’s 500 Index finished the decade with a negative total return for the first time 
ever. To add insult to injury, stocks showed a startling volatility and real estate prices plummeted, 
leading many people to watch their hard earned investments shrink. Those invested in bonds 
during this decade saw a 6.1% annual return on ten-year treasury notes, which was better than 
the 2.7% per year loss that stock investors experienced.

During difficult financial periods like this, asset classes have high correlations, and with the 
globalization of asset markets, this financial stress increases the likelihood that one sector will 
affect another. During the lost decade, many regions and industries were impacted, leading to 
increased asset correlation. For investors building a retirement portfolio, who recognize they 
can’t afford to put all of their eggs in one basket, low-correlation assets offer an ideal risk/return 
relationship.

Many lessons have been learned from the “lost decade.” Investors are looking for a safe, 
conservative portfolio that is diversified to hedge against the volatility of the markets. A 
growing number of people, especially those in or close to retirement, are discovering that private 
mortgage investing can be a relatively safe, profitable way to earn retirement income.

Introduction
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ABOUT THIS BOOK

In this book, you will learn why private mortgage investing may be a good alternative investment 
strategy to help you diversify your portfolio and earn a good return, including a steady monthly 
cash flow. You will learn the step-by-step process involved in developing and making a private 
mortgage loan and managing your growing investment income.

The idea for this book came about after seeing a substantial increase in the number of questions 
we were getting from members of the Retirement Loft Community (www.RetirementLoft.com) 
who understand the basic fact that, to plan a “smart retirement,” you have to build a monthly 
income from your investment portfolio that equals or exceeds your current monthly income 
while working. 

So to really get a handle on what it is that investors wanted to learn about building income we 
asked all the community members to share their most important questions on Private Mortgage 
Investing. Immediately a flood of questions came in and if you are one of the hundreds of 
people that responded, we want to thank you, since this book attempts to answer your specific 
questions along with all the others. 

Take a quick guess at what the most frequently asked question was.

Yes it was all about the risks of having to foreclose on a loan that went bad. That question 
makes a lot of sense when you are new to the private lending industry. Foreclosure brings up 
plenty of negative thoughts regardless of whether you are a borrower or a lender. However, the 
seasoned professional lender sees foreclosure as an opportunity to be very well paid during the 
foreclosure process and although we can’t recall ever meeting a lender who will make a loan 
they expect to watch fall into foreclosure, we do know many who typically expect to double 
their net profit if a foreclosure occurs in their loan portfolio. 

Later on in the book we’ll cover all the ways you can not only protect yourself from losing money 
from a foreclosure but also how to turn what is often viewed as a negative event into a big boost 
in your net profits. But for now, just to put your mind at ease, pretend for a moment that you 
made a $60,000 loan that was secured by a home worth $100,000. If the borrower defaulted on 
the terms of the loan and you had to foreclose that $100,000 home would eventually become 
your asset. Sure there would be some legal fees and expenses along the way that would chip 
away at your net profit but you would own that property at a price that’s well below the market 
value. In other words, you would have been well paid for the inconvenience of foreclosing on the 
borrower and receiving the home into your portfolio. The most successful private lenders we 
know have a very simple rule they follow when analyzing a loan. They ask themselves; “Would 
I be thrilled to own this property for the amount of money I’m about to loan this borrower”. 
If the answer is yes, they continue their due diligence and typically make the loan, while if the 
answer is no they just don’t put their funds at risk and continue to shop for a better opportunity. 

2



Like any investment, there is no guarantee that private 
mortgage investing will net a profit. But during these 
unpredictable times when traditional assets are more 
susceptible to higher asset correlation, private mortgage 
investing can be a more dependable way to truly 
diversify your portfolio. You are about to discover true 
diversification away from the Wall Street roller coaster 
so many have been forced to ride and we’re excited to 
share this opportunity with you. 

WHAT IS PRIVATE MORTGAGE 
INVESTING?

Private mortgage investing is a market of relatively short-
term real estate loans between individual borrowers and 
lenders. So instead of a bank writing a mortgage, you as a lender become the bank and receive 
interest income on a monthly basis. Billions of these high-yielding real estate loans are made 
each year. Returns are generally around ten percent or higher, significantly outpacing inflation. 
If you need steady monthly income, it’s time to take a look at private mortgage investing as a 
part of your diversified portfolio.

You may be wondering if private mortgage investing is safe given the real estate bubble caused 
by greedy Wall Street banks giving loans to unqualified borrowers. In fact, many hard lessons 
were learned after the real estate bubble burst, resulting in lending institutions tightening up 
their purse strings and making mortgage loan qualification much more difficult. Today, private 
mortgage investing (sometimes referred to as trust deed investing) is rated as one of the safest 
investments you can make because your loan is secured by the value of the real estate collateral. 
In the event that a borrower would default, you can sell the property or take other steps to 
generate monthly income.

HARD MONEY LOANS

Hard money loans are a class of mortgage loans that are backed by the value of a property 
instead of the borrower’s creditworthiness. The property itself serves as the protection against 
possible default by the borrower. The maximum loan-to-value ratio (LTV) is typically lower 
than traditional or soft money loans, falling around 60-70 percent. This provides increased 
security for the lender in the case of borrower foreclosure.

Typically, a hard money loan is used in a turnaround situation, as a short-term financing option, 
or by borrowers in a difficult financial situation such as bankruptcy or foreclosure. Hard money 
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loans share similar underwriting and cost of funds characteristics to bridge loans; however, 
unlike bridge loans which typically refer to real estate in transition, hard money loans can also 
include distressed borrowers and loans secured by a commercial mortgage with higher interest 
rates. 

HARD MONEY LOAN STRUCTURING

The collateral for a hard money mortgage loan is the quick sale value of the property financed. 
These loans are often referred to as a “last resort” for property owners, primarily in the commercial 
real estate industry, as a way to seek capital against the value of their property holdings. 

Here are some important characteristics of today’s hard money loans:

High Interest Rates: Rates for hard money loans are higher than traditional soft money loans 
to compensate lenders for the higher level of risk taken. This also benefits the borrower because 
they are able to quickly get the cash needed during a critical period in a commercial real estate 
project to avoid having to find an equity partner or losing their project or investment altogether.

Lower LTV: The loan-to-value ratio is based on a percentage of the quick-sale value of the 
property. This is usually 60-70% of the total value of the property (value=today’s purchase 
price) and is what the lender should expect to receive from the sale of the property should the 

borrower default on their loan and cause the lender to 
foreclose and sell the property within a period of one-to 
four months.

First Lien Position Funding: Hard money lenders 
usually fund in the first lien position. This means that if 
the borrower should default, the lender is first in line to 
receive payment following foreclosure of the mortgage 
and the resulting quick sale of the property.

CROSS COLLATERALIZATION

Occasionally with the lower loan to value ratio, a hard 
money loan isn’t enough for the borrower to pay off the 
current commercial mortgage lender. In this case, the 
hard money lender can take a “cross lien” on the equity 
in another of the borrower’s properties as an alternative 
to a potential equity shortage. This “blanket mortgage” 
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or cross collateralization of more than one property allows the hard money loan to meet hard 
money lender LTV guidelines.

HARD MONEY AVAILABILITY, LOAN RATES, AND TERMS

Hard money loans aren’t usually offered by banks because they don’t fit the lending criteria for 
any number of reasons. Because of this, hard money loans are more likely to originate from 
individual investors, investment pools, and businesses with the expertise to handle customer 
needs. To offset the risk taken by the hard money lender, hard money loans usually have higher 
points and interest rates than traditional mortgage loans.

Borrower Benefits

There are several benefits for the borrower. These include:

• Avoidance of a “quick sale” or foreclosure of a property

• Extended time to get finances in order

• Preservation of the property’s equity

• Quick option for financing properties purchased at foreclosure auctions

• Allows acquisition of bank REO properties when conventional lenders deny financing 
due to the stigma associated with the property

BRIDGE LOANS

Like a hard money loan, a bridge loan is a short-term loan (from two weeks to three years), and 
is used by a property owner to meet financial obligations or “bridge the financing gap” until 
permanent financing is secured. Bridge loans provide immediate cash flow to borrowers and 
usually have higher interest rates, points, and other associated costs to compensate for the shorter 
time frame and risk involved. As with hard money loans, bridge loans are backed by collateral 
found in the real estate and can require a low LTV ratio or cross-collateralization. Bridge loans 
refer to a temporary loan or “bridge” to a long-term conventional mortgage solution. In contrast 
to a conventional loan, they are arranged quickly, require less documentation, and allow the 
borrower to access funds quickly. This allows the borrower time to stabilize the property and 
avoid bringing additional partners or investors into the project. Bridge loans are usually repaid 
when the borrower’s credit improves or when the property is improved, completed, sold, or 
refinanced through a conventional mortgage lender.
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BRIDGE LOAN STRUCTURING

Bridge loans secured by commercial mortgages have higher interest rates and points than those 
found with a conventional mortgage lender. The borrower can expect points to be anywhere 
from one to three points higher with an interest rate generally between twelve and fifteen 
percent. Additionally, LTV ratios, which are based on the current fair market value, typically 
don’t exceed sixty-five percent.

