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Introduction 
Alternative investments are becoming increasingly 
ubiquitous in the portfolios of investors all over the country. 
It’s likely that by 2025, the global market for alternative 
investments will reach or exceed $17 trillion, with investors 
seeking a higher level of control and greater yields from this 
asset class.1  

This information, while definitely compelling, comes 
as little shock to me. When I wrote the first edition of this 
book, the country was in the midst of the 2020 COVID-19 
pandemic and resulting recession. At that time, we saw a lot 
of fear and turmoil surrounding the markets, where there was 
already a void in stable, low-risk, income-producing 
investments. The years that followed introduced mounting 
geopolitical instability that rattled the market. In fact, 
increasing numbers of younger investors are seeking above-

 
1https://www.preqin.com/insights/research/reports/future-of-
alternatives-2028  
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average returns with risky alternatives such as crypto—not 
realizing that there is a much less risky option.2 

As post-pandemic interest rates have risen, so too 
have bond rates. This is good for fixed-income investors, 
especially those who want a fixed-income solution for a 
portion of their portfolio. But higher bond rates aren’t helpful 
when corporate default rates are rising.3 Even bonds issued 
by the United States government have experienced rating 
downgrades.4  

Investors frequently look to real estate to provide 
fixed income solutions, many in retirement. What they learn, 
like I learned, is that rental property income is neither stable 
nor consistent. What if I told you that you could benefit from 
a truly passive real estate investment without all the 
headaches and risks? It’s difficult to sit on the sidelines, 
watching investors flounder when I know there’s a better 
way. After all, I’ve been there myself. As a landlord, I 
struggled, which is what drove me to become a lienlord. This 
is my motivation for writing this book—to introduce more 
investors to the concept of becoming a lienlord by investing 
in secured mortgage loans.  

Of course, this all starts with a question: Why don’t 
more investors consider mortgage loans as investments? I 
don’t see any reason why, other than lack of knowledge. It 
makes sense to avoid investing in something you don’t know 
much about or don’t understand. That’s certainly what 

 
2https://ustrustaem.fs.ml.com/content/dam/ust/articles/pdf/2022-
BofaA-Private-Bank-Study-of-Wealthy-Americans.pdf  
3https://www.schwab.com/learn/story/what-happens-when-
corporate-defaults-rise 
4https://www.fitchratings.com/research/sovereigns/fitch-
downgrades-united-states-long-term-ratings-to-aa-from-aaa-
outlook-stable-01-08-2023 
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Warren Buffett suggests.5 But here’s the interesting point: If 
you have or have ever had a mortgage, then you know 
enough about mortgage investing to create a solid 
knowledge foundation. Hopefully, this book will round out 
that knowledge so you can determine whether mortgage 
loan investing is a suitable option for you.  

 
 

“Never invest in a business you cannot understand.” 
—Warren Buffett 

 

What Is Mortgage Loan Investing? 
Investing in mortgage loans has provided me with a level of 
financial freedom I failed to achieve through my job and two 
decades of real estate investing. The numbers for the 
mortgage industry are staggering. As of Q3 2023, there was 
$12.49 trillion in mortgage debt in the United States—up from 
$10.22 trillion in 2020.6 Home ownership is the American 
dream, and you don’t need to be a massive bank or financial 
institution to enjoy the benefits of mortgage loan investing. 
Everyday investors like us can invest in that dream.  

When I purchase a residential mortgage loan as an 
investment, I am simply buying a debt obligation for a set 
number of payments from an existing loan that has already 
been originated, usually by a licensed financial institution. 
Once originated, the loan terms cannot be changed unless 
both parties agree. Originating mortgage loans is a 
completely different endeavor from buying and owning them. 

 
5https://www.cnbc.com/2017/05/01/7-insights-from-legendary-
investor-warren-buffett.html 
6https://www.newyorkfed.org/microeconomics/hhdc 
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Origination is a tightly regulated business requiring licensure 
and compliance with myriad laws on the state and federal 
level.  

Investors can buy the loans secured by multifamily 
properties, commercial properties, vacation homes, and 
single-family primary residences. For the purposes of this 
book, the focus will be on the latter—single-family, owner-
occupied primary residences—which I believe to be the 
safest mortgage-related investment.  

Mortgage loans are secured loans, meaning that the 
borrower’s home is pledged as collateral. A lien is recorded 
against the property to secure the lender’s interest, and if the 
borrower ever defaults, the lender has the right to foreclose 
the collateral and sell the property in order to satisfy the debt.  

While the borrower is the rightful owner of the 
property and is allowed all the rights and responsibilities of 
ownership, that ownership is subject to the lender’s lien on 
the property, which must be paid in full before the borrower 
completely owns the home. What the borrower builds in the 
meantime is equity, or the difference between the value of 
the property and the amount of debt owed to the lender. Over 
time, equity grows as the value continues to rise and the 
amount of debt is paid back to the lender.  

The types of loans covered in this book are referred 
to as performing loans, and there’s a good reason for that. In 
a performing loan, the borrower is current and making 
regular payments. This is something that can help an 
investor feel confident about their investment, but I want to 
be clear that tracking billing and payments is not part of the 
job of a mortgage loan investor.  

Almost all investors hire a loan servicer to manage 
their mortgage loans. Servicers are usually licensed in the 
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states in which they service loans and charge a flat monthly 
fee per loan for servicing. This involves: 

 
● notifying the borrower of any changes in loan 

ownership 
● sending monthly mortgage statements 
● collecting monthly payments  
● keeping track of the payments and loan balance via 

payment history 
● communicating with the borrower 
● paying property taxes through an escrow account 
● collecting proof of hazard insurance on the property 
● disbursing monthly payments to the lender 
● following up on any delinquencies 
● handling payoffs 
● sending out year-end tax statements to the borrower 

and lender 
 

I use several servicers and find that their monthly 
servicing fee average around $25 per month, per loan. 
Considering the amount of work, regulation, licensure, and 
responsibility it takes to service a loan, this is a bargain.  

Part of the beauty of mortgage loan investing is that 
the lender has no other responsibilities for the property; that 
is entirely up to the homeowner. Ultimately, mortgage loan 
investing is a simple business. Money was lent, the borrower 
needs to pay it back in monthly payments, the investor buys 
the lender’s rights to the repayment, and the rest is an 
opportunity for our accounts to grow exponentially.  

 
Feel free to contact me with any questions or for more 

information about mortgage loan investing.  
 

Eric Scharaga 
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www.ericscharaga.com 
eric@damencapital.com 

847-222-8888 

My Story: Seeking Freedom 
I’m often asked what led me into mortgage loan investing, 
and I point to an incident that occurred when I was thirteen 
that really shaped my view of money.  

I grew up the oldest child in a single-parent home in 
Hoffman Estates, a suburb about forty minutes northwest of 
Chicago. Hoffman Estates was where my family had our first 
home and first mortgage. 

I was lucky enough to attend one of the top high 
schools in the state, filled with students split between my 
middle-class town and a much more affluent town next door. 
Many of my affluent friends’ parents were executives, 
business owners, or doctors, and it was not uncommon for 
my friends to drive brand-new Porsches and Mercedes to 
school.  

One day after riding my bike home from a baseball 
game, I saw my mom talking to a city inspector. Our main 
sewer line kept backing up, and the city inspector said that 
our only option was to hire a plumber to run a camera down 
the pipe and diagnose the problem. He pointed down to a 
section of our yard, right before the sidewalk, that was 
sunken.  

“That’s likely your problem there,” he said. “If the 
crack is on the street side of the sidewalk, the village is 
responsible for the repair. But if the crack is on the 
homeowner’s side, you’ll have to repair it.” He estimated the 
cost for the repair at $5,000 to $10,000.  



LIENLORD 
 

15 
 

I recognized the panicked look on my mom’s face. I 
knew enough to know that we didn’t have the money to pay 
for the repairs; my mom was a teacher, and we lived 
paycheck to paycheck my entire upbringing. 

I felt totally helpless standing there next to her, with 
no knowledge of plumbing and no ability to get anywhere 
near the amount of money required to pay the repair bill. I 
grew frustrated with the situation, embarrassed, then angry, 
and made a silent vow to myself that day to never be in that 
position again.  

From that point forward, for me, money represented 
freedom. Freedom from having to worry. Forget the material 
possessions; money meant complete control over my own 
life. 

Ten years later, I found myself training to become a 
high school teacher in the same district I attended as a 
student. For twenty-three years, I went to work every day out 
of a sense of responsibility. I believed in the mission of public 
education in our society as the great leveler, and I believed I 
had a responsibility to inspire and guide my students, many 
of whom struggled at home.  

But midcareer, I found myself struggling daily with the 
sheer weight of the profession. The days were long and 
intense, and the workload was never ending. I spent many 
days hiding an immense sense of frustration and feeling 
completely overwhelmed, seeing firsthand what my students 
had to struggle through.  

Regularly, I came home from work and hid. All my 
energy was spent, and I had little to nothing left for my own 
children. I would get depressed and stressed out Sunday 
nights thinking about the week ahead. Honestly, there were 
many days that I would arrive in the parking lot and just sit 
there, not ready to get out of the car. I was no longer satisfied 
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with the predictable repetition and craved a new challenge 
that would force me to grow.  

This is the problem too many people find themselves 
in, regardless of their profession. Stuck, too tired to figure a 
way out, and resigned to unhappiness. As a teacher, I 
learned that most of my coworkers felt like they had no 
choice but to stick it out for thirty-six years for the pension, 
for the promise of future happiness.  

Looking for a way out, I invested in traditional 
investments and real estate, but nothing met my need for 
stability, passive income, and scalability until I found 
mortgage loan investing in 2016. It represented everything 
that real estate investing wasn’t.  

By 2019, after twenty-three years of service, I retired 
from teaching. I entered into the great unknown of 
entrepreneurship with a wife and young kids who depended 
on me to provide for them. I knew it was time. I knew that if I 
stayed, I would regret being unhappy and unchallenged 
more than if I failed.  

As of the date of this book, I have purchased over 
400 individual loans totaling over $6 million in purchase 
price. I am by no means rich, but I am financially self-
sufficient, and I am able to pay my bills using my investment 
income, which was my original goal. Material things still don’t 
matter to me, and as I get older, the more I think about what 
I am building and what I am passing on to my children, in 
lessons and in legacy.  

I am grateful for all the people I met in my early years 
in mortgage loan investing as well as my mortgage loan 
mentor, because they all taught me lessons that have turned 
me into the investor I am today. I am still learning about 
mortgage loan investing every day, and I enjoy passing on 
my knowledge to others.  
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I made a promise to my mentor early on in our 
relationship that in exchange for his help, I would teach 
someone else this business. I see this book as a means of 
fulfilling that promise, and sincerely hope you learn 
something valuable by reading it.  

This book is not a complete educational program in 
mortgage loan investing; it is considered an introduction, 
designed to pique your interest and to make a case for a real 
estate-based, passive supplement to traditional investments.  

I understand that not everyone will be as driven as I 
was for change, and most people are generally satisfied with 
their careers. But I believe there are many more investors 
who would choose mortgage investing for a part of their 
investment portfolio, because it is such a simple model. I 
strongly believe that we all should have the opportunity to 
control our financial futures and create the lives we desire.  