HOW BRIDGE LOANS CAN BENEFIT THE BORROWER

There are many transitional situations where bridge loans can benefit borrowers short-term 
until they can obtain conventional loans. Some of these benefits include:

• Fast closing time for purchase of foreclosure auction properties

• Financing for real estate property in the process of being leased out

• Financing for a property undergoing repositioning/rehab

• Financing for developers to cover a construction project while permits are obtained 

• A place to “shelve” an existing loan until interest rates and credit markets are more 
favorable

• Financing for real estate that the borrower plans on selling in a couple of years, avoiding 
locking into a long-term loan
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Each year, private mortgage lenders answer the demand for billions worth of loans that 
commercial banks and conduit lenders can’t or won’t provide. Due to the global credit market 
crisis, the demand for private mortgages has increased exponentially. In fact, according to 
statistics gathered by Morningstar, U.S. CMBS Issuances went from 230 billion in 2007 to a mere 
80 billion in 2013. This sharp decline in commercial mortgage backed securities has opened 
the door for private mortgage fund investors to take advantage of high quality investment 
opportunities in private commercial mortgages.

Future projections indicate that the demand for these types of loans will continue to rise given 
the current credit crunch and more stringent underwriting standards. Many circumstances, 
including emergencies, divorce situations, liens or IRS judgments, property issues, failure to 
meet standard guidelines, mixed use properties, or other scenarios cause institutional lenders 
to deny loans, prompting borrowers to seek private money like bridge loans or hard money 
loans to take care of their financial needs.

Is Now the Time to Invest in Real Estate?

You may have heard that now is not the time to invest in real estate given our current foreclosure 
crisis, which isn’t expected to let up soon. While it is true that the housing market is still 
recovering, this climate presents a prime opportunity for real estate investors, who are quickly 
snatching up distressed properties and undervalued assets. And where do these investors turn 
when they are unable to get traditional loans? That’s right—private mortgage lenders. 

The Private Mortgage  
Lending Market 
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Private Mortgage Investing or Rental Property Investing: Which 
is a Better Option For You?

So how does private mortgage investing stack up against rental property investing? That 
depends on how much you have to invest, how hands-on you want to be, and how much you 
expect to yield. Here is the breakdown.

Rental Property Pros and Cons:

• Potentially high yields and capital appreciation

• Difficult to diversify a real estate portfolio, including purchasing across asset classes 
and in various geographical locations, when working with a smaller budget

• Subject to transaction costs and ongoing maintenance costs

• Significant time and management commitment to maintain (or hire someone to 
maintain) the property on a day-to-day basis

While both are viable real estate investing options, there are clear differences that should be 
taken into account before investing.

BENEFITS OF INVESTING IN PRIVATE MORTGAGES

Safe Investing

Losing money is one of the biggest fears most investors face, and safe investing means different 
things to different investors. Private mortgage investment, unlike mutual funds, stocks, or 
bonds, offers the security of the real estate property. Because hard money mortgage loans are 
based on a percentage of a property’s market value, the chance of the value of a property dipping 
below the loan value is minimal. It is important, however, for the investor to perform all due 
diligence before investing in any private mortgage because failure to do so is the most likely way 
an investor can lose money. The security of the mortgage loan grows with each passing month, 
and the longer the borrower holds the loan, the more secure the investment, unless there is a 
general decline in property values.

Return on Investment (ROI)

Depending on the terms of a private mortgage loan, including the LTV ratio, reason for the loan, 
timeframe, exit strategy, borrower, and other factors, investors can expect to earn somewhere 
between eight and eighteen percent interest on the mortgage loan. It’s even possible to earn 
higher returns if the borrower is willing to pay the higher rates in return for the speed and 
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flexibility of the loan. The returns on private mortgage loans handily outperform many other 
types of investments.

Asset Liquidity

Liquidity refers to the ability to quickly convert an asset to cash. The more liquid the asset, the 
safer it is to invest in that asset because of the ease with which the investor can get out his or 
her money. Savings accounts and money market securities would both be examples of highly 
liquid investments because they could easily be converted to cash. Private mortgage investment 
would be considered a low liquidity investment because it could take some time to find a buyer 
to purchase the investment, and depending on the size of the portfolio, it may take two weeks 
to a month to liquidate the investment.

Measuring Performance

Many real estate experts have trumpeted the phrase “greatest buyers’ market of our generation.” 
What they neglect to mention is that it’s also one of the greatest private lenders’ markets of our 
generation. And unlike the real estate market, it’s relatively simple to determine risk and return 
in the private mortgage lending market.

Even the most qualified borrowers are willing to pay double digit interest rates to borrow the 
money they need given the credit crunch and the gap between what borrowers need and what 
traditional lending institutions are willing to lend. This 
allows lenders to lend conservatively without much 
risk. Very few investments can so prevalently offer this 
ratio of risk to reward, making this a safe, simple and 
incredibly effective way to grow your nest egg.

What Private Mortgage Loans are NOT

Private mortgage loans are not subprime mortgages, 
collateralized debt securities, or “fly-by-night loans” 
based on derivatives (financial instruments that predict 
future price movements for an asset). Instead of betting 
on the value of the asset in the future, private mortgage 
investing uses the current, conservative value of the 
property. This way, the value of the property will hold, 
giving the borrower more incentive to pay back the loan 
and offering the lender the ability to keep their capital. 
Even though these are short-term loans, well-respected 
private mortgage brokers are careful to underwrite 
loans for properties in desirable locations that have 
historically held their value, even in volatile markets. 
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Those who invest in private mortgages are typically conservative individual investors, non-
profits, and organizations who want a safe, high-yield investment to build wealth or grow their 
nest eggs. These investors fall into one of two categories: private mortgage lenders and private 
mortgage investors.

Private mortgage lenders are those who want to make loans on their own. Lenders reap slightly 
higher financial rewards because there is no “middle man” involved in the day-to-day servicing 
of the loan. In contrast, private mortgage investors receive passive income and are not interested 
in dealing with the day-to-day loan servicing, or they want to hire a company to serve as the 
“middle man” and handle the work involved. 

Adding a Mortgage Investment to Your Portfolio

With the increasing correlation of global market assets and unpredictable stock markets, truly 
diversified portfolios are including an ever-expanding list of alternative investments, including 
mortgage investing, to help hedge against inflation and protect against the volatility of the 
markets. Mortgage investments are high-yield, safe, income producing investments that can 
play many roles in one’s portfolio. 

Here are things to consider when deciding whether or not to include mortgage investing in your 
portfolio:

Retirement Planning. Retirement pensions are going the way of the dinosaur, so planning for 
retirement is more important than ever before. People are living longer than ever, and many 

The Difference Between Private 
Mortgage Lenders and Private 
Mortgage Investors 
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retirees will require significantly higher medical expenses in retirement than those in past 
generations.

Growing Income. Financial planners are constantly searching for new options to increase 
income given the continuing low interest rates and a volatile bond market. For example, by re-
allocating a percentage of a portfolio from bond funds, treasuries, or money markets with single 
digit percentages of return to mortgage investments, which typically yield around 10%, you 
can significantly increase the rate of return on a yearly basis, all while remaining conservative, 
maintaining liquidity, and diversifying your portfolio.

Boosting Growth. Many portfolios have been stagnant in recent years given the continuing 
recession and stock market fluctuation. Traditional investing options over the past decade have 
yielded anemic returns that are falling short of funding long-term goals, prompting financial 
planners to turn towards mortgage investment and other alternative investments to re-allocate 
a percentage of investors’ portfolios in order to maintain an aggressive growth profile, lower 
overall risk, increase the rate of return, and diversify. 

Meet the Players in the Private Mortgage Investing Game

There are many players involved in the private mortgage game who make mortgage transactions 
work for the benefit of all involved. 

They are:

Private Mortgage Lenders

As mentioned previously, these are people like you: individual investors with varying amounts 
of money to invest, business owners, companies, retirees, inheritors, non-profits, or even private 
entities (groups of friends or investors). Investors are typically everyday people from all walks 
of life. In fact, banks fund mortgages and other investments with your money, so if you have a 
savings or checking account, you have been in the mortgage investing business without even 
realizing it. However, in this instance, the bank earns all of the benefits.

Mortgage Brokers

Professional mortgage brokers, required to be licensed in most jurisdictions, are trained to 
represent borrowers or lenders. Borrower’s Representatives are mortgage brokers who represent 
and provide a fiduciary service to the borrower. This broker may be compensated by the 
borrower, lender, or both. All payments received must be disclosed to the borrower. Lender’s 
Representatives represent only the lender. They make loans available to borrowers from the 
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lender being represented. These brokers act only in the interest of the lender. In private lending, 
the borrower pays most of the fees unless there is an agreement where the lender or other 
source compensates the broker.

Why Use a Mortgage Broker? 

There are many benefits to using mortgage brokers. Here are a few of them:

• Save Time -- Mortgage brokers are in constant contact with those who need funding 
as well as access to investment opportunities that average individual investors are not 
privy to. They also have access to pension funds, lending institutions, trust companies, 
and private lenders.

• Save Money -- Mortgage brokers can easily absorb many of the costs associated with 
marketing and advertising, saving the lender lots of money.

• Safety Factor -- Mortgage brokers are licensed by the government, meaning they must 
adhere to regulations put forth by the regulatory body.

• Save Hassle of Licensing -- Private lenders must by law be licensed to fund mortgage 
transactions on the security of real estate. Using a licensed mortgage broker eliminates 
the hassle of having to become licensed.

• Borrower Pre-qualification -- A mortgage broker will pre-qualify a borrower before 
they start seeking funds for the borrower. This saves the lender from having to perform 
extensive due diligence and speeds the process up.

By using a licensed private money mortgage broker, a lender can save a significant amount of 
time, effort, and risk while increasing the amount of mortgage investments to choose from. 
These services typically cost very little to nothing in terms of interest rate yield. Brokers can 
be found in most major cities where foreclosure and usury laws aren’t onerous to lenders, and 
should be familiar with state usury laws, foreclosure proceedings, and redemption laws and 
bankruptcy filings in the states they are licensed in. These brokers are sometimes listed under 
mortgage investments. 

While any private mortgage broker will handle originating the loan, finding borrowers and 
real estate investors, and dealing with legal documentation, you will want to work with one 
who sees the investor as his/her client – not the borrower. This broker should perform due 
diligence for the investor and deal with loan servicing, collections, and foreclosure proceedings 
if necessary. Additionally, look for a broker who will consider the interests of the investor a 
fiduciary responsibility. If you want to get out of an investment, this broker will help you find 
a buyer. If unseen problems should occur, this broker will work to make you whole on your 
investment.
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How Mortgage Brokers Are Compensated

Private mortgage brokers charge points and fees to the 
borrower for loan origination and finding an investor 
to fund the loan. They are paid from the borrower 
fund at closing, or the loan amount may be increased 
to cover broker fees. Brokers can offer flexible payment 
options to help the borrower pay a lower fee or even no 
fee by increasing the interest rate so the lender covers 
the broker’s fee. Borrower payments of these points and 
fees shouldn’t reduce the amount the lender receives 
since the lender gets the total interest paid on the note. 
The lender can also claim a credit on their taxes for the 
mortgage brokerage services.

Private Mortgage Borrowers

These aren’t typical borrowers but are often good people who have a financial situation, such 
as self-employed persons who can’t verify all of their income or those with past credit issues 
that prevent them from qualifying for a traditional mortgage. Borrowers may also choose to 
go with a private mortgage to avoid the high insurance premiums associated with conventional 
mortgages or because these mortgages are processed quickly, easily, and with more privacy.

Real Estate Attorneys

Real estate attorneys specialize in all aspects of real estate. Their duties include handling the 
legal aspects of property transactions for buyers and sellers, including purchases, claims, 
disputes, counseling, title searches, and the preparation of documentation necessary to close a 
transaction.

Hiring an experienced real estate attorney licensed to practice in your jurisdiction is 
recommended when investing in private mortgages .Be sure to check the attorney’s background 
to confirm that he or she is in good standing with the state bar association and that he/she does 
specialize in real estate.

Attorneys representing a lender are responsible for dealing with the borrower’s attorney in order 
to ensure that, among other things, the transactions are handled properly and the mortgage 
documents meet state and local standards. The attorney also determines that the appropriate 
amount of insurance has been obtained to protect the investor. 

Attorneys charge legal fees for their services, along with registration costs and disbursements, 
which are paid at the closing of each transaction by the borrower.
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Other Professional Service Providers

To successfully carry out private mortgage transactions, many professional service providers are 
needed. Here are many of the providers necessary to enhance the due diligence of the property:

Real Estate Appraisers

These licensed professionals calculate the true value of the property to determine if the value 
is at or above the amount paid for the property. It’s important for the lender to make sure the 
appraiser is impartial in the process and has no involvement with anyone who is part of the 
transaction to ensure an accurate appraisal report.

Appraisers are experts at using sales data, the MLS (Multiple Listing Service), and public records 
in order to accurately determine a property’s value. Fees charged by the appraiser are paid by 
the borrower.

Insurance Companies

An important risk management tool, insurance is a legal contract that helps hedge against 
possible loss in the future. Before a lender funds a transaction, title insurance and homeowner 
insurance must be in place. 

Homeowner insurance covers the physical property against damage caused by various events 
like flooding, vandalism, fire, and more. The coverage amount has to be greater than or equal 
to the amount of the mortgage loan. The property must be covered by homeowner insurance at 
all times, or the mortgage will be in default. 

Title insurance protects against conflicting claims of ownership, such as a title defect, deed 
error or omission, mistake in record, error in legal description, landowner impersonation, 
overlapping property line, property access, matters of probate, and liens. This type of insurance 
requires only a onetime payment and should clearly state what is covered. In the event that 
a dispute should arise, the title company would pay for the legal fees and the losses to the 
beneficiaries up to the face value of the policy.

Renovation Contractors

These contractors enter the scene when an appraisal or inspection recommend that repairs be 
done. Lenders determine an amount, for example $3,000, and if the repair is estimated to be 
above that amount, a licensed renovation contractor will be called to do the work either before 
or after funding. If the repair amount is less, the homeowner can do the work themselves when 
they choose to. Of course, a licensed contractor should be used for repairs that involve a great 
deal of skill like electrical, roofing, plumbing, and other related repairs. Alternatively, the lender 
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can have their lawyer retain the cost of the repairs in the trust account so that the repair can 
be completed after closing. Because property damage is a threat to the lender’s investment, 
especially in the case of a second mortgage, it is recommended that major repairs be done or 
funds be withheld in a trust for project completion.
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There are a number of factors for a private lender to consider when setting up a legal and tax 
structure for a private mortgage investment. Such factors include:

• Tax considerations

• Personal goals

• Potential risk/liability

• Investment amount

• Expected amount of returns

It is important to consult with a mortgage broker as well as seek professional legal and accounting 
advice before putting a system of investment in place. Here are the most commonly used tax 
and legal structures.

Sole Proprietorships. Private lending operations often start out this way. The sole proprietor 
owns all the invested capital and profits and assumes sole responsibility for debts and liabilities. 
By law, the sole proprietor is viewed as the business, so profits generated are reported as personal 
income for tax purposes. Business expenses or losses can be deducted, so it’s a good idea to 
maintain separate bank accounts for personal use and private mortgage lending. The advantage 
to sole proprietorship is that it is relatively easy to set up.

Partnerships. A partnership is basically a sole proprietorship with more than one owner, so 
two or more people contribute capital to fund private mortgages. These contributors are the 
business owners based on the percentage of capital they have contributed. This doesn’t have to 
be 50/50; it can be any percentage determined in the partnership agreement.

As with a sole proprietorship, these partners are viewed as the business and receive all of the 

Tax and Legal Structures  
Related to Investing 
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profits and losses associated with it through their personal accounts. This structure is relatively 
easy to set up, but partners must have a legal agreement in place that outlines the decision-
making process, how profits will be shared, how future partners will be added, how to buy out 
partners, how to resolve disputes, and steps to dissolve the partnership should the need arise. 

Corporations. Corporations are independent of their owners and don’t dissolve with changes 
in ownership. This structure limits the personal liability of the owners but also creates double 
taxation of earnings. Like individuals, corporations can enter contractual agreements, be sued, 
borrow money, own assets, and more.

Owners of the corporation are considered shareholders. These shareholders elect a board of 
directors who are charged with overseeing major decisions and policies, all with the goal of 
providing returns for its shareholders. Incorporation costs vary depending on the jurisdiction 
you are in. 

S-Corporations. Like corporations, S-corporations offer the advantage of limited liability; 
however, they do not pay federal taxes. Both profit and losses are passed on to the shareholders. 
S-corps are popular for startups, but there are some disadvantages to be aware of as the business 
grows. It is advised that you discuss this option with an attorney and accountant to understand 
the benefits and drawbacks of an S-corporation.

Limited Liability Companies (LLCs). LLCs are corporate structures that protect members 
from personal liability. LLCs combine the liability 
protection found in corporations with tax benefits and 
management flexibility associated with partnerships. A 
popular choice for those considering partnerships or 
sole proprietorship, taxes on profits and loss deductions 
are handled at the individual level through the personal 
tax returns of each LLC member instead of being taxed 
at the company level, which eliminates double taxation. 