Mortgage loan investing has allowed me to do that—
I hope it can help you too.  

 
  



LIENLORD 
 

18 
 

  



LIENLORD 
 

19 
 

 

The Real Estate Investing 
Myth 
Since 2013, real estate has been the most popular 
investment in America.7 Whether flipping, residential rentals, 
commercial rentals, or vacation rentals, real estate draws in 
investors like few other investments do. Many look to real 
estate to fulfill their dreams of passive investment wealth, 
when really, they should be looking at mortgage loan 
investing.  

No matter what you’ve read in the countless real 
estate investing books available, owning real estate and 
renting it, for any reason, is not a passive investment unless 
you invest in a REIT, syndication, or fund. The thirteen years 
I spent as a landlord taught me that owning a rental property 
is the furthest thing from passive investment you can get.  

Ironically, the number one candidate for mortgage 
loan investment is the burned-out landlord looking for a less 

 
7https://news.gallup.com/poll/505592/real-estate-lead-best-
investment-shrinks-gold-
rises.aspx#:~:text=When%20real%20estate%20or%20stock,estat
e%20and%20stocks%20are%20down. 
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stressful and truly passive real estate investment option. 
Remember my experience as a child, standing in the front 
yard, overwhelmed by the cost of the massive repairs 
sometimes required in real estate ownership? That was 
merely an introduction of what was to come.  

Becoming the Burned-Out Landlord  
Real estate investment wasn’t on my radar until 2001 when 
I read Rich Dad, Poor Dad. The book’s message convinced 
me that the secret to financial freedom was cash flow 
obtainable through real estate investing: owning rental 
properties that would bring in stable monthly income.  

Every real estate investing book I read told me that 
cash flow from real estate was the number one way to wealth 
in America, and I took that to heart and earnestly learned 
everything that I could about rental investing. I found a 
mentor who was an attorney, became a licensed real estate 
broker, and started my own single-person brokerage. I 
scaled a real estate business that allowed me to purchase 
and flip homes for profit while accumulating thirty-eight rental 
properties in the Chicagoland market.  

Dream come true, right? Wrong. Because after 
thirteen years, my fantasy of leaving my teaching job and 
being financially free seemed even further away than when I 
was investing in mutual funds. 

I learned the hard way that being a real estate 
investor was a grueling business, even more volatile than the 
stock market. There’s an old expression in real estate: You 
make your money when you buy, not when you sell. 
Unfortunately, purchasing discounted properties was even 
harder than picking winning lottery numbers. The ever-
growing number of real estate investors, many 
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inexperienced, increased competition and drove up prices 
for properties to irrational levels. It was not uncommon for 
discounted properties, even in high-crime communities, to 
have over thirty bids from investors. Rehabbing older 
properties revealed latent defects and hard-to-estimate 
expenses. Tenants were especially hard on the properties, 
and every tenant turnover cost me an average of $5,000. 
This would include often-forgotten costs such as vacancy 
expenses and advertising for and finding a qualified new 
renter. I even hired several property management 
companies to help me with my business, only to see my 
problems, costs, and oversight increase.  

The downturn of 2008 proved especially challenging. 
Many of my tenants lost their jobs and couldn’t pay their rent. 
Spreading risk between more units failed to provide any type 
of hedge against loss; it just amplified the risk. As a landlord, 
I found there weren’t really any laws working in my favor. 
Laws were overwhelmingly designed to protect tenants (and 
they should be), but they created an untenable model for me. 
Trying to create a stable, passive income from tenants who 
are frequently struggling from paycheck to paycheck in an 
environment that views landlords as the enemy isn’t a 
practical business model.  

Then there was the interpersonal aspect of the job. 
I’ve never met anyone who enjoys dealing with tenant drama, 
demands, excuses, and problems. I loathed it.  

I tried everything I could to trim expenses and run a 
nimble business, but in thirteen years, I never made 
anywhere near what I projected. I could not support my 
family as a full-time investor when I was always just one roof 
replacement, trashed unit, or lawsuit away from insolvency. 
While everyone thinks that landlords make tons of money, I 
sure didn’t. The bank, the county, the contractors, and the 
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attorneys all got paid before I did, and there was very little 
left over each month for me to reliably count on.  

Expenses went up every year, and because of the 
stiff competition locking area rent rates in place, there was 
no way to recoup those higher costs. A single major setback 
(which I discovered over time was pretty much guaranteed) 
could blow up my entire cash flow for that year and 
sometimes even the next.  

Today, it’s even worse with home insurance costs in 
some states rising as much as 26 percent—a cost that 
landlords quickly pass on to renters.8  

The National Apartment Association’s research 
supports what a low-margin business rental housing is. 
According to their 2023 findings, each dollar in rent received 
is broken down in the following ways9: 

 

0.46 Mortgage payment 

0.02 Capital expenditures 

0.27 Maintenance, utilities, 
insurance 

0.11 Property taxes 

0.07 Profit 
Figure 1 

I remember sharing the details of my business with a 
financial analyst who was interested in real estate investing. 

 
8https://mynews13.com/fl/orlando/news/2023/09/13/renters-likely-
to-feel-pains-of-florida-property-insurance-crisis  
9https://www.naahq.org/breaking-down-one-dollar-rent-2023 
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He asked me if I could quit my teaching job and rely on my 
properties for income. My lack of an answer made it crystal 
clear to both of us that it was time to accept the obvious: this 
was not the business I had been hoping for. 

Looking back on those years as a real estate 
investor, the biggest and most expensive lesson I learned 
was real estate investment wasn’t worth the constant 
stress. You can’t put a dollar amount on being interrupted 
every holiday with a repair catastrophe or a furnace failure 
when you are trying to enjoy time with your family. I began 
feeling like I was on call twenty-four hours a day, providing 
high-quality housing to tenants, but receiving little to no 
financial incentive in return.  

None of the gurus that promoted real estate 
investment as the secret to financial independence ever 
addressed any of these issues, drawbacks, or the 
guaranteed burnout that comes with landlording. They were 
too busy convincing me about how I would be a 
multimillionaire within ten years. It made me wonder if the 
gurus gained much more from the promotion of real estate 
investment rather than the actual practice.  

There is no question that serious wealth is made in 
real estate. However, based on my own experiences, I 
wouldn’t be surprised to learn that much of that wealth is 
skewed toward large investment companies rather than 
mom-and-pop organizations like mine. Either way, being a 
landlord or running a vacation rental is not going to be a good 
fit for every investor, which is why we need to consider a new 
way of making money in real estate—a way that’s truly 
passive and truly profitable. 
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I will be exploring my experiences in real estate 
investment more fully in an upcoming book. 

Recovery through Mortgage Loan Investing 
Needless to say, after more than a decade, I realized real 
estate investing and landlording weren’t going to get me the 
financial success and independence I wanted. Still, I thought 
that real estate might hold the key to realizing my future 
goals, but how? 

I discovered the answer to this question in 2016, 
during a chance meeting at a real estate conference. An 
investor I met had transitioned out of rental investing and into 
mortgage loan investing. His story, which was very similar to 
mine, blew my mind. The difference was that as a mortgage 
loan investor, he ran a profitable, low-stress business from 
anywhere in the world. Payment collection and borrower 
communication were handled by a third-party loan servicer. 
Best of all, he was able to invest in loans secured by real 
estate without the myriad risks and complications that came 
with owning the property. It sounded too good to be true—
but in this case, it wasn’t. 

Soon after I began purchasing mortgage loans as 
investments, I started selling my rental units, most of them at 
a loss from what I paid a decade earlier. I was so glad to walk 
away from the stress and headaches, I was willing to accept 
the loss.  

With mortgage loan investing, I found I was better 
able to expand and grow in diverse markets across the 
country, without having to spend my weekends inspecting 
rentals and paying contractors, without the worry of flooded 
basements during every heavy rainstorm. Mortgage loan 
investing gave me a manageable way to enjoy the inflation 
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resistance of real estate while ensuring I received regular 
distributions, rather than having appreciation locked up in 
equity. Even better, the distributions were ongoing, which 
meant I could live on or reinvest the income steadily, at the 
buying power of today’s dollar. 

As a real estate investor, I felt like I earned every 
dollar I ever made by dealing with stressful situations every 
day. This is not the case with mortgage loan investing, a truly 
passive method of secured lien holding with predictable 
payments. Part of the reason for this is that mortgage loans 
allow investors to leverage the traditional banking model—
and if there’s one thing banks are experts at, it’s making 
money. 
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Figure 2 
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Leveraging the Traditional Banking 
Model 
In a post-Great Recession world, banks are leaders in safe 
lending. With the introduction of the Dodd–Frank Act, 
financial institutions have stiff regulatory compliance 
standards to maintain and rigorous capitalization 
requirements.10 In short, banks that survived the financial 
crisis are stronger than they’ve ever been and new 
regulations, no matter how begrudgingly followed, are 
keeping them there.  

Of the major changes the Dodd–Frank Act introduced 
to banks, two of the most interesting are the stricter 
requirements for mortgage lending and better safeguards for 
banks that follow them. One such change is found in the 
eight underwriting factors lenders are asked to consider 
when determining a borrower’s ability to repay.11 Another is 
found in the legal protection offered to lenders who keep 
borrower loan payments from going above 43 percent of their 
income.12  

Sounds good for banks, right? But what about for 
investors? Well, if you’re investing in mortgage loans that 
have been originated by banks under these stringent 
guidelines, it results in an inherent risk mitigation that might 
not exist with other investments.  

 
10https://www.bankrate.com/banking/banks-safe-healthier-now-
coronavirus-shock/ 
11https://www.federalregister.gov/documents/2013/01/30/2013-
00736/ability-to-repay-and-qualified-mortgage-standards-under-
the-truth-in-lending-act-regulation-z  
12https://www.consumerfinance.gov/about-
us/newsroom/consumer-financial-protection-bureau-issues-rule-
to-protect-consumers-from-irresponsible-mortgage-lending/ 
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It’s not just newly originated loans that have risk-
adjusted benefits for investors. Even loans originated before 
the 2008 Great Recession can have tremendous value with 
limited risk. Because these loans were issued to borrowers 
who kept up their payments, even while underwater during 
the financial crisis, most of them have already regained the 
equity lost during that stressful time.  

But beyond safety, mortgage loan investing offers an 
opportunity for alternative investors to find high profits—
similar to those that banks secure for themselves. How? By 
taking advantage of the spread and amortization intrinsic to 
the traditional banking model.  

Traditional Banking: The Net Interest Spread 
When I talk about traditional banking, I’m referring to 
depository institutions, such as commercial banks, savings 
and loans, and credit unions. These are “banks” in the 
traditional sense; they accept deposits from borrowers and 
part of their business is lending out their depositors’ funds to 
borrowers in the form of mortgage loans. In the next chapter, 
I’ll talk more about other types of mortgage lenders.  

The traditional banking model is surprisingly simple. 
In its most basic sense, it works like this:  
 
ABC Credit Union accepts deposits from customers, paying 
interest of 2 percent on their deposits.  
 
These deposits are pooled and funds are used to originate a 
mortgage loan to Joe Customer at 8 percent.  
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The bank requires a 20 percent down payment from Joe 
Customer, allowing them to finance 80 percent of the home’s 
value.  
 