Mortgage Investment Clubs. These clubs, which are 
typically organized as partnerships, include a group 
of investors who pool their money together to invest 
in private mortgages. Mortgage investment clubs are 
helpful for new investors to learn more about mortgage 
investing or those with a limited amount to invest. Club 
members aren’t typically involved in deciding which 
mortgages to fund; instead, they hire mortgage brokers 
to handle the management services for their portfolio.
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There are a variety of ways to invest in private mortgages, depending on your investment 
strategy and preferences. Here are some of the most common strategies:

1. Single notes—With this type of investment, investors purchase and exclusively own single 
whole notes which are secured by the value of the property. The borrower pays the investor 
monthly in the form of a mortgage payment, which is disbursed to the investor by a servicing 
agent each month. Single notes give the investor the ability to explore opportunity costs and 
control all aspects of their investment decisions.

2. Fractionalized notes—These are similar in structure to single notes, except they are owned 
by anywhere from two to ten investors who all own an undivided interest in the note and 
receive a proportionate allocation of monthly mortgage interest paid to them on a monthly 
basis.

3. Mortgage Pools—These are like mutual funds, except instead of holding stocks and bonds, 
they are funds that hold mortgages. Before you decide to invest in a mortgage pool, research 
the nature of the pool and its legal structure. Each pool is different depending on a number 
of variables like risk level taken by the pool, types of loans held, and other factors. Benefits to 
mortgage pools include:

• Good annual returns (typically 10-12%)

• Diversification

• Steady monthly income potential

• Compounding interest

• Minimal management hassle

• Leveraging capabilities using institutional investors

• Ability to be fully invested all of the time

Ways to Invest
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4. Mortgage Investing with Your IRA—Many investors don’t realize that you can capitalize on 
tax advantages by growing your mortgage investment through your individual retirement 
account. For example, you can invest in a mortgage pool with compound interest AND reap 
the tax advantages of your IRA, transforming a short-term investment into a powerful long-
term investment vehicle.

Step-by-Step Instructions for Private Mortgage Investing

Private mortgage investing works the same way bank lending does. Here are the basic steps:

1. The lender identifies a potential borrower OR a borrower contacts a mortgage broker for a 
mortgage loan to refinance, purchase, bridge, or build a property. 

2. The broker checks the documentation for the transaction and feels it is acceptable.

3. The broker performs due diligence to validate the borrower’s ability to take out the loan.

4.  The broker presents the transaction to the private investor.

5. Due diligence is performed on the property.

6. With the lender’s approval, the interest rates and loan-to-value ratio are set.

7. The borrower is sent a mortgage commitment letter.

8. The borrower signs the commitment (if terms and conditions are approved).

9. The lender’s attorney reviews the commitment letter.

10. The lender moves funds into the attorney’s trust account to fund the loan.

11. The attorneys for the lender and borrower prepare the closing documents.

12. The borrower signs the necessary documentation with their attorney.

13. Closing is completed and the lender is given post-dated checks for the monthly mortgage 
payments.

This process is the same when private lenders are lending as part of a group or corporate entity, 
except the steps are carried out by the managers of the fund
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As an investor, especially one new to private mortgage investing, it is important to work with 
individuals who are well-versed in the mortgage industry; otherwise, you could find yourself 
looking to borrow! Inquire with professional sources like mortgage brokers, real estate brokers, 
real estate lawyers, and accountants to help guide you in the right direction and help you find 
the appropriate professional connections.

Property Types

Brick-and-mortar properties provide security for private mortgage investments, so the 
characteristics of each property should be taken into careful account. Other than location, 
one of the most important features to look at is the type of property. Each type of real estate, 
regardless of whether it is a residential home, mall, apartment building, office building or other 
type of property, has characteristics that carry a certain degree of performance and risk. 

What Is Real Estate?

Investopedia defines real estate as “Land plus anything permanently fixed to it, including 
buildings, sheds and other items attached to the structure. Although, media often refers to the 
‘real estate market’ from the perspective of residential living, real estate can be grouped into 
three broad categories based on its use: residential, commercial and industrial. Examples of real 
estate include undeveloped land, houses, condominiums, townhomes, office buildings, retail 
store buildings and factories.” This includes the land and items attached to the land and all 
fixtures found in buildings (i.e. plumbing, heating, lighting, etc.).

Non-income producing and income-producing are the two main types of real estate properties. 
Non-income-producing real estate refers to residential units that don’t draw income. When 
investing in these types of properties, it is important to verify that the borrower’s income is 
sufficient to pay the mortgage payments since the properties won’t be producing extra income. 

Finding and Analyzing 
Investment Opportunities 
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Income-producing real estate falls into four basic categories:

1 Multi-family residential properties like shared housing, apartments, townhomes, and 
condos.

2 Office buildings which are typically located in urban and suburban office parks. These are 
considered prime investments for private mortgage lenders due to their typically convenient 
locations and high profiles. They are, however, more susceptible to economic swings and 
have high operating costs.

3. Retail properties like those found in shopping malls and strip malls perform well during 
times of economic growth when retail sales are high. Returns are generally more stable than 
those of offices given the longer tenure of the lease and the retailer’s hesitancy to relocate in 
comparison to office tenants.

4. Industrial properties are the most volatile types of real estate (other than hotels) and are 
typically smaller investments, require less management, and boast lower operating costs 
than office and retail properties.

EVALUATING POTENTIAL OPPORTUNITIES

Private mortgage investing is a simple but powerful way to build wealth and save for retirement, 
but it is always important to perform due diligence to get the best results. Regardless of the 
economic environment, lenders can always invest funds by setting conditions that meet 
conservative lending criteria, thus avoiding loss of capital. Here are some questions to ask 
yourself when analyzing investing opportunities:

• Why am I being considered by the broker for this transaction? Is it simply because they 
know I have the funds, or is it because I have already completed similar transactions?

• What’s in it for me?

• What do others know about the property that I don’t? Have others turned down the property? 
If so, why?

• What is the risk profile? Is it priced too high?

• Is this safe and profitable?

• What is my exit strategy?

• What is the borrower’s exit plan?

By answering these questions, you can get a better idea of the “big picture,” which, along with 
the consideration of external factors, can help you make a more informed decision.
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VALUATION OF PROPERTY

Once you find a property that looks like it might be a 
good investment, the first thing you will want to do is 
determine the market value. This step is very important 
because the first concern of a lender is always collateral 
because other factors, like the borrower’s credit score, 
income, and debt ratio, will not be able to help the 
borrower pay back a loan in the case of default. Basically, 
the collateral is what secures the loan and makes it safe.

Valuation Considerations

Because private money lending is basically equity based 
lending, the real estate value is very important. For this 
reason, any type of real estate loan will go through a 
lending risk assessment which weighs the mortgage amount against the appraised value of the 
property. This is called the loan-to-value ratio (LTV). The lower the LTV, the more secure the 
investment from a lender’s standpoint. The LTV can vary greatly depending on the lender and 
other factors, but typically the more atypical the property or situation, the lower the maximum 
LTV offered by the lender or investor. 

Independent appraisals are important, but should be carefully reviewed to make sure that the 
value has been based on current and future estimated market value instead of historical values.

The loan-to-cost ratio (LTC) should also be considered for valuation. The LTC compares the 
loan amount being used to finance a project to the building cost of the project. The higher the 
LTC ratio, the higher the risk. This ratio takes into account the amount of cash the borrower is 
investing in the real estate and is generally much higher than the LTV ratio.

Other Forms of Collateral

Other sources of collateral aside from the property itself may be used, including personal 
guarantees, the assignment of corporate stock, interests in LLCs or partnerships, life insurance 
policies, bonds, or leases, as well as the collateral of other properties that could be used for cross 
collateralization.
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THE APPRAISAL

What exactly is the real estate appraisal? It is the valuation of a real estate property as estimated 
by an authorized person. To be valid, this appraiser must be licensed within the jurisdiction 
where the property is being appraised. A qualified appraiser will use several different techniques 
to get an accurate estimate of a property’s value. Clients should always clearly communicate 
the purpose of the appraisal and the type of value opinion being sought to be sure that the 
objectives are understood. A variety of values can be estimated, including liquidation value, 
market value, net realizable value, and other values depending on the project. That said, stated 
values, regardless of how well researched, are only an opinion and can’t really be tested unless 
the property is sold. Here are some common types of values:

Market value—The price a property is expected to bring given current market conditions. 
There is a specified date of sale and transferring of title from the seller to the buyer under the 
following conditions:

• Both seller and buyer are motivated.

• Both parties are acting in their own best interest and are well informed.

• Exposure in the open market has been allowed for a reasonable amount of time.

• Payment is made.

• The price reflects the normal consideration for the property (not affected by special financing 
or sales concessions on behalf of any party associated with the sale of the property).

Liquidation value—Like market value except that the sale has to occur within a limited future 
marketing period, as specified by the client. In this case, the appraiser understands that the 
only the buyer is motivated and that only a limited marketing effort is possible to complete 
the sale. The liquidation value is lower than the market value since the seller needs to sell the 
property before it has had the time to reach its full market value. An example of this would be a 
client who wants to sell a property in ten months that would usually require an eighteen month 
marketing period to reach full market value. Because of this, the appraiser would decrease the 
market value of the property given the constraints of the shortened timeframe. 