The credit union’s net interest spread is roughly 6 percent, 
which is the difference between what they receive in interest 
on home loans and their cost of funds, or what they pay in 
interest to their deposit customers.  

 
Banks are in the business of money. Loaning it, 

securing it, and earning it. This is clearly seen from the 
simplicity and net interest spread built into the traditional 
banking model. While these factors lay the foundation for 
why mortgage loan investing can be low risk and profitable, 
there’s a lot more to it than that. 

Traditional Banking: Fees and Amortization 
Another way that banks profit in mortgage lending is through 
the fees involved in originating a mortgage loan. If financial 
institutions can keep recycling their capital and charging 
borrowers fees that total 3 percent of each mortgage loan 
amount, it would make more sense to sell loans as quickly 
as possible.  

If a financial institution originates only $20 million in 
loans per year and makes 3 percent of that total just in fees, 
that equals $600,000 profit per year! When you further 
consider that home buyers routinely finance their closing 
costs as part of the overall mortgage, the profits grow 
exponentially.  

Banks also profit on lending through amortization. If 
you’ve ever taken out a home loan, you have seen the 
required Truth in Lending disclosure in Figure 3. Did you get 
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sick to your stomach when you saw that making each 
minimum required payment over the life of the loan would 
drive up the total amount paid back on your loan almost three 
times what you originally borrowed?  

Consider the following example for a $50,000 loan at 
8 percent over thirty years: 

 
Figure 3 

You might think that this means a bank would want to 
hang on to your loan as long as possible to get all of that 300 
percent markup, but thanks to amortization, which requires 
the largest percentage of interest at the beginning of the 
loan, banks don’t need to. Because in addition to earning 
money from the spread we talked about in the last section, 
banks are earning most of the interest on your loan up front, 
in the first several years of payments.  

Take a look at the amortization schedule for the loan 
discussed in Figure 3: 
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Figure 4 

The first monthly payment of $366.88 only applies 
$33.55 to principal. In fact, one year in, at your twelfth 
payment, you’re still only paying $36.09 toward that principal 
balance—for a total of $417.65 paid toward your principal. In 
a YEAR! During that same time, you’ve paid $3,984.91 in 
interest. And that’s only for one loan! Multiply that by a 
thousand loans, and you can see what money machines 
banks are.  

Finally, banks cannot just continue to lend endlessly. 
They are bound by reserve ratios, or the amount they are 
required to keep liquid. If a bank is approaching their lending 
limits, but still wants to originate loans, it may decide to sell 
some of their older loans, or least desirable loans in pools in 
order to create liquidity and continue lending and collecting 
origination fees.  
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And that’s where you come in.  
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Profiting with Mortgage 
Loans 
While both banks and mortgage loan investors own loans 
and count on monthly loan income for profits, the mortgage 
loan investing business model differs from the bank’s in one 
key way: investors don’t need to originate mortgage loans. 
They don’t need to evaluate debt-to-income ratios, collect 
required disclosures, or deal with compliance.  

Instead, investors purchase loans that banks have 
already underwritten and approved. They do this in what’s 
called the secondary market. And that’s critical to how 
mortgage loan investors make money. 

Loan Origination and the Secondary 
Market 
When a person first buys a home, refinances a home, or gets 
an equity loan from a lender, it’s a transaction within the 
primary mortgage market. Sometimes, lenders in the primary 
market want to sell off the loans they’ve originated or are 
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servicing. One way to do this is by offering the loans for sale 
in the secondary mortgage market.  

Think of it in the same way you would traditional 
public equity purchases. If an initial public offering (IPO) is a 
primary market offering, after that, stock purchases and 
sales take place in the secondary market.  

Mortgage banks and nonbank lenders, which do not 
engage in the business of retail banking by accepting 
deposits from borrowers, originate mortgage loans from 
huge lines of credit, and immediately sell the loans on the 
secondary market, mainly to the government-sponsored 
enterprises (GSE) Fannie Mae and Freddie Mac. These 
loans, which have strict and extensive underwriting 
guidelines, are frequently packaged into securities, sold as 
bonds, guaranteed by the GSEs, and backed by the US 
Treasury. While these bonds are very safe investments, their 
yields are usually quite low—barely above US treasuries—
and may not even beat inflation. 

Depository institutions, a.k.a. traditional banks, are 
not in the business of creating securities from their mortgage 
holdings. Instead, they sell their loans in pools on the 
secondary market to recapitalize.  

Entire loans sold in the secondary market are 
referred to as whole loans, because the bank sells the rights 
to the entire loan, not just a securitized piece of a loan pool.  

There are many risk-reducing benefits to investing in 
whole loans through the secondary market, but one of the 
most important is that you can select loans on which 
borrowers have been making consistent payments.  

Banks take something of a leap of faith when they 
originate a mortgage, especially with low down-payment loan 
programs. Will the borrower pay? When you invest in 
mortgage loans through the secondary market, you are able 
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to review extremely detailed information about the pay 
history, with a tracking of payment dates, amounts, and late 
fees, sometimes going back for years. From that information, 
investors can select loans that have an established, on-time 
pay history.  

Investing in financial institution–generated secondary 
mortgage market loans means gaining an inherent stability 
and security because investors know that  

 
● loan documents and procedures adhere to all 

applicable state and federal lending guidelines and 
servicing histories and data are accurate;  

● there is usually no need to interior appraise or visit 
the property; 

● loan servicers collect any payments and keep track 
of tax records; 

● the payment terms cannot be changed unless the 
lender consents; 

● borrowers are required to continue making payments 
and maintain insurance to retain their property. This 
is important because history shows that even in times 
of economic hardship, borrowers protect their homes. 
According to the Federal Reserve, foreclosure rates 
on residential mortgage loans during the financial 
crisis of 2008 to 2013 never exceeded 11.54 
percent.13 The truth is, Americans have, on average, 
more wealth in their homes than in their savings and 
retirement accounts combined.14 Most Americans’ 
greatest source of wealth is the equity in their homes. 
According to Bankrate, the average homeowner with 

 
13https://www.federalreserve.gov/releases/chargeoff/delallsa.htm  
14https://www.federalreserve.gov/publications/files/scf17.pdf 
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a mortgage has $274,000 of equity in their home.15 
That’s a powerful motivator, but besides the financial 
equity, they also have emotional equity. What’s the 
likelihood a homeowner will pack up and leave a 
home they have equity in and that they have invested 
their time and money into upgrading? In my 
experience, it virtually never happens. Borrowers 
fight to keep their homes, which is what mortgage 
loan investors want; and 

● mortgage loan investors don’t own the property, just 
the lien on the property. I spent thirteen years as a 
real estate investor, an experience that taught me 
that owning and managing property as an investment 
is a high-risk, high-stress responsibility to be avoided. 
As a mortgage loan investor, the collateral pledged 
as security for the primary loan secures your 
investment. To the homeowner, the underlying 
collateral is more than just a means to mitigating 
investment risk; it’s the homeowner’s prized 
possession. It’s their biggest investment, and the 
place where they keep their families happy and safe. 
It’s also up to them to maintain and repair it. For an 
investor, this can be the best of both worlds. You 
don’t own the property, but you have the right to 
foreclose and sell the property at auction to recoup 
your investment if the borrower defaults. 

Your Investment, Your Choice 
When banks are in the business of lending, they have certain 
guidelines they need to follow to ensure they are meeting the 

 
15https://www.bankrate.com/home-equity/homeowner-equity-
data-and-statistics/ 
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investment needs of the communities they serve. The 
Community Reinvestment Act (CRA) requires banks to lend 
to a variety of different borrowers for a multitude of property 
types throughout their community.  

Mortgage loan investors reviewing offerings on the 
secondary market for opportunities are not held to the same 
standards. We have the power to choose the types of 
properties and markets we invest in. This offers a level of 
diversification that can go far in further reducing risk and 
improving returns.  

One of the most powerful advantages of mortgage 
loan investing is geographic diversification, or the ability to 
purchase loans in multiple markets in multiple states. Real 
estate investors tend to purchase properties only in one local 
market, which can expose an investor to tremendous risk 
during economic recessions. Since not all markets will be 
affected the same way during recessions, the ability to create 
geographic diversification further reduces portfolio risk.  

In addition, thanks to this level of flexibility, investors 
can choose to only invest in loans secured by owner-
occupied homes in the markets they choose. Investors can 
even choose collateral properties that show a clear pride of 
ownership and are located in low-crime neighborhoods.  

Mortgage loan investing is a very passive, scalable, 
diversifiable, low-stress business. In mortgage investing, all 
the major responsibilities are outsourced to experts. My main 
responsibilities as an investor are  
 

● finding new sellers of loans that meet my criteria; and 
● reviewing loans for purchase.  

 
I even outsource my bookkeeping and accounting 

responsibilities. But there’s more to the reasoning that the 
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simplistic model makes mortgage loans the gold standard of 
alternative investments. There is the financial component. In 
other words, it comes down to yield.  

Securing Your Yield 
An investor’s annual return over the life of an investment is 
called yield to maturity, or just yield. I always purchase on 
yield, and I firmly believe that buying on yield, based on the 
individual risk assessment of each loan, is the wisest 
strategy.  

There’s a common misconception that yield and 
return on investment (ROI) are the same measurement. 
They are not. ROI is a measure of an investment’s return 
relative to its cost. To calculate the ROI of an investment, 
one simply divides the net profit by the amount of the 
investment. ROI is more appropriately used once an 
investment is exited.  

Yield, on the other hand, represents the ongoing 
future income on an investment. Yield includes the element 
of duration and is better used for measuring future 
investment returns.  

Rate of return (ROR) is another factor that often gets 
confused with yield. As with ROI, ROR will depend on the 
total amount earned over the life of the investment, versus 
the asset’s cost and accounting for inflation.  

Calculating Yield 
Calculating yield is quite simple, but requires a financial 
calculator. The financial calculator I use is called 10bii, and I 
have it on my smartphone. For the purposes of basic yield 
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and pricing calculations, I only use four keys at the top of the 
10bii calculator: 
 

N I/YR PV PMT 

 
N: number of payments remaining 
I/YR: interest per year, or yield 
PV: present value (purchase price, entered as a negative 
number) 
PMT: monthly payment 

 
Here’s an example of a simple yield calculation to 

help you understand the process. Let’s say you were 
reviewing a loan that had the following characteristics: 

 
● 132 payments (11 years) remaining 
● 8 percent note interest rate 
● $43,285.21 unpaid principal balance (UPB/PV) 
● $494.12 monthly payment 

 
If you pay a flat $43,285.21 for the loan, your yield, or 

future ongoing income on the investment, would be 8 
percent. Few would argue that an 8 percent yield is too low, 
but what if you wanted more? What if you wanted a yield of 
12 percent each year over the remaining eleven years of the 
loan? This can be accomplished by reducing the amount that 
you pay for the loan. Using a financial calculator, you would 
solve for the desired purchase price at a 12 percent yield by 
entering the following data: 
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N: 
number of 
payments 

I/YR:  
desired yield 

PV: 
purchase 

price 

PMT: 
monthly 
payment 

132 12 Unknown 494.12 
Figure 5 

By entering the data and then pressing the PV key, 
you will get an answer of -36,125.48. PV is expressed as a 
negative, because this is what you are paying; it is money 
out of pocket. Therefore, our simple yield calculation 
returned that we should offer the seller of the loan 
$36,125.48.  