Net realizable value (NRV)—Net proceeds that can be realized by a company when the property 
is sold. The main difference between realizable value and market or liquidation value is the 
disposition cost. The NRV can deduct for fees, operating expenses, insurance, utilities, financing 
costs, or rent during the marketing period. The NRV is most often utilized by investors and 
lenders.

Insurable value—The property value specified by an insurance company indicating the amount 
that would be paid in the event of property loss. This is usually considered to be the cost of 
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replacement minus non-insurable items and deterioration. It is also the percentage of the value 
of an asset or asset group included in the provisions of an applicable loss insurance policy.

Investment value—Different from market value, which is impersonal, investment value is the 
value of an investment to a specific investor who has the capability to put it to its most valuable 
use.

Going-concern value—This refers to a company’s value as an ongoing entity. 

Use value—This value refers to the value of specific property for a specific use.

What Is Being Appraised?

The appraiser is typically valuing “bundles of rights” in one or more of these categories:

1 Fee Simple Estate is recognized as the highest form of real estate ownership. In this case, 
the owner is entitled to full ownership, limited only by escheat, taxation, police power, or 
eminent domain.

2. Leased Fee Estate is ownership by a landlord with the rights of occupancy and use as 
specified by the lease to others as outlined in the contract terms within the lease.

3. Leasehold Estate is the interest held by the renter or tenant through a lease stating the rights 
of occupancy and use for a set term under specified conditions.

Real estate appraisal reports are prepared in one of three types of reports: a self-contained report 
(including an introduction, regional analysis, local area analysis, market analysis, real property 
taxes and zoning, highest and best use, possible additional sections), a summary report, or a 
restricted use report. 

Three Approaches to Valuation

There are three approaches to the valuation process. They are as follows:

The cost approach. With this approach, the market price is equal to the cost of the land plus the 
cost of construction, minus the depreciation cost. This is most applicable to new properties that 
have been developed to the highest and best use.

The sales comparison approach. A popular methodology, the sales comparison approach 
uses the principle of substitution, meaning that purchasers wouldn’t pay more for a real estate 
property than the value of a similar property. Generally considered a good gage of value, it doesn’t 
factor in added value from unique characteristics of a property, which will go unaccounted for.
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The income capitalization approach. This approach is based on the assumption that a 
property is producing income. It is most relevant when there is adequate rental rate information 
in the current market. It is also helpful when investors are looking to acquire similar properties 
to generate rental income and anticipated future appreciation. Properties like apartment 
complexes, retail centers, and other real estate developed for the purpose of producing income 
are best suited for this approach.

Calculating Net Operating Income

Net operating income (NOI) is a property’s operating income after factoring vacancies and 
deducting operating expenses, but before interest and income taxes have been deducted. NOI 
is widely considered to be one of the most important calculations made during the appraisal 
process since it represents the property’s cash flow. Mortgage lenders view this as the potential 
annual income for a property. When the appraiser determines a property’s NOI, they reconstruct 
seller’s existing operating statement to double-check the information provided by the seller. 
Many sellers have been known to downplay expenses and inflate income, which makes it 
critically important to obtain a reconstructed appraisal report from a professional appraiser.

Capitalization Rate

The capitalization rate, or “cap rate,” is the rate of return on a property based on its expected 
income. The cap rate is used to estimate the potential ROI for an investor. This is calculated 
by dividing the property’s income (after variable and fixed costs) by the property’s total value. 
The appraisal uses the property’s anticipated net income based on a market derived cap rate to 
estimate the present value of the property.

Appraisal Membership Designations

It’s always good to check an appraiser’s designations and qualifications to ensure that your 
appraiser is qualified and knowledgeable in the type of property you are considering investing 
in. There are a variety of designations which are given out by the Appraisal Institute, a non-
profit global professional association. Here is a list of designations:

SRA—for those who are experienced in analyzing and calculating the valuation of residential 
property.

SRPA—for appraisers with experience in the valuation of industrial, commercial, residential, 
and other property types.

MAI—for appraisers experienced in calculating and evaluating industrial, commercial, 
residential, and other property types. Appraisers with this designation also offer advisement on 
real estate investment decisions.
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SREA—for appraisers experienced in the valuation and analysis of real estate. These appraisers 
can also advise clients on real estate investment decisions. (This determination was given by a 
professional organization that pre-dates the Appraisal Institute.)

RM—for appraisers experienced in single family and two to four unit residential property 
valuations.

Questions to Ask When Evaluating Appraisals

Before investing, it is important to carefully review a property and its appraisal history since 
appraisals can be subjective. Here are some questions you might ask yourself:

• How much is the property being purchased for or how much was it last purchased for? 
If there is a large discrepancy between the purchase price and appraisal, either significant 
upgrades were made to the property or the appraisal isn’t realistic. Cross check the appraisal 
with comparable sales when possible, factoring in the time other properties spent on the 
market and the proximity of comparable properties to the property you are looking at.

• What is the estimated liquidation value? In the event that you would have to foreclose on 
your property and quickly sell it, what is the reasonable amount you can expect it to sell for 
in a distress sale? This should be a conservative figure, and depending on the area, you can 
expect 65% or less of the property’s market value.

• What loan-to-value ratio will you lend up to? More importantly, what will the protective 
equity (percentage of equity remaining in the property) be?

• What property types are you considering? Understand the different weight in value, 
economics, and circumstances surrounding various types of properties for the area you are 
considering lending in. For example, if you lend on industrial property, you may be required 
to conduct environmental inspections.

• Is there a personal guarantee? More than just a handshake, this means that the owners agree 
to be personally liable for loan repayment even if their business can’t repay the loan.

• Is cross collateralization an option? This adds an additional level of safety for you as the 
lender.

UNDERWRITING THE LOAN

Successful investing takes more than just collecting relevant information. That information 
should then be weighed against a set of standards to see if the standards are met. Underwriting, 
also known as due diligence, is the process of evaluating all of the relevant material to assess 
the risk and make a decision to accept a loan application, request additional information, or 
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reject the application. This evaluation is done by an underwriter, whose job is to compare the 
information submitted by the loan applicant with the lending policy of the lender. For this 
reason, every lender should have lending guidelines in place.

The loan-to-value (LTV) ratio and interest rate for the loan are determined by the risk. Standards 
for underwriting vary by institution and even by private lender. However, all underwriting 
guidelines have to be detailed enough to signal alerts for questionable items. The real estate 
crash of 2008 taught us that lenders stand to lose lots of money when underwriting procedures 
aren’t up to par. 

Underwriting the Potential Borrower

Although private mortgage investing is based primarily on the value of a mortgaged property, 
lenders should ensure that due diligence has been performed on the borrower. This is the job of 
the lender’s mortgage broker. The broker should evaluate the creditworthiness of the borrower 
based on several factors, including, but not limited to:

• Capacity to repay the loan (employment, income, overall financial situation)

• Desire to repay the loan (likelihood the borrower will repay based on past credit history)

• Full examination of the borrower’s financial history and documentation including balance 
sheets, tax returns, mortgage statements, credit reports, personal financial statements, and 
other relevant documentation

• Calculation of bankruptcy potential

• Detailed review of credit history (report needs to be less than thirty days old) 

A borrower who doesn’t have a stellar credit history isn’t necessarily incapable of loan repayment. 
The LTV ratio can be lowered or other modifications made to make the loan workable.

 Underwriting the Property

To accurately value a property and ensure that it can support loan repayment, it is crucial to 
understand potential rental income. Lenders use the capitalization rate and the debt coverage 
service ratio as two ratios to help accomplish this.

The capitalization rate, or “cap rate,” is calculated by taking the net operating income of one 
year as a percentage of the value of the property. Cap rates typically fall between 8% and 10%. 

The debt service coverage ratio (DSCR) is the ratio of a property’s annual net operating income 
to the total debt service (including the servicing of principal, lease payments, and interest). A 
DSCR of 1 or higher means the property is generating enough income to cover its obligations.
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In addition to these ratio calculations, current information and experience should be used for 
qualitative analysis. As an example, land values can have a profound effect on property values, so 
market trends impacting land values should be a consideration in our initial property evaluation. 
A couple other key factors included in the underwriting process are the area and location of 
the property and the verification of legal title of the property.

Determining the Loan-to-Value (LTV) Ratio

As mentioned previously, the LTV is a private mortgage lender’s most important tool. For any 
transaction, there are a number of factors that come into play when determining the appropriate 
LTV ratio for a property; FICO score, external environment, and the property itself. The LTV 
ratio shouldn’t be fixed, but rather determined by these three factors. Once the lender has 
determined the LTV, hold to it unless the applicant provides additional information to the 
contrary that wasn’t considered in the initial decision. Don’t be frustrated if the applicant turns 
down the offer; there are a multitude of borrowers out there to choose from!

Mortgage Pricing

Most lenders today understand the importance of the relationship between the borrower’s credit 
score and LTV ratios to underwrite and price mortgage loans. The higher the credit score, the 
higher the acceptable LTV to the lender, and vice versa. 

Determining a mortgage’s interest rate is a perceived 
risk in the transaction. To come up with an appropriate 
interest rate, the private mortgage lender must look at 
the total picture, including the borrower’s credit score, 
LTV ratio, economic environment, and the property. 

Here are some things to consider when determining 
mortgage pricing:

Interest-only mortgages are similar to conventional 
mortgages, except rather than paying monthly principal 
and interest, the borrower pays only interest. This is a 
safer, more affordable option for real estate investors 
and homeowners. These popular mortgages help 
borrowers get on their feet so that they can execute an 
exit strategy by requiring significantly smaller monthly 
payments than would be required with a conventional 
mortgage.
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Risk-based mortgage pricing involves the lender grading the borrower and offering different 
interest rates and loan terms to different borrowers depending on their creditworthiness. This 
grading is based on a variety of factors, including the LTV ratio, credit score, payment history 
and other criteria.

Document verification should be done whenever an applicant applies for a mortgage loan. The 
following documents are very important in determining the applicant’s ability to service the 
mortgage loan:

• Mortgage verification

• Current debt

• Bank account statements

• Income tax returns

• Child support and/or alimony income

• Rental income

• Interest and/or dividend income

• Pay stubs

• Employment verification and information

Liens and Risk

Liens are legal claims, or holds, by one person on another’s property as security for a debt. A 
mortgage is simply a type of lien on a property. Property liens can be created for a number 
of reasons, including judgment liens, property tax liens, federal tax liens, or mechanic’s liens. 
Most commonly, foreclosure is what forces a lien holder or lender to pursue full payment for 
the balanced owed. 

Within the lien hierarchy, mortgages can be classified by “first” and “second” mortgages (also 
referred to as “senior” or “junior” loans). 

First mortgages are issued as security for money borrowed for the purchase of the property. 
This mortgage has priority due to the fact that it was recorded first in county records, and first 
takes priority and gets paid first in the event of a foreclosure. For this reason, it is the most 
secure lien and usually has a lower interest rate.

Second mortgages are typically issued as security for money borrowed to pay off debts or 
perform home improvements. Because they are not first in line, there is higher risk that there 
won’t be enough equity in the event of a foreclosure to pay off the full amount of this lien.
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Here are some additional considerations regarding liens:

Verify the lien priority before the close of escrow by looking at the title insurance policy. As 
mentioned, being the first in line is the best and least risky position for the holder. In the event 
that an error has been made in the title insurance policy, the lien holder has recourse against 
the issuing company.

Request for notification by junior lien holders can be recorded with the county recorder’s 
office to ensure that their lien has been properly recorded. Junior lien holders should also 
notify all senior lien holders of their lien and request prior written notification in the event of a 
foreclosure so that the appropriate steps can be taken in order for the junior lien holder to begin 
his or her foreclosure process.

Tax lien provisions should be included in the note and mortgage stating that if a borrower 
should become subject to a tax lien, the trustor will be required to notify the investor. Since 
governmental tax liens take priority over mortgages, it is important to be aware of any tax liens. 
The note should give the investor the option of speeding up the payoff to protect his or her 
principal in the event of foreclosure on the governmental tax lien.

Second lien holder rights include the opportunity to step up and make the delinquent payments 
to the senior lender in the event of a default. Once this happens, the junior lender can foreclose 
on the property to protect their interest. 

For second mortgage investments, investors must obtain the details of the senior lien to find out 
what is owed, terms of the senior note, and whether or not junior financing is allowed. 

Opening an Escrow Account

An independent, licensed third party escrow company, often the title company conducting the 
preliminary report, should be used to open the escrow account for the transaction for protection 
of both the lender and borrower. This can be done once the funds, written instructions, 
and necessary documents are delivered to the escrow agent by the principal parties. The 
documentation should include the agreement of the principal parties on what conditions 
should be met before the disbursement of funds at the close of escrow. 

Title Search

A title search should be performed to discover any deed restrictions, liens, easements or other 
claims that might affect the property or intended development of the property. Typically, an 
order for an insured loan transaction will be opened with a title company, who will conduct the 
necessary research. Once the results are examined, the title officer will draw up a preliminary 
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report (or prelim) indicating the condition of the title. This report will confirm much of the 
data necessary to pre-screen the property, including the:

• Identification of the legal owner(s)

• Legal description of the property

• Assessed valuation (not always included)

• Assessor’s plat map (local, configuration, and dimensions of the property)

• Existence and hierarchy of liens/legal encumbrances

• Other exceptions including real property taxes, reservations of mineral rights/mineral 
prospecting rights, easements, CCRs (conditions or restrictions), or covenants currently 
affecting the property

Title Insurance

Once the preliminary report has been completed, title insurance can be issued upon the closing 
of the transaction. Since title insurance protects those insured from loss due to events that 
occurred prior to the date of the title insurance policy, the title insurance company conducts 
a very thorough research of the condition of the title prior to the issuance of the policy. The 
premium for a title insurance policy is only paid once (by the borrower) at the time of issuance, 
and the premium amount is relative to the amount of the loan being insured. A mortgage 
investor should always require a title insurance policy.

The Exit Strategy

Because private loans are short-term, it’s important to know the borrower’s plan to repay the 
loan. Knowing the borrower’s exit strategy can help you decide if the plan is workable or if it is 
too risky. You can then decide to raise the interest rate or lower the LTV to accommodate the 
risk or skip the deal altogether.

Here are some of the most common ways a borrower might “exit” the private mortgage:

1. Financing through a conventional lender

2. Selling the property prior to the note becoming due (best for single-family dwellings with 
notes of one year or more)

3. Self-amortization exit (this is not common)

4. Finding an investing partner
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Fraud involves purposeful deception in order to take unfair advantage of another person. It 
is up to the mortgage broker, lender, and underwriter to look for possible schemes. Typical 
property schemes include fraud for housing and fraud for profit. Fraud for housing occurs 
when the borrower gives false information to the lender to qualify for a loan, while fraud for 
profit involves giving false information about either the ownership or the value of a property 
for financial gain.

Loan submissions should be thoroughly evaluated for “red flags,” which can signal data 
irregularities. These red flags aren’t always proof of fraud, but the presence of red flags are cause 
for extreme caution and more thorough investigation of the borrower or other parties involved 
in the transaction. Common schemes can include:

Straw borrower—this is a borrower that is used as a cover when the identity of the actual 
borrower is hidden in order to get loan approval.

Foreclosure bailout —this method is used to pay a property owner’s existing lien in foreclosure. 
When done as a refinance, the title is likely gifted or transferred to another person, often 
a family member or friend, who will then apply for a loan in their own name. If done as a 
purchase transaction, the borrower becomes a “straw buyer,” inflating the sales price to prop up 
an artificially low loan-to-value ratio.

Double escrow—when there are two escrows concurrently on the same property with the buyer 
and the seller being the same party. This is found most commonly with property flipping in 
order to avoid down payments. While not illegal, it is considered to be very risky.

Property flipping schemes—this is when the ownership of a property changes hands frequently 
over a short period of time. This scheme is used to artificially inflate the property value to get 
larger loan amounts, to mask the identity of the real seller or buyer, or to “skim” equity off the 
property.

Equity skimming—a process by which the owner or investor of a property collects monthly 

Watching for Signs of Fraud
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rent but doesn’t make the mortgage payments. These investors often amass several properties 
in a short time frame, making the mortgage payments while acquiring the properties, and will 
then default on the mortgage payments. The investor turns a profit by collecting rent while the 
foreclosure process is running its course. 

Builder bailout—a scheme involving a builder or developer who is motivated to sell property 
due to rising inventory and/or declining demand in order to offset losses. This is done by finding 
buyers to purchase the properties. The buyers then turn around and allow the properties to 
foreclose.

The importance of due diligence in all mortgage transactions cannot be overstated. Lenders 
and mortgage brokers can reduce risk and confirm the credibility of applicants by carefully 
investigating all aspects of mortgage applications to reveal overstatements, discrepancies, and 
pertinent facts that have been left out.

There is a certain amount of risk involved with almost any investment, but a savvy investor can 
identify the risks and take the appropriate steps to decrease the risk. One of the most effective 
tools to mitigate risk for an investor is title insurance. Title insurance is available to both the 
lender and the property owner, but here we will take a look at how it applies to the investor as 
a lender.

Understanding and Managing Risk

There’s no such thing as risk-free investing. Even investments boasting “very low risk” come 
with higher fees and lower returns. Risk can be a scary word for an investor because it can mean 
taking a loss or not earning enough of a return to keep up with inflation. But by understanding 
the inherent risk involved with any investment, it is easier to manage that risk.

Borrower default can disrupt monthly payments, and occasionally it may become appropriate 
to foreclose in order to protect your investment. It is also possible that the amount recovered 
from the foreclosure process might be less than your investment. 

Borrowers may come across circumstances beyond your control, such as job loss or health 
issues, that prevent them from meeting their mortgage loan payments. 