By reducing our purchase price to $7,159.73 less 
than the total amount owed by the borrower, we pay a 
discounted price for the loan and drive up the yield so it 
exceeds the interest rate of the loan. Therefore, the purchase 
price must be discounted for us to achieve our desired yield. 
This brings up the important term of par, something you 
might have heard if you’ve traded bonds.  

When a bond is sold at par, it means the sale price is 
equal to the bond’s face value. When mortgage loans sell at 
par, it means they sell for 100 percent of the UPB. In the 
initial example, a loan selling at par would be selling for the 
full $43,285.21. 

I decide my minimum yield when I purchase a loan. 
By calculating the monthly payment, the number of 
payments remaining on a loan, and the purchase price, I can 
determine exactly how much I will make each year over the 
life of the loan. Since I am buying the full unpaid principal 
balance (UPB) at a discount, if the loan is paid off early (most 
are), my yield will increase even more. And if I decide to sell 
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the loan, I can sell the remaining payments to another 
investor. 

This, however, is where that balance I mentioned 
earlier between yield and risk comes in. Because the messier 
the characteristics of a loan are, the greater it will be 
discounted. If the borrower has missed or been late on a 
couple of payments since origination, or the owner of the 
loan is missing a loan document, or when the borrower has 
just filed a bankruptcy, it introduces additional risk (most of 
the time negligible) into the scenario and, as a result, 
increases the discount and the yield.  

Ultimately, potential yield means nothing if you never 
collect any money. I would rather have a lower, yet still 
competitive yield and on-time payments than a huge 
potential yield that I never collect on. Remember, lending is 
based on risk. We can mitigate this risk with our lien, but we 
want to choose deals that keep us in the payment business, 
not those that push us into the litigation and eviction 
business.  

Not all loans sold at a discount are high risk, however. 
Why would a seller of a perfectly low-risk mortgage loan 
accept less than the full amount owed for a loan? Because 
of the time value of money.  

Time Value of Money 
Due to its earning potential, one dollar today is worth more 
than the same dollar will be in ten or twenty years—because 
today that dollar can be invested and compounded in value 
year after year. Factor in inflation, and the future value of one 
dollar drops even more.  

When banks originate a mortgage loan, they have 
two choices. They can wait a maximum of thirty years to 
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receive the last payment and get all their money back at a 
future value with cash that’s worth less than it would be 
today, or they can sell the loan to another investor during the 
first few years of the loan and capitalize on the fees they 
charge on newly originated and amortized loans.  

Inflation alone causes the value of every mortgage 
payment to drop. That $494.12 payment? Today, during year 
one, it’s worth a lot more money than it will be by year twenty 
after inflation drags down the spending power of each dollar. 
For banks, mortgages are depreciating assets.16 If they hold 
these assets for the full thirty years, they will likely be worth 
significantly less than they are today.  

And remember that amortization example we looked 
at before? Banks can only originate those thousands of loans 
when they have the available capital to do so. Divesting 
some older mortgage assets means freeing up capital today 
and putting the time value of money back on their side.  

Let’s look at an example of a discounted mortgage 
loan purchase to understand why a bank would agree to sell 
at discount.  

 

Loan amount $50,000 

Borrower’s interest rate 8% 

Monthly payment $366.88 

Amortization 30 years 
Figure 6 

 
16https://www.econlib.org/archives/2003/09/mortgage_deprec.htm
l 
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After five years of consistent payments, the bank 
decides to sell this loan as part of a pool to an investment 
fund needing to earn 11 percent on its money.  
 

Original loan amount -$50,000 

Origination fees  +$2,500 

Principal and interest 
collected over 5 years 

+$22,012.80 

Discounted sale of loan +$37,432.42 

Bank profit after five 
years 

$11,945.22 

Figure 7 

Keep in mind that the profit in Figure 7 does not 
include the yield spread for the bank’s cost of capital. When 
we take that into consideration, their profit is much higher. 
Selling this loan allows the bank to make more in fees by 
originating a new loan, constantly recycling their capital.  

Selling mortgage loans at a discount allows banks to 
avoid the deleterious effects of inflation and lost earning 
potential. It makes mortgage loans more attractive to 
investors and much more liquid for banks.  

Investor versus Bank 
If it’s in a bank’s best interests to sell some mortgage loans, 
you might be wondering why it’s in an investor’s best interest 
to buy them. After all, don’t you have to worry about the time 
value of money too?  
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First, you have to consider the benefits of mortgage 
loan investing against that of other forms of investment you 
can make. Whereas a bank has that potential to originate 
thousands of loans when they have the available capital, 
retail investors like us might not have the same financial 
wherewithal. Further, because most of us don’t want to 
spend our investment principal, we are happy to receive 
monthly cash flows that provide us with a combination of 
return of our principal, along with interest income at a 
predetermined minimum yield.  

Investors are generally focused on yield for the part 
of their portfolio they allocate to mortgage loan investing. 
Mortgage loan yields are generally much higher than bonds. 
It’s not unusual to see yields of 8 to 10 percent on mortgage 
loans, which is really hard to do with bonds or annuities. And 
unlike annuities, the mortgage loan’s payments don’t stop 
when an investor passes away.  

Investors are also in a more favorable position than 
banks in terms of capital outlay. When a bank originates a 
mortgage, it lends 100 percent of the loan balance, and is 
limited to the interest rate on the note. Mortgage loan 
investors purchase loans at 50 to 90 percent of what is owed, 
which means if the loan is paid off early, our yield will 
dramatically increase. 

Investor versus Bank, Part 2 
We’ve focused a lot on yield in this chapter, but there is 
actually another way investors can profit in mortgage loan 
investment, and that occurs when they’ve purchased a loan 
at a discount and that loan is paid off early.  

While yield calculations assume all payments are 
made to maturity, purchasing loans at a discount can create 
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a huge ROI gain if a loan is paid off early, and they usually 
are. The average mortgage loan is paid off within ten years.17  

Consider the following example on a second lien loan 
I just purchased in California: 

 

Purchase price (for 
investor) 

$21,000.00 

UPB (unpaid principal 
balance) 

$27,376.22 

Borrower’s interest rate 6.99% 

Monthly payment $351.84 

Payments remaining 104 

My investment yield 14.18% 

Total collected over life of 
loan 

$36,591.36 

Figure 8 

If this loan is paid off after twelve months, the investor 
would receive a total of $29,216.96 on a loan they paid just 
$21,000 to own.  

 

12 monthly payments of $351.84= $4,222.08 
Payoff balance after 12 payments at 6.99% interest= 

$24,994.88 
 

$4,222.08 + 24,994.88= $29,216.96 
 

17https://www.colliers.com/-
/media/697C933563184B1183435095CAB54459.ashx  
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This would result in realizing an additional 19 percent 

ROI, not including the twelve payments received before the 
early payoff. If we include the $4,222.08 in payments 
received over the twelve months, our total yield due to the 
early payoff is 39 percent! The investor could then take the 
$24,994.88 payoff and purchase another loan, or possibly 
two! It doesn’t take very long for income to compound in 
mortgage loan investment.  

While this section may seem complicated, the basic 
point here is that buying a mortgage loan as an investment 
is like buying a neat, packaged set of payments. It’s highly 
defined and measurable, and far fewer variables occur than 
in traditional real estate investing.  

 
The loan you may be considering buying might not be the 
only lien on the underlying house. A property’s first lien is the 
loan secured earliest, which has the priority repayment 
position in the event of a sale or refinance. The second lien 
is the next loan secured after the first lien and has second 
priority for repayment.  

 
Don’t let this discussion overwhelm you. When we 

calculate yield for our investment purposes, we are not 
concerned about what percentage of each payment is 
principal versus interest. Our yield calculations are based 
simply on the number of payments and the amount of each 
payment required, which makes our lives and investments 
that much easier.  

If borrowers pay extra each month, that’s great for us; 
our loan will be paid back even quicker than we originally 
calculated, and our yield will increase even higher than we 
originally expected. The only downside to an early payoff? 
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We will have to go back out to market and find a replacement 
loan, but chances are the replacement loan will have a higher 
monthly payment and a higher UPB. If not, we can likely buy 
two loans! Think about how quickly this strategy can multiply, 
and you’re starting to understand the benefits of mortgage 
loan investing.  

Now that we are on the topic of doubling our 
investment portfolios, let’s examine how compounding 
interest can double an investment portfolio. 

Compounding and the Rule of 72 
If you are starting to get excited about investing in mortgage 
loans because of their simplicity and profitability, hold on to 
your hat, because it gets better.  

Every month that you receive payment from the 
homeowners, you have the opportunity to reinvest those 
funds. And when the homeowners pay off the loan early, 
those funds get reinvested, too, often back into a new loan. 
Thanks to the Rule of 72, you can figure out at what interest 
rate you need to reinvest those funds to double them during 
the timeline you choose.  

The Rule of 72 is a mathematical formula that allows 
you to estimate the time it will take money to double at 
various investment rates. In general, you can expect money 
invested with a 1 percent return to double in seventy-two 
years. A 2 percent return doubles money in about thirty-six 
years. A 3 percent return doubles money in about twenty-
four years, and so on.  

If you earned 9 percent annually on your portfolio, it 
would take you eight years of compounding interest before 
your portfolio doubled in value. The formula for the Rule of 
72 is: 
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((72/interest rate) = number of years to double) 

 
The key for mortgage loan investors who aren’t using their 
returns for current income is to continue reinvesting the 
earnings, keeping in mind that consistency over time beats a 
couple of great years over the long run—something I 
illustrate more in the Stocks section.  

Too often, I hear from people who keep their funds 
sitting in their IRA account because they’re waiting for an 
astronomical investment return. What these folks don’t 
understand is that, thanks to inflation, money not invested 
decreases in value each month, and accurate portfolio 
performance measurements must average in the amount of 
time investment funds went undeployed.  

 

I am a firm believer that returns are based on risk. Be very 
cautious of any offering that touts both double-digit returns 
and low risk. These types of offerings could end up 
costing you your entire investment. 

 
Slow and steady growth wins the race. It’s much 

better to keep your money working for you consistently over 
time than it is to have it sitting on the sidelines decreasing in 
value, hoping that some “home run” investment comes 
along. Few of us would be shocked with a 9 percent return, 
but when you consider that it can double your money in eight 
years, it certainly sounds better than leaving those funds 
doing nothing in your IRA or risking their loss with that “sure 
thing” investment.  
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Seller-Financed Vacant Land 
 
Another type of alternative note investment to consider is 
vacant land. During COVID, interest rates dropped so low 
that it was difficult to buy residential loans providing a yield 
that would even beat inflation. That’s when I discovered land 
note investing, and I have been very pleased with the results. 

These notes are normally seller financed, in first-lien 
position. They have shorter terms, higher monthly payments, 
and higher interest rates than mortgage loans. Loans on 
vacant land without any improvements are usually 
considered commercial, thus they are exempt from most 
consumer protections.  

I love the simplicity of vacant land notes. Most of the 
notes I purchase are on larger acreages in beautiful rural 
areas. There is no structure to potentially burn or break 
down, and I don’t worry about the borrower not having 
insurance on the property. 

Buyers love the flexibility that comes with seller 
financing—and there are a lot of buyers around. COVID-19 
started a so-called “urban exodus” with over two million 
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people leaving cities for more rural areas.18 Today’s buyers 
are more likely to be seeking space, flexible zoning, and 
larger acreages within one to two hours of a larger city. 

While vacant land has many attractive features, I 
consider these loans to be among the riskiest in the industry 
and would strongly recommend beginning note investors 
stay away from them unless they have the guidance of a 
highly experienced note investor specializing in vacant land 
who also understands land assessment. It’s worth 
remembering that as interest rates continue to stay high for 
the foreseeable future, there should be more opportunities in 
the residential space. 
 

Banks tend to avoid vacant land loans, unless the land is 
being purchased for development purposes. This creates 
an opportunity for sellers and investors to provide their own 
financing, but be aware of the increased risks since the 
emotional equity of home ownership does not exist with 
these loans. 

Pitfalls of Land Notes 
Just like any kind of investing, seller-financed vacant land 
note investing has some drawbacks that need to be 
considered. Once you understand these pitfalls and know 
how to protect yourself, you’ll be in a much better position to 
invest successfully.  

 
18https://thehill.com/homenews/3944865-two-million-people-fled-
americas-big-cities-from-2020-to-
2022/#:~:text=More%20than%201.2%20million%20people,July%
202021%20and%20July%202022.  
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The greatest pitfall by far is the need for sellers to 
properly underwrite borrowers. The following is a list of only 
the most basic due diligence a seller should have done on 
any land note you consider purchasing. 

Vetting the Borrower 
Since most land loans are seller financed and not 
underwritten with the same scrutiny of a bank, it’s crucial to 
evaluate the borrower’s credit and require a sufficient down 
payment. Since these are nonowner occupied loans, a 
minimum 20 percent down payment should always be 
required. 

I would avoid vacant land notes that were not 
supported by a credit report on the buyer that included a 
score at least above 700. If a seller of a land loan did not 
have proof of both of these, I would pass on the note unless 
there was a very high yield, very long pay history, and a very 
low investment-to-value ratio. 

Due Diligence on the Property 
Due diligence is much more involved and difficult on vacant 
land than on residential property. The most important 
features that you want to review are: 
 

● Legal and physical access 
● Topography 
● Water issues that could affect development, including 

floodplain and wetlands 
● Soil quality and buildability 

 

Since the due diligence on land is more complicated and 
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nuanced, I recommend you only buy vacant land loans 
from sellers who are experts in land and can share their 
due diligence process so you feel comfortable with your 
investment.  

 
One way of addressing this would be to reach out to a couple 
of local Realtors who specialize in land. They usually know 
the land parcels in their market and can give you a general 
idea of any issues that may exist with the property. I have 
personally used this approach on several occasions, and I 
have caught issues that I would not have been able to 
recognize on my own. 

Property Valuation 
In general, valuing vacant land is more difficult than 
residential real estate because the data is not as extensive. 
In some markets, you may only have a couple of recent sales 
to compare to. Worse, some states are nondisclosure, 
meaning that the sale terms are confidential. Typically, land 
is valued on a per-acre basis and is also affected by 
upgrades such as utilities, wells, water storage, and a septic 
system. 

To get a good idea of value, I usually reach out to at 
least three local Realtors who specialize in land. They can 
give you a good idea of what the property is worth. You can 
even purchase a broker price opinion (BPO) or appraisal for 
a more formal valuation report. 
 

Keep in mind that land typically takes longer to sell, which 
could be an issue in case of a borrower default. 
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Since land valuations can be subjective, I try to 
avoid paying more than 60 percent of the current market 
value of the property for the loan. In case of a default, this 
provides me with a large enough equity position in the 
property that I feel comfortable I won’t lose money. 
 

In general, I try to stay away from desert properties. Water 
access is difficult for many of these properties, which 
affects their usability, buyer pool, and value. 

Professional Servicing 
Be very careful with loans that are not serviced by a 
professional loan servicing company. One potential issue is 
a borrower disputing the balance owed after the loan is sold, 
which could lead to costly litigation. Also, lenders are 
required to provide interest statements to borrowers each 
year, which the servicer usually takes care of. It is not worth 
inheriting another investor’s headaches, regardless of how 
attractive a deal looks. 

Zoning 
One major issue that could affect your investment is a buyer 
who is violating zoning laws through their use of the property. 
You can check the zoning and permissible use of a property 
by calling the county or city zoning office and confirming that 
the buyer’s use is permissible. In my experience, most land 
sellers have already done this before selling the loan and 
have marketed the land accordingly.  

However, I still recommend that you check this to 
avoid potential issues down the road. 
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Closing Concerns 
Never buy a vacant land loan that was not closed through a 
title company. This allows you to confirm that the down 
payment was actually paid by the buyer, resulting in the title 
company providing a Lender Title Policy to the seller. A 
Lender Title Policy guarantees that the lender’s lien is in first 
lien position and is transferable to all subsequent owners of 
the loan. 

A Warning about Land Contracts 
I frequently see vacant land sold without a title company via 
land contract, an installment agreement in which the seller 
retains ownership of the property until the loan is paid in full. 
For a land contract to be sold to another investor, both the 
property and the land contract agreement must be 
transferred to the buyer.  

I avoid land contracts for many reasons, and I do 
not recommend them as investments due to the extensive 
list of risks. One of the reasons I avoid land contracts is the 
risk of ownership. If someone is injured on the property, the 
investor bears the risk of ownership and the subsequent 
lawsuit. Note investing is intended to be passive, and that is 
not a risk I want to take.  

Loan Documents 
Earlier on, I pointed out that one of the benefits of buying 
notes generated by banks is that they have countless 
lawyers who pore over their loan documents to make sure 
they are compliant. Unfortunately, you don’t have the same 
luxury with seller-financed loans. Sellers may be using 
templated loan documents that do not comply with individual 
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state laws, so it is crucial that you have the documentation 
reviewed by a foreclosure attorney in the state. At the very 
least, you want to know that you have the right to foreclose 
in case of a default. 

If I know the title company prepared the documents 
and then guaranteed them with a lender policy, I will feel 
comfortable with the note. 

Values Dropping During Recessions 
One concern that I hear regarding vacant land is that the 
values can fall further and faster during recessions. I do 
agree that infill lots (smaller, subdivided lots with utilities and 
very strict zoning and building codes) only have one use and 
one type of buyer: a developer. I would argue, though, that 
larger, more rural acreages have much more flexibility and 
attract many more buyers, including: 
 

● a neighbor who wants to add on to their property 
● hunter or recreational user 
● families and retirees looking for a cheap weekend 

getaway with an RV 
● mobile home residents 
● retirement home investor 
● tiny home/container home 
● prepper 

 
Larger parcels are unique and tend to hold their value during 
recessionary periods, especially if a seller finances the 
buyer. 
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Negotiating with Sellers 
Since vacant land loans are generally purchased from the 
seller who originated it, you can negotiate the terms of the 
purchase. One question I would always ask is whether the 
seller is willing to buy back the loan in case of a default. 
Ideally, I would like to see a buyback provision that extends 
over the remainder of the loan term. 
 

One type of vacant land loan that I see frequently and 
would avoid are smaller subdivided lots in more rural 
areas. These tend to have pricing that exceeds retail 
valuations. Land speculators frequently sell these lots on 
terms with very low down payments and no credit checks, 
thus increasing the risk of default. If you do have a default, 
you might struggle to resell the property due to competition 
from other sellers in that same development.  

 
In summary, vacant land loans provide an 

opportunity for a loan secured by real estate in a first lien 
position that isn’t going to deteriorate. There is only so much 
land out there, and demand for vacant land will continue to 
grow, especially in tight housing markets. These investments 
should be considered carefully, and you should underwrite 
the loan documents and borrower as much as the collateral 
property.  
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Downsides of Mortgage 
Loan Investing (or Are 
They?) 
Every investment has risks, limitations, and drawbacks that 
impact its appropriate level of asset allocation in each 
investor’s portfolio. It’s important to learn about these 
potential downsides for a couple reasons.  

First, doing so helps you determine the appropriate 
weight for that investment within your portfolio. Second, 
learning about the downsides can sometimes give you an 
insight into ways they become upsides.  

Full Cost Up Front 
Real estate investors regularly rely on leverage to build their 
portfolio. Purchasing properties with just 20 to 30 percent 
down through commercial loans is the goal, allowing a bank 
to finance the rest.  
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As I’ve mentioned, mortgage loan investors, on the 
other hand, pay the full amount the loan is being sold for. 
There is no leverage in mortgage loan investment, meaning 
banks will not finance mortgage loans. This can mean that 
an investor’s funds don’t go as far—if an investor has 
$100,000 to invest, they might be able to buy four $100,000 
rental homes, but only four $25,000 mortgage loans.  

Leverage sounds like a pretty big advantage given to 
real estate investors, but it can get risky. In every loan 
transaction, the lender puts themselves in the best position 
to secure their capital. In other words, they will set 
themselves up to collect their money whether you can afford 
to keep paying or not. Banks require most investors to 
personally guarantee commercial loans, which means that if 
the borrower defaults, the lender can make a claim against 
the borrower’s, or in this case, investor’s personal assets.  

Let’s say that after you buy a multi-unit building with 
bank financing, there is a severe economic downturn. Your 
tenants can’t afford to pay their rent because they are out of 
work. You’re collecting only 50 percent of the monthly 
income you expected and, frankly, depend on, and you’re 
unable to continue to meet the large mortgage payment and 
pay for repairs, insurance, utilities, and real estate taxes. You 
have burned through your cash reserves trying to keep the 
building afloat and now have to come up with extensive legal 
fees in order to evict tenants who cannot pay rent.  

After a long eviction, you are faced with staggering 
expenses to rehab the units to get them ready to re-rent. Do 
you expect the bank to cut you some slack and allow you to 
not make loan payments for twenty-four months while you try 
to get back on your feet? Or how about asking them to loan 
you more money to pay the legal fees, fix up the units, and 
re-rent them? You might hope that, but they won’t do it.  



LIENLORD 
 

59 
 

Eventually, the lender will file foreclosure and seek a 
deficiency judgment against you personally, which would 
allow them to recover the amount you owe the bank from any 
personal assets you own. At this point, to save your personal 
assets, you will have few options other than filing bankruptcy.  

In my experience, most real estate investors vastly 
overleverage and don’t maintain the massive reserves 
needed to survive an economic downturn. They want to put 
their cash to work as quickly as possible by purchasing more 
units. Unfortunately, too many are financially destroyed 
during downturns and lose not only their credit but also all 
the cash down payments they invested as well.  

It’s just too risky for my appetite, and instead of 
holding on to huge cash reserves to offset the risks in real 
estate, I would rather place those in an investment that 
returns less volatile income.  

This accelerated risk for real estate investors taking 
advantage of leverage is, in actuality, a downside. It means 
that a mortgage loan investment’s lack of leverage is a 
benefit for the investor. Since we have paid cash for a loan, 
we know our maximum downside risk: the price of the loan. 
We needn’t worry about considerable additional expenses 
piling up on us when we can’t afford to pay them, or having 
those expenses jeopardize our ability to maintain ownership 
of our assets.  