Here is a basic overview of four main risk categories to be aware of if you are a private mortgage 
lender:

1 Normal risks—small percentage of loans that become delinquent due to borrower job loss 
or other circumstances.

2. Cyclical risks—foreclosures occur in a specific geographical location, or nationally, due to 
unfavorable short-term economic conditions.
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3. Catastrophic risks—long-term regional or national economic depression resulting in the 
decline of property values and widespread foreclosures (e.g. subprime mortgage bubble).

4. Fraud—purposely giving false property or credit information in order to obtain a loan.

Other risks include:

• Risk of defective appraisal by the appraiser, or a change in local market conditions affecting 
fair market value

• Risk in management of investments by the mortgage broker

• Compliance risk due to non-conformance with or violations of laws, rules, or regulations by 
the mortgage broker

• Environmental risk where the lender is by law held financially responsible for a property’s 
hazardous waste cleanup

Additionally, private mortgage investments are not insured. In the event that a borrower files for 
full insolvency bankruptcy or reorganization, the foreclosure process could be delayed, costing 
the investor more in legal fees and other associated costs in order to receive relief from the 
automatic stay put in place through the bankruptcy code. The court could then release the 
property so that the foreclosure process could continue or modify the terms as part of a court 
approved financing plan.

Risk management for lenders and investors goes beyond careful underwriting. The use of 
risk management tools and lending and compliance policies should address all aspects of risk 
management, including those mentioned above.
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Mortgage management is the total administration of the process from loan approval to payment 
procedures. Loan servicing includes all activities occurring from loan origination to maturity, 
such as:

• Mortgage management

• Borrower statement preparation

• Payment collection

• Monitoring of tax/insurance requirements and senior liens

• Initiation of collection actions, legal proceedings, or foreclosure activities in the event of 
default

• Responsibility for providing all documentation to investors for monthly interest payment 
disbursements

Once funded, loan servicing companies or mortgage brokerages are often utilized to handle the 
day-to-day mortgage administration and management of the lender’s portfolio. These mortgage 
administrators can provide customized loan service functions for investors including providing 
customer service, enhancing management controls, and helping to maximize profit. It is also the 
responsibility of the service company to provide loan management and pay the interest and/or 
dividend income to the lender.

Mortgage Administrators

Mortgage or loan administrators keep accurate loan records and handle a variety of tasks, 

The Mortgage Management 
Process
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such as reviewing loan applications and supporting documentation, analyzing documents 
for compliance, and reviewing them for accuracy and completeness. They must have a good 
understanding of compliance issues, interest rates, and title reports.

Loan administrators can be of great benefit to the lender by providing the following services:

• Setting up, maintaining, and safeguarding loan files

• Collecting and posting all payments

• Monitoring and maintaining records of all loan transactions and other documentation

• Performing due diligence on all loan files to confirm required documentation is present

• Handling collections as needed 

• Preparing and sending reminder, late, and delinquency notices

Mortgage administrators allow investors to take more of a hands-off approach. A lender can 
find a qualified administrator through a mortgage brokerage or loan service company.

The Mortgage Payoff Statement

A mortgage payoff document is what the lender gives to the borrower describing how to pay 
off the loan. This document, given only after a signed written request is submitted by the 
borrower, states the principal balance due, the rate of daily interest, and prepayment penalties (if 
requested). The calculation can easily be done by adding the principle balance, unpaid charges, 
interest due at closing, and prepayment penalty to get the total payoff amount.

Handling Delinquent Accounts

It is a fact of life that for a variety of circumstances, borrowers will sometimes pay their 
mortgage payments late or will have trouble meeting their payment obligations. Generally, if the 
monthly payment isn’t received within fifteen days of the due date, a late fee is charged. A loan 
is considered seriously delinquent if two or more payments have been missed. For this reason, 
private mortgage lenders should have a plan in place for dealing with default and arrears. It is 
best to consult with a mortgage broker or lawyer on the best course of action to take to protect 
yourself from loss.

If the issue cannot be resolved with the borrower, it may become necessary to assume the 
property to recover the principle invested. Here are some options the lender might take:
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Deed in lieu of foreclosure—This is an option the borrower can take to avoid going through 
the foreclosure process. In this case, the borrower deeds the property back to the note holder. In 
return, the borrower is released of all mortgage obligations. This is a faster, less costly alternative 
to foreclosure. It is important to note that if there are any junior liens on the property, the note 
holder would also be responsible for those obligations.

Notice of default (NOD)—One of the first steps in the foreclosure process, this is a public 
notice filed with a court declaring that the borrower is delinquent on payments. At this time, 
the foreclosure agent will order a trustee’s sale guarantee (TSG) from a title company to identify 
the priority of any liens and encumbrances and notify all parties required to receive the NOD 
by mail. 

The borrower can pay the amount due and halt the foreclosure or, after ninety days, the lender 
can file a notice of sale (NOS) for the property, indicating the details of the public auction. This 
must be published in a local paper and the sale must occur no sooner than twenty-one days 
after the information has been published.

Judicial process of foreclosure—This option, which varies from state to state, is when a 
foreclosure proceeding is filed by an attorney on behalf of the lender to obtain a court order 
to foreclose. This is applicable when the mortgage doesn’t have a power of sale clause or as an 
alternative to the power of sale method if allowed by the state. This is different from non-judicial 
foreclosure, which is processed without the intervention of the courts. After the foreclosure is 
declared by the court, the property is auctioned off by 
a sheriff.

Understanding Bankruptcy

Borrowers will sometimes move to halt a foreclosure 
sale by filing for protection under federal bankruptcy 
code, which puts an automatic stay into place 
prohibiting any action against the borrower, or “debtor,” 
and the property for the purpose of collecting a debt. 
If this happens, it can add anywhere from forty-five 
to one hundred twenty days to the foreclosure process 
and several additional steps. Furthermore, the creditor 
should not attempt to contact the debtor without the 
court’s permission. If this automatic stay is violated by 
the creditor (or an agent representing the creditor), he 
or she can be punished by the court.

Once bankruptcy is filed, the investor should 
immediately work to remove the bankruptcy law 
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protections against foreclosure so that the foreclosure can proceed by filing a lift-stay motion. 
Another option would be to allow the bankruptcy to remain, but to push for the money owed 
as well as continuing payments.

So what steps can an investor take to protect their investment in the event of bankruptcy? First, 
provide for possible bankruptcy in both the deed of trust and the promissory note by specifying 
that the borrower agrees to pay all costs and fees related to the collection of the note, even if any 
chapter of bankruptcy filing should occur. Next, check common law and state statutes in the 
state where the property is located to be sure these provisions can be enforced

An investor should always seek consultation with an attorney to figure out what actions are in 
his or her best interest. 

Foreclosure Auction Bidding

There are various types of bids that can be made when a property is sold at a public foreclosure 
auction. The lender’s opening bid is the “credit bid.” Here are some other types of bids:

Full credit bidding—this is the total loan amount due, including principle, accrued interest, any 
applicable fees, and advances.

Under bidding—the lender’s credit bid may be less than the total amount due. Before under 
bidding, the lender should consult with a professional since specific bidding instructions must 
be submitted to the foreclosure agent.

Bidding instructions—when the lender directs the foreclosure agent to up the opening bid 
to cover unpaid debt if a third party is bidding when full credit bidding isn’t appropriate. The 
property is then auctioned off to the highest bidder, and if no one bids, the property is sold for 
the opening bid to the foreclosing lender. At this time, the foreclosure agent signs and records a 
trustee’s deed upon sale to convey title.

Renting or Selling the Foreclosure Property

Once the foreclosed property is under new ownership, it’s time to decide whether you want to 
rent or sell the property. If you choose to rent, you have the advantage of collecting payments 
off the property right away. If you choose to market and sell the property, be sure to conduct an 
appraisal, allow for adequate time to broadly market the property, maintain arm’s length to the 
buyer (i.e. have no relationship with others involved in the transaction), and always maintain 
property insurance.
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Vesting Methods

There are many ways for investors to take title. Here are some common examples:

Husband and wife: Spouses can hold property in three ways—as tenants in common, joint 
tenants, or as community property with or without a right of survivorship. 

Community property is the distinction of a married person’s assets, and property obtained by 
either spouse while they are married is community property or “marital” property. If the property 
is considered community property, both spouses own half of the investment. Community 
property with rights of survivorship means that if one spouse dies, the other receives the interest. 
Without the right of survivorship designation, the deceased spouse’s property goes to his/her 
estate or heirs.

Joint tenants with rights of survivorship: Joint tenants share equal, undivided interests, and if 
one owner dies, the other tenant(s) receive his/her interest.

Tenants in common: Tenants can own different percentages of an interest as long as the total 
equals 100 percent. There is no right of survivorship, and each tenant can pass their interest on 
to their heirs.

Married, sole, and separate: The property belongs solely to one spouse. 

Unmarried/Single/Widow: This confirms that there is no undisclosed spouse and, therefore, 
no community property interest.

Trust: The property is owned by family, irrevocable, or testamentary trust. An authorized 
trustee, named by the trust document, must handle the transaction.