Appreciation 
The biggest advantage to real estate ownership is 
appreciation. Because real estate investors own their 
properties, they participate in the growth of its value. They 
can realize the profits from this growth by selling the property 
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for a higher price than they purchased it for or by pulling cash 
out through loans. How significant an advantage is this?  

Well, between 1969 and 2016, the average 
appreciation rate was 5.4 percent.19 During the eleven-year 
period of January 2011 and January 2022, the average home 
price appreciated more than 85 percent.20  

The problem with counting on appreciation, besides 
the fact that you don’t know the property will have 
appreciated by the time you want to sell it (just ask investors 
who retired and wanted to sell property in 2009), is that 
leverage makes potential appreciation look way better on 
paper than it is in real life.  

Let’s look at an example. An investor purchases a 
six-unit building for $500,000, making a 25 percent down 
payment of $125,000. Leverage allows the investor to count 
on the $500,000 purchase price as the basis for the asset’s 
appreciation, not just their down payment.  

If that $500,000 building appreciates at 3 percent per 
year, then in ten years, it should be worth $650,000. Because 
the investor has only invested 25 percent of the purchase 
price as the down payment, in theory the asset can produce 
a cash-on-cash return of over 100 percent ($125,000 costs, 
$150,000 profit).  

On paper, it seems like a no-brainer, right? Especially 
when you compare it to a similar mortgage loan investment, 
which has a cash-on-cash return of 10 percent. 

But wait—not so fast. This example doesn’t take into 
consideration any of the following potential losses absorbed 
by the investor: 

 

 
19https://escholarship.org/content/qt31q9h8m0/qt31q9h8m0.pdf  
20https://fred.stlouisfed.org/series/MSPUS  
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● large capital expenditures 
● routine maintenance/repairs 
● pest control 
● vacancies 
● unit rehab between tenants 
● overcharging contractors/property managers 
● evictions 
● lawsuits 
● fires/floods/natural disasters 
● increasing costs for property taxes 
● exponentially increasing costs for hazard, liability, 

and umbrella insurance 
● utilities 
● increasing competition flattening rent increases 
● city fines/inspections 
● break-ins 
● closing costs 
● Realtor/property management fees 

 
All these expenses can massively derail profits 

during that ten-year period, offsetting any appreciation. They 
drive down the net gain and impact the investor’s liquidity 
along the way.  

Further, a lot of multifamily investors are being 
squeezed right now with increased interest rates, empty 
units, and exponentially increased taxes and insurance 
costs. 

Let’s face it—owning property comes with huge 
liability risks. In order to profit, most landlords are forced to 
manage their properties at a substandard level, which 
devalues the property over time and increases the risk of 
lawsuits. Speaking of which, the amount of insurance 
landlords require is staggering. From hazard to liability to 
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umbrella to workers’ compensation, it’s not just about 
protecting the property but also tenants, guests, and 
workers.  

In a very serious event, such as a fire, there is a high 
likelihood the owner’s coverage won’t be enough to pay out 
the totality of claims. Since most investors underinsure to 
maximize profits, they face the risk of attorneys going after 
their personal possessions and accounts, which a simple 
LLC won’t prevent. 

What if a tenant brings something onto the property—
a pit bull or a trampoline, for instance—and someone is 
seriously injured? Who is the attorney going to recoup 
damages from? The tenant? Or the property owner? Even if 
the owner didn’t know about the dog or the trampoline and 
didn’t give the tenant permission to have them, the owner is 
still liable for the damages.  

Or, what if the handyman the landlord uses frequently 
for repairs gets hurt while working on the property? An 
investor may think the handyman is an independent 
contractor, but a judge will likely rule under workers’ 
compensation laws that the property owner is responsible for 
the injuries and/or disability.  

And, as I briefly mentioned, none of this considers the 
risk that the property will lose value either because of 
mismanagement, vacancy, neighborhood, or economic 
factors. Remember, only investors purchase commercial 
buildings, not homeowners, so the purchasers don’t fall in 
love with room sizes or colors or appliances. They only fall in 
love with the numbers and cap rate, and only buy when they 
can get a deal. It’s no secret that tenants are hard on rentals, 
and owners must project very generously for ongoing 
building repairs.  
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Furthermore, not all properties appreciate equally. I 
held single-family rentals for over ten years that actually 
depreciated in value from what I invested into them, between 
acquisition and rehab costs.  

Many investors choose lower-value (under 
$150,000), single-family rentals because of the cash flow 
and perceived stability, like I did. Yet, in my experience, 
these are speculative investments, mainly driven by investor 
demand during real estate market upswings. Unfortunately, 
markets with numerous single-family rentals are considered 
less desirable, tend not to be well maintained by the investor 
owners, and attract fewer homeowners.  

I have also watched investors move into markets 
betting on gentrification, only to see those markets drop in 
value during market corrections. In some cases, the 
investors have trusted city- or county-wide plans for 
improvement that seemed to be pointing the area in one 
economic direction, only to see plans change, funding fall 
through, and improvement projects scrapped. 

Leverage is helpful to real estate investors who want 
to grow a portfolio quickly, but it still takes time to make a 
portfolio of rental buildings appreciate. During this time, 
investors are exposed to a multitude of risks that just grow, 
which for me, at least, begs the question: Is it worth it?  

For mortgage loan investors, however, the value of 
the loans we purchase slowly decrease over time as we 
collect payments and the loan is paid back, because there is 
no underlying physical asset.  

This definitely represents a difference compared to 
real estate investing, but remember that we determined our 
minimum yield when we purchased the loan. Since loans are 
usually paid off prior to the maturity date and we purchased 
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at a discount, we will get a nice additional return on our 
investment when that happens.  

In addition, rather than pay interest on a loan to 
extract value out of a property, like a real estate investor 
must do if they don’t want to sell, we get capital back every 
month that we can continue to reinvest, allowing us to 
increase our cash flow dramatically over time.  

While we all like to focus on the appreciation of real 
estate, which is certainly a benefit for real estate investors, 
it’s also important to consider that there is a real risk of 
values dropping during a recession. That is a risk real estate 
investors are exposed to, but mortgage loan investors are 
not. During the 2008 recession, home prices fell 33 
percent.21 In 2020, we’re seeing real estate values falling in 
some markets due to the financial pressures brought on by 
the pandemic. And, as I’ll discuss in the Weighing Traditional 
Investments against Mortgage Loans chapter, while 
economic downturns almost certainly contribute to falling 
home values, they do not necessarily trigger high rates of 
foreclosure, which is good news for mortgage loan investors.  

Personally, I would much rather buy a set number of 
payments from a mortgage loan and not have the 
responsibilities and headaches of property ownership, even 
if I miss out on the potential property appreciation. While 
appreciation is nice—when it happens—it usually requires a 
decade or more, and for investors with rental properties, it’s 
always offset by large capital expenditure requirements.  

I hear stories of investors buying rental properties 
with cash flows of only $100 after fixed monthly expenses. I 
shudder when I hear that because I can guarantee that 

 
21https://www.washingtonpost.com/news/business/wp/2018/10/04
/feature/10-years-later-how-the-housing-market-has-changed-
since-the-crash/  
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person will lose money over time due to all the variables 
involved with real estate investment. Whether it’s a new roof, 
foundation, concrete, porches, sewer, plumbing, electrical, 
HVAC, tuckpointing, siding, and/or windows, you can always 
count on properties breaking down, ultimately offsetting 
gains in appreciation.  

For me, going into an investment knowing exactly 
what I’m buying, what I’m getting, and what my expenses will 
be has proven to be a much faster route to financial freedom 
than dealing with tenants, toilets, termites, and trash.  

Depreciation and Tax Benefits 
Taxes are a consideration for every investor. Real estate 
investors, in particular, have some advantages in the area of 
taxes that those of us investing in mortgage loans do not get. 
Like many things, however, these advantages do have a 
darker side.  

One of the most notable tax benefits enjoyed by real 
estate investors is depreciation. Certain investors, including 
those with rental property, can write off the loss of value that 
comes from wear and tear since this use depreciates the 
property over the years. Depreciation adds a great tax 
benefit to the bottom-line income of real estate investors, but 
there is a hitch.  

The fact that depreciation is a write-off shows that the 
IRS knows rental properties break down quickly and require 
consistent, expensive repairs. That’s why the tax code gives 
such generous depreciation allowances, allowing investors 
to depreciate the building over a twenty-seven-and-a-half-
year period (thirty-nine years for commercial properties). But 
that write-off ends even quicker when the property is sold. 
It’s at that point that the depreciated value is considered 
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“recaptured” and is then taxed as ordinary income, with a 
current cap of 25 percent.22  
 
Real estate investments made with IRA accounts cannot 
be depreciated and have a long list of restrictions and 
potential taxations (including UBIT) that you should review 
carefully with your IRA custodian and CPA. You may find 
that investing in rental properties in an IRA can actually 
result in you paying more in taxes.  

 
Another potential problem is that we don’t know if and 

how these tax breaks will continue. Tax laws in the 1980s 
allowed for first-year depreciation of 11.7 percent. Today, 
first-year depreciation is capped at 3.63 percent. Who knows 
what the future brings for this and other aspects of real estate 
investment taxation?23 

For these reasons, I am very comfortable 
guaranteeing you that taxes in the future will be higher than 
they are now, and the government may target tax breaks and 
incentives for real estate investors. If the tax breaks go away, 
what benefits will be left? 

The problem with depreciation and loss is that for 
underwriting purposes, banks routinely only credit investors 
for 75 percent of their rental income. This helps them account 
for expenses related to vacancies and repairs. Unless an 
investor has huge cash flows or a huge W2 income, they run 
the risk of not being able to qualify for continued mortgages. 
In fact, the more units you have, the more likely it will appear 
to banks that you are operating at a loss. 

 
22https://www.irs.gov/pub/irs-pdf/p544.pdf 
23https://mf.freddiemac.com/docs/tcja-report.pdf  
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Other tax benefits given to real estate investors 
include: 

 
● cost of repairs 
● maintenance and upkeep expenses  
● property taxes 
● management fees 
● legal fees 
● advertising costs 

 
Sure, a deduction for all these expenses is helpful, but 
consider the fact that real estate investors have to keep the 
capital on hand to pay for all those expenses, whenever and 
however often they arise, and you can see how quickly the 
downsides of real estate investing costs and work outweigh 
the tax advantages.  

As a mortgage loan investor, all I own, literally, are 
two signed documents that give me the ability to collect a set 
number of payments, and the right to a residential property 
as collateral. It’s well worth the trade-off because mortgage 
loan investing is a much more scalable business.  
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Weighing Traditional 
Investments against 
Mortgage Loans 
I want to make it clear that I’m not in favor of mortgage loans 
replacing traditional investments in an investor’s portfolio. 
Every investor has a complicated combination of risk 
tolerance, time horizon, accumulation goals, net worth, and 
income needs. Therefore, every investor, with the help of a 
seasoned advisor, needs to find their own appropriate and 
effective asset mix.  

My goal in this section is not to tout mortgage loan 
investing as a superior option to any other kind of investing, 
but to help the reader understand how mortgage loan 
investments stack up against more traditional investments. 
Doing this will allow more investors and their advisors to 
determine the appropriate place for mortgage loans in their 
portfolio.  

I see mortgage loan investing playing a 
complementary role in a portfolio. These assets help improve 
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diversification and are noncorrelated, meaning they are not 
affected by swings in the stock market. They add balance for 
many investors and a source of strong, predictable income 
for those who need it. But again, I want to stress that 
mortgage loans are just one component of a diversified, well-
balanced portfolio.  

Too many financial advisors are discouraged or even 
prevented from researching alternative investments such as 
mortgage loans or mortgage loan funds. The pool of what 
they offer clients is a tiny slice of the investable universe. It 
often consists only of Wall Street–related investments too 
volatile for a large stake of client assets and which often don’t 
address the need for high-yield income generation.  

The stigma that alternative investments are “too 
risky” to recommend makes little sense when you consider 
that stock investing success relies on a combination of 
consumer confidence, investor demand, and the willingness 
of corporations to act in their investor’s best interests. Switch 
over to high-yield corporate bonds, and you have to rely on 
the company to make the coupon payments and pay back 
the principal, something studies show might not be as 
reliable as you’ve been told.  

Let’s take a closer look at some often-promoted 
investments to see how they stack up against mortgage loan 
investing. I’ll kick it off with the big one—stocks.  

Stocks  
I was first introduced to stocks, which represent shares of 
ownership in an underlying company, when I was sixteen. 
My grandfather, who was retired during my entire youth, was 
an active stock market investor before the internet age. He 
introduced me to Value Line, an equity research company 
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with a series of hard-bound research and ratings books at 
the library, very similar to a set of encyclopedias.24 He taught 
me what to look for in stocks and how to integrate a 
stockbroker’s advice. I still remember our experiments of 
picking stocks, pricing them out per share, and tracking our 
portfolio.  

Trading stocks seemed, to me, overly complicated 
with no real assurance of success. The whole process 
seemed more like throwing darts at a board than it did 
controlled research resulting in successful returns. But my 
biggest problem with the market was that I didn’t like the 
stress of having to accept losses.  

Take a look at almost any generic asset allocation pie 
chart and you will see that stocks are pushed as the primary 
investment for most people during their younger, income-
earning years. Why? Because conventional wisdom tells us 
that stocks grow. And grow. Did you know that if you’d 
invested $100 in Amazon back in 1997 when it was $0.09 
per share, it would be worth about $160,933 today? If you’d 
invested $100 in Microsoft in 1986 at $0.10 per share, it 
would be worth about $369,140. That same $100 in Apple in 
1983? It would be worth about $189,430 today! 

These numbers aren’t untrue, but they are pretty 
optimistic because for every one Wall Street unicorn that’s 
grown exponentially in forty years, there are thousands of 
companies that have gone bust. So sure, $300 spread 
between Amazon, Microsoft, and Apple between 1983 and 
1997 could have given you more than $700,000 today, but 
$300 in Enron, Compaq, and WorldCom might have given 
you losses or, worse, nothing at all. 

 
24https://www.valueline.com/ 
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The Problem of Picking Winners 
There’s no bright, blinking neon arrow flashing over the 
stocks that are going to grow over the years, and there’s no 
specter of doom standing over those that will not. As of 2023, 
there were roughly 2,400 stocks listed on the New York 
Stock Exchange and 3,600 on the NASDAQ.25 Which of the 
thousands are worth investing in? Probably not many. Just 
five stocks on the S&P 500, which lists 500 tech stocks, are 
pulling up the average of the whole index.26 I don’t know 
about you, but when it comes to being an individual investor 
trying to pick winners out of pools that big, I don’t like my 
odds. And that inclination isn’t just a feeling—it’s backed by 
facts. 

For fifty-five years, the Center for Research in 
Security Prices (CRSP) has maintained a database tracking 
historical security prices and returns.27 Studies analyzing 
that database have found that between 1926 and 2016, the 
median length of time securities stayed listed was just seven-
and-a-half years before disappearing into obscurity, taking 
investor cash with them.28 That’s overwhelming to think 
about, so let’s go smaller and look at the S&P 500. Between 
1980 and 2014, 320 listings had been removed from this list 

 
25https://www.statista.com/statistics/1277216/nyse-nasdaq-
comparison-number-listed-companies/ 
26https://www.washingtonpost.com/business/2020/08/19/tech-
stocks-markets/  
27http://www.crsp.org/  
28https://poseidon01.ssrn.com/delivery.php?ID=58602409000410
4077089103018119114105036053067045062087091089084119
0130680850980821040330160120310480480130810850170990
8811401800909409400906409409501810202603601209712710
7111109120126086096127069015089067029090067021065005
008124085024025000&EXT=pdf  
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due to “business distress.”29 And according to J.P. Morgan, 
a steady stream of these companies faced their distress 
during times of economic expansion, not recession. The year 
this book was written, we saw massive volatility thanks to an 
election, a pandemic, and massive unemployment. Imagine 
trying to pick a winner with this level of volatility.30 

All this should help you see that the odds are against 
you when you try to pick stocks, but I want to throw one 
research paper quote at you to help drive this point home. 
When researching whether stocks outperform treasury bills, 
researchers found that: 

 
“… the best-performing 4% of listed companies explain the 
net gain for the entire US stock market since 1926, as other 
stocks collectively matched Treasury bills.”  

—“Do Stocks Outperform Treasury Bills?” 
Department of Finance, W. P. Carey School of Business, 
Arizona State University, May 2018 

 
It doesn’t take a virus, housing market collapse, or 

dotcom bubble burst to create losses for individual investors 
like you and me. Attempting to pick winning stocks is like 
betting against the house in Vegas. The odds are not in our 
favor, and most people are going to lose, most of the time. 
So much so that even highly trained, experienced financial 

 
29https://www.jpmorgan.com/cm/BlobServer/Eye_on_the_Market
_September_2014_-_Executive_Summary.pdf 
30https://www.forbes.com/sites/sergeiklebnikov/2020/09/30/stocks
-close-a-dismal-september-as-investors-prepare-for-an-even-
rockier-october/#50e1caf7e4b2 



LIENLORD 
 

74 
 

professionals have a poor record of picking stocks that beat 
the market.31  

Maybe It’s All In the Timing 
Another current stock investors fight against is timing. Let’s 
look at a portfolio at the tail end of 1997 holding Microsoft, 
Bank of the Ozarks, and Mattel, all purchased from a broker, 
using a cell phone with a retractable antenna. But let’s up the 
ante. Let’s say the investor was fifty-five years old, just ten 
years away from retirement, and threw $100,000 into those 
positions. Now, we reach the year 2007, the cell phone has 
been replaced by a Blackberry, and our investor has a 
portfolio balance of $366,427 the day they retire.  

Almost two years after retiring, in February 2009, just 
as our investor needed to start liquidating their portfolio to 
take some income distributions, the market crashed and the 
value of all their investments fell to $220,841.32 Now, our 
investor has to liquidate a higher number of shares early on 
in their retirement just to get the amount they need for a 
distribution. This leaves fewer shares in their portfolio, which 
means less opportunity for recovery and growth when the 
market rebounds.  

The above situation is an example of sequence of 
returns risk, and it causes lasting damage. Just as 
compounding interest and returns can drive accumulation, 
selling a large chunk of shares at a low price (or a loss) early 
in your retirement can devastate your ability to maintain 
distributions and live out a comfortable retirement.  

 
31https://www.aei.org/carpe-diem/more-evidence-that-its-really-
hard-to-beat-the-market-over-time-95-of-finance-professionals-
cant-do-it/  
32https://www.portfoliovisualizer.com/backtest-portfolio  
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Time is touted as a great friend to the stock investor, 
when it can just as easily be the enemy. Proponents of stock 
market investing hold out 10 percent as a reasonable 
expectation for returns, a number that’s often based on 
growth of an entire index during a historical period.33 Please 
tell that to investors who lost their savings with WorldCom, 
Pets.com, Enron, and the thousands of delisted stocks 
removed from the NYSE over the years.  

Stocks may have a place in your portfolio. That’s for 
you and your advisor to determine. For my part, I am 
uncomfortable with the idea that hardworking Americans can 
have a large portion of their retirement savings wiped out 
during one major market correction, and it can take years to 
regain those losses—if they can at all.  

While we do know where the market has been, we 
don’t know where it’s headed. Of the crashes that have 
occurred during my lifetime, the one thing they all had in 
common was that very few of us saw them coming. The 
stakes are too high to take chances when an investor’s 
retirement is at risk.  

Can we—or should we—expect an average 10 
percent stock market return in the future? I don’t know, but if 
there’s any doubt, I would argue that investors should look at 
putting a small amount of their portfolio into alternative 
investments, such as mortgage loans, both to hedge against 
loss and to provide some steady income security.  

Let’s look at yet another not-so-nice gift that time 
brings to stock investors: volatility. 

 
33https://www.investopedia.com/ask/answers/042415/what-
average-annual-return-sp-
500.asp#:~:text=The%20S%26P%20500%20index%20is,since%
20its%20inception%20through%202019.  
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Volatility and Returns 
Most people accept the volatility of the stock market as a 
natural, unavoidable part of investing. Some even embrace 
it, under the strategy of dollar-cost averaging. This strategy 
involves investing a specified amount periodically into a 
certain stock, ensuring that the investor buys both when the 
stock price is up and when it’s down. Since the market is 
impossible to time, dollar-cost averaging ensures the 
investor buys both during highs and lows, thus averaging out 
their cost basis and better managing volatility.  

 
Example: Dollar-Cost Averaging 

 
Figure 9 

 
It might sound like a great strategy, but the truth is 

that the more volatile an investment is, the less successful a 
portfolio will be over the long term.  

Many people don’t realize how seriously volatility can 
diminish returns. If I asked you whether you’d rather have an 
investment that had a fixed annual return of 3 percent over 
six years or a volatile investment with an average annual 
return of 6 percent over six years, you’d probably choose the 
more volatile but seemingly higher return. But let’s look at the 
overall performance of both investments: 
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Figure 10 

 

 
Figure 11 

 

 
Figure 12 

 
As you can see, the more volatile investment earns far less 
than the slow, steady, lower-return investment. By the end of 
the six-year period, the volatile position earned just $76,184, 
while the steady return earned $180,000. 
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Alternative investments like mortgage loans are a 
great complement to a portfolio because they are not 
correlated to the stock market and can be effective at 
strengthening a portfolio by reducing volatility.  

A common strategy that I see repeated is investors 
removing some of their stock market gains during a bull 
market and placing them into either mortgage loans or 
mortgage loan funds. Then, during a bear market, they 
remain confident that a portion of their portfolio that is 
invested in mortgage loans will continue to provide income.  

While I am not condoning an attempt to time markets, 
which is futile, let’s look at how devastating volatility can be 
to an investment portfolio over time, and how reducing 
volatility ultimately means much larger gains.  

Issues with Income 
Stock market investments are not ideal for income 
generation; stocks are generally bought for growth and 
speculation. Worse, you can’t control how the market is 
doing when you start liquidating stocks for income. That is 
when sequence of returns risk becomes a very big problem.  

In the last section, we talked about the difference 
between a steady return and a volatile return. Let’s see how 
that same $1 million investment is impacted when the 
investor needs to take a $25,000 annual income from it.  
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Figure 13 

 
Figure 14 

 
You can see that while we still have our $1 million 

principal in our “steady” investment and we’ve been taking 
out $25,000 in income, we’ve also been accumulating an 
additional $5,000 per year. Yet in our volatile investment, 
we’ve tapped into the principal and our balance has dropped 
below $900,000, despite an average annual return of 6 
percent.  
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But, you may be thinking, what about stocks that pay 
a dividend? Wouldn’t those be good for income? Well, that 
depends.  