General partnership: In this partnership, each partner is personally liable for partnership debts.

Limited partnership: LPs can include several limited partners and one general partner. The 
partnership is bound by the general partner, who is liable for any unpaid partnership debts. The 
limited partners share only limited personal liability.

Limited liability company (LLC): LLCs are partnerships where members aren’t held personally 
liable for the partnership’s liabilities and have at least one managing member who is contractually 
authorized to bind the LLC. Title is held by the LLC itself.

Corporation: This is an investment purchase by a corporation which must be authorized by a 
corporate resolution and include a copy of the corporation’s Articles of Incorporation and By-
Laws.
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Corporate pension plans: These plans invest participants’ retirement funds. The title is held in 
the name of the pension plan.

Individual retirement account (IRA): An IRA allows an individual a tax free way to invest 
money and save for future retirement. Taxes on earnings are deferred until the individual begins 
receiving distributions from the IRA. For those who are self-employed, a Keogh plan can be 
used. Vesting is always in the name of the plan’s trustee or custodian.

Real estate investment trust (REIT): A REIT finds investors and purchases property. With a 
REIT, investors have either a percentage interest in a property or an interest in the property’s 
loan secured by a trust deed or mortgage. The title is held by the REIT itself
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By now you probably have a clear picture of the benefits of earning passive income with relatively 
low risk through private mortgage investing. Now it’s time to explore some basic concepts that 
will help you maximize your investment.

There are two basic paths you can take as a private mortgage investor. You can become familiar 
enough with all the formulas and terms necessary to discuss investment options with your 
experienced, reputable investment manager, or you can manage your investments by yourself. 
Both ways are fine; it just depends on what you are comfortable doing and how involved you 
would like to be.

Investing with Cash

When lenders use personal money to invest in mortgages, they are referred to as cash investors. 
The return received by the lender on the amount invested in a mortgage loan is known as 
the yield on capital (YOC). This is calculated the same way one would calculate the overall 
capitalization rate (yearly income divided by total value) and is based on the assumption that 
there isn’t a debt service involved. The cap rate is a great starting point for quickly comparing 
investment opportunities.

Total capital is the total amount invested, which can be higher than the property’s purchase price 
if other fees or costs were associated with the transaction. When investing in private mortgages, 
the borrower pays the fees, so these expenses are typically excluded when calculating the return 
on capital invested. 

Here are some other terms you will want to become familiar with. Websites like Investopedia 
offer calculation formulas and detailed explanations of these concepts:

Investing Options: Investing with 
Cash and Debt on Investments
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• Gross Yield

• Gross Yield on Capital

• Net Yield

• Net Yield on Capital

• Net Operating Income

• Net Yield on Capital

• Net Yield After Tax

Debt on Investments

Debt on investments is a commonly used strategy 
leveraged by private investors to reduce taxes or 
enhance returns. It is, however, more risky than cash 

investing. If you are interested in borrowing to invest, speak with your financial advisor to 
determine the likelihood that the return on the money invested will be more than the expense 
of borrowing. Leveraging is not for timid investors; it can provide greater gains but also greater 
losses, so weigh your options carefully before borrowing. Regardless of the outcome, you will 
be responsible for repayment of the loan.

That said, when private mortgage investments are well managed to provide diversification and 
risk management, leveraging can help you build wealth and reach your retirement goals more 
quickly.

Here are the main reasons investors choose leveraged investment:

• To boost post-tax investment returns

• To build an investment portfolio more quickly than with cash investing by leveraging the 
capital of others to grow wealth

• To reap tax advantages by creating a tax shelter to defer or reduce taxes (ideal for high income 
earners)

• To allow for greater investment fund diversification because the investor has more money to 
spread out among investment vehicles.

Here are some questions to ask yourself before deciding if a leverage loan is right for you:
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• Are you okay with going into debt for your private mortgage investment? 

• Will you be able to pay the loan if the transaction isn’t profitable?

• Have you considered your goals and risk tolerance and how they relate to the investments 
you are buying?

• Have you verified the repayment terms to be sure it fits the investment?

• What will the tax implications be?

• Are you aware of all the fees involved with buying, holding, and selling your investments or 
any other fees relative to the loan?

• Have you run the various formulas to see if leveraging is a good option?

When getting started with private mortgage investing, it is helpful to consult with an investment 
professional to get you moving in the right direction, especially if you are new to real estate 
investing.

Taking Control of Your Retirement Plan 

Once you begin investing in private mortgages, it’s important to take a look at your long-term 
investment strategy to be sure you are using the approach that will allow you to build the most 
wealth in the shortest period of time. 

Oftentimes, even smart investors miss one of the most profitable strategies available—the self-
directed retirement plan. There are numerous benefits to using a self-directed IRA or 401(k), 
including:

• Tax-deferred or tax-free investing

• Tax-free withdraws (depending on type of IRA)

• Ability to invest in real estate, notes, limited partnerships, and several other traditional and 
non-traditional assets

• Freedom to direct your own investments

• Special protections from creditors

• Transferrable to future generations (with proper structuring)
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What Is an IRA?

An Individual Retirement Account (IRA) is simply a retirement account that allows individuals 
to use pretax income for investments that grow tax free within the IRA. IRAs are the perfect 
investment vehicle to harness the power of compounding interest.

The Tax Free vs. Taxable Scenario: Factoring in Compound Interest

Here is a comparison to help show what a difference it can make to save for retirement in a tax-
free environment. Let’s say there is a thirty-five year old man who makes an annual contribution 
of $2,000 to a Traditional IRA for thirty years. Upon retirement at age 65, the contributions 
equal $60,000. With an assumed annual rate of return around ten percent, his IRA would now 
be over $400,274!

This calculation, based on Traditional IRA contributions, involved pre-tax dollars (also tax 
deductible for most), and he will not pay taxes on those funds until they are distributed. 

The Roth IRA is an even more powerful investment option because while an individual would 
make contributions with after-tax dollars, his/her earnings wouldn’t be taxed when making a 
qualified distribution. 

Now we will look at the same man investing for retirement outside of the tax-deferred IRA 
environment. We will use the same scenario as we used above, but now we will tack on a 28% 
annual tax rate. In this instance, at age 65, this man’s total amount would be about $227,221. 

That’s quite a difference, compliments of your “business partners,” the local, state, and federal 
governments.

But are self-directed IRA’s the real deal? You might be skeptical about a plan that sounds so good. 
You may even have an IRA custodian who has told you that they haven’t heard of investing in 
real estate or other alternative investments with an IRA, or that it can’t be done. This isn’t because 
most IRA custodians don’t offer those options…not because those options aren’t available. The 
self-directed IRA offers you even greater freedom to choose from a virtually unending list of 
investment options not typically offered by a traditional firm or brokerage house. If you are an 
investor seeking above average returns and more control over your investments, you owe it to 
yourself to take a closer look at the self-directed IRA.

Since its inception in 1974, investing in real estate and other non-traditional assets through an 
IRA has been legal. In fact, here is a list of acceptable and prohibited investments as indicated 
in IRS Publication 590:
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Acceptable investments with an IRA (not exhaustive)

• Stocks, mutual funds, bonds

• Mortgage notes

• Deeds of trust

• Private placements

• Real estate

• Livestock

• And more…

Prohibited investments with an IRA

• Stamps

• Rugs

• Antiques

• Artwork

• Gems

Truly self-directed IRA custodians will afford you the opportunity to invest in any real estate or 
other alternative investments as long as it isn’t prohibited by the IRS, so choose your custodian 
carefully. This will give you the freedom to invest in what you know and are comfortable with 
to secure your future retirement.

 



When do you plan to retire? Is your current retirement strategy going to get you there? 
Retirement today is not the same as it was for our grandparents. Due to a higher cost of living, 
increased life span, rising health care expenses, and a shaky economy, it is our job to plan for the 
worst and hope for the best.

The responsibility of saving for your retirement falls squarely on your shoulders and the safety 
nets used by previous generations are not as strong as they once were. According to the 2013 
annual Trustees Report for Social Security, Social Security will be insolvent by 2033, meaning 
payouts will likely have to be reduced. Robust company pensions one relied on for a comfortable 
retirement are going the way of the dinosaur for more and more companies.

Saving for retirement is a challenge, but luckily you have the opportunity to become directly 
involved with building your retirement nest egg. 

Investing in private mortgages may be just what you are looking for to earn above average 
returns with relatively low risk, all while helping out borrowers who may be going through 
difficult times.

In this book, we’ve looked at the basics of private mortgage investing and how it can benefit the 
investor, especially when it is used with a self-directed IRA. Private mortgage investing gives 
you the power to manage your assets, the freedom to take charge of your financial security, 
and the potential to effectively build a nest egg not only for your retirement but also for future 
generations. 

At Retirement Loft Capital, we are committed to helping you reach your financial goals. To 
learn more about private mortgage investing, please feel free to email us or give us a call at 704-
870-7314.

Conclusion
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