One of the biggest issues I have with dividends is that 
companies are not required to pay them and can revoke 
them at any time. For many years, Microsoft was under fire 
for deciding not to offer a dividend, despite having a profit.34 
While they reinvested this money into the business and the 
value of the stock grew, investors who were hoping for a 
dividend were out of luck. Not only are dividends not 
guaranteed, but dividend-paying stocks can go bust, or 
companies can simply suspend dividends, like Dunkin’ 
Donuts and General Motors did in 2020 and some banks did 
in 2023.35, 36  

When investors look for dividend stocks to create 
regular income, they often change the parameters around 
their assessment of a stock. Instead of measuring risk and 
potential the same way they would a growth stock, they 
instead consider only the dividend potential. Worse, 
evaluating stocks this way can actually hurt overall returns 
as dividends can reduce stock prices.37  

The most common way for investors to make money 
in the stock market is to sell shares for a higher price than 
the price at purchase. Sounds simple enough, but without 
the ability to time the market and without any meaningful 

 
34http://pages.stern.nyu.edu/~adamodar/New_Home_Page/article
s/Microsoftdividends.htm  
35https://www.nasdaq.com/articles/here-is-a-list-of-companies-
that-have-suspended-dividends-or-stopped-stock-buybacks-in  
36https://www.wsj.com/articles/first-republic-suspends-dividends-
on-preferred-stock-63e6d388  
37https://finance.zacks.com/dangers-buying-highdividend-stocks-
1419.html  
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control over company decisions, we have no way to create a 
positive environment for stock ownership. Worse, we, just as 
everyone else, are victims of the whims of the market—which 
means that even if a company is doing well by all measures, 
if consumer sentiment is against it, the price of its shares can 
plummet, just when we most need them to rise.  

Stocks have their place in the portfolios of many. 
They offer opportunities for growth, intermittent income, 
and—when you’re lucky—meteoric rises, if you’re willing to 
take on some pretty major risks. Mortgage loan investments, 
on the other hand, remove the instability and costs of 
volatility while generating a predictable income/yield, with no 
exposure to market risks.  

 

Mortgage Loans Stocks 

Represents a lien secured 
by real property. Lienholder 

is the primary interested 
party. 

Shares represent ownership 
in a company. In a 

bankruptcy, preferred 
stockholders take priority. 

Income is based on set 
payments with 

predetermined yield. 

Income based on corporate 
profits (when companies 
pay dividends). Growth is 

based on share 
appreciation, reliant on 
investor interpretation. 

Payments typically don’t 
change. 

Share price changes 
constantly. 

Risk can be spread over 
many borrowers in many 

Risk is mitigated by 
diversification in industry, 
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markets. sector, and company. 

Can control loans in 
portfolio. 

Outside of voting rights, no 
control over the company.  

Investor decides the yield at 
purchase. 

Timing for buys and sells 
relies on predictions and 

advisors. 
Figure 15 

Funds 
When you’re looking toward the stock market to earn money, 
but want to play it safe, mutual or index funds might seem 
like a great compromise. With a mutual fund, instead of trying 
to find ways to pick the right stocks, you rely on a manager 
to buy and sell stocks to (hopefully) maintain fund 
performance. And that is where the problems begin.  

Mutual Funds  
The truth is, mutual fund performance generally 
underperforms the S&P 500.38, 39 That means the active 
managers who move positions in and out of the fund with the 
goal of creating a profitable fund have a performance that 
lags behind the S&P 500 index.  

Making matters worse, mutual funds have fees that 
you pay, whether the fund is profitable or not. For many 

 
38https://www.cnbc.com/2019/03/15/active-fund-managers-trail-
the-sp-500-for-the-ninth-year-in-a-row-in-triumph-for-
indexing.html  
39https://www.nytimes.com/2023/04/14/business/stock-market-
2022.html  
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mutual funds, the fees include front-end and/or back-end 
loads, which are fees you pay when you’re buying or selling 
a stake in the fund. Even if you choose a fund with no buying 
or selling fee, also called a no-load fund, you still have what’s 
called an expense ratio. This is a fund management fee, 
charged as a percentage against the fund’s total assets.  

Mutual fund fees can be especially egregious when 
they are held in a retirement account that has its own fees 
on top of the mutual fund fees. One of my biggest criticisms 
of the mutual funds that I was offered by a financial advisor 
were all the hidden fees and costs that I was paying to invest 
in the funds. This was within a 403(b) retirement account 
designed for teachers, which itself has high fees, which I was 
paying on top of the fees for the actual products within my 
plan.40 Shouldn’t teachers, who don’t make much money to 
begin with, have access to the best funds with the lowest cost 
options available? Sadly, that wasn’t the case, and one of 
the reasons I decided that I needed to take more control over 
my own wealth building for retirement.  

If you plan on holding your mutual funds outside of a 
qualified account, you have another headache headed your 
way: unexpected taxes. At the end of each year, funds 
distribute a portion of the proceeds from trading on to their 
investors. These gains, which can be wildly unpredictable, 
are taxable to the investor when the fund is outside a 
retirement account. Because these gains can’t be planned 
for in advance, they can easily result in higher tax 
implications, and less net profit.41  

 
40https://www.fool.com/investing/2019/10/13/why-403b-plans-are-
so-awful-so-often.aspx  
41https://www.morningstar.com/articles/945237/stop-the-mutual-
fund-capital-gains-distribution-madness  
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Index Funds 
Index funds have grown in popularity in recent years. These 
are mutual funds with holdings that match or are similar to 
those of a chosen benchmark index. So, for example, an 
S&P 500 index fund might hold all the same positions that 
are on the S&P 500 index. Our recently ended, eleven-year 
bull market run made index funds seem like a great deal.  

But index funds are a lot riskier than investors 
believe. First, many indices, which are the underlying 
benchmarks steering the positions in the fund, are heavily 
invested in a particular sector, such as the Vanguard 
Information Technology index fund, which follows MSCI 
IMI/Info Tech 25-50 GR index.42 So while investors with an 
index fund that has MSCI IMI/Info Tech 25-50 GR index as 
the benchmark might feel like they’re well diversified, their 
holdings are actually all within one sector. As that sector 
loses value, so, too, will their portfolio, often without enough 
hedging against the losses.  

Index fund investors also face the issue of 
rebalancing. In a normal portfolio, your asset allocation 
would be based on many factors, including your risk 
tolerance. The weight of each position within your portfolio 
changes every time the investments move up or down in 
value or you liquidate some portion of them. This means that 
your portfolio needs to be regularly rebalanced to ensure that 
the weight of each investment stays within the range it should 
be, based on your unique risk tolerance and other factors.  

 
42https://money.usnews.com/funds/mutual-
funds/technology/vanguard-information-technology-index-
fd/vitax#:~:text=The%20Vanguard%20Information%20Technolog
y%20Index,the%20majority%20of%20its%20performance.  
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With an index fund, you can easily find that one 
underlying holding, as it grows within the fund, takes a much 
higher percentage of asset allocation than you would 
otherwise be comfortable with. 

And of course, we should talk about the elephant in 
the room, which is the fact that index funds are extremely 
vulnerable to systemic risk. Some research has found that 
index funds may even contribute to systemic instability.43 
When you have a mix of assets, including equities, from a 
wide variety of industries, it is possible that some of your 
investments can hedge against losses when the market 
begins to decline or when an index falls in value. But what 
happens if your investments are modeled against the very 
index that’s falling? 

Imagine buying an index fund in the 1990s. The fund 
you chose? One modeled after a precious metals index, 
which had seen an 82 percent gain the prior year. But by the 
end of the 1990s, the fund was worth less than half of what 
it was.44 The same could happen with many of the index 
funds available today.  

Where mortgage loans offer a steady stream of 
income, minimal fees for loan maintenance, a noncorrelated 
asset, and an asset “backed” by a home that’s lived in by the 
owner, funds offer more risk, higher potential fees, and risks 
from improper diversification. 

 
 
 

 
43https://www.cfainstitute.org/-/media/documents/article/rf-
brief/etfs-and-systemic-risks.ashx  
44https://www.morningstar.com/articles/1927/mutual-fund-
notables-of-the-1990s  
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Mortgage Loans Funds 

No annual fees or 
commissions 

Fees for managing the fund, 
fees for holding a fund 

within certain accounts, and 
fees for buying and selling 

some funds 

Diversified among different 
homeowners in different 

regions 

Diversified based on fund 
manager’s performance of 

design of underlying 
benchmark 

Predictable payments and 
yield based on purchase 

price  

Valued at the end of the 
trading day, based on 

underlying position closing 
values (net asset value) 

Figure 16 

Bonds 
Bonds are debt instruments in that they represent a loan the 
investor gives to a government or municipality. Through the 
bond, the issuer promises to repay the loan by a set maturity 
date and pay interest at the coupon rate. 

Bonds are probably the most similar investment to 
mortgage loans, and the motivation between both bonds and 
mortgage loans is stable income that an investor can receive 
over time that is completely passive. Both are considered 
lower volatility (even though bonds are certainly not without 
risk), and the risk profile can be judged at purchase.  
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Bond rates in recent years have definitely increased, 
but as I mentioned earlier in the book, so have defaults.45 
Another risk with bonds is that investors who purchase 
during low-yield periods essentially have two choices: 
commit to hold the bond to maturity for a very low interest 
rate, or sell it early. If they sell early during a rising yield 
environment, they can end up having to take a huge loss on 
the investment.  

For example: You buy a thirty-year bond at 2 percent, 
and rates go up to 4 percent any time during your ownership 
period. If you decide you want to sell that bond, you would 
have to take a loss of up to 50 percent to match the yields in 
the bond market at the time you want to sell. I don’t know 
about you, but that’s not a loss I can stomach.  

  

Mortgage Loans Bonds 

Secured by real property Represent a promise by the 
issuer to pay back principal 

Income based on set 
payments 

Income paid when bond 
issuer can afford to 

Payments typically don’t 
change 

When a bond issuer runs 
into trouble, they may miss 

a coupon payment 

Investor decides yield at 
purchase 

Yields determined by bond 
issuer or seller (in 
secondary market)  

 
45https://markets.businessinsider.com/news/bonds/corporate-
debt-defaults-recession-credit-crunch-financial-crisis-default-rate-
2023-7  
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Additional liquidity by selling 
loan or partial  

Additional liquidity through 
sale of bond, at a discount if 

interest rates have risen, 
potentially resulting in a loss 

of principal 
Figure 17 

Annuities 
Another investment that has followed bonds in popularity 
during recent years are annuities, contracts issued by 
insurance companies that guarantee a specific fixed income 
to annuitants after principal is paid to the insurance 
company. Let’s take a closer look at how they work. 

Guaranteed Income: When and for How Long? 
Annuities designed for ongoing income can pay that income 
in different ways. Some pay a guaranteed income for a 
limited term, some pay a guaranteed income until death of 
the annuitant, and some pay an ongoing income until the 
death of the last surviving joint annuitant.  

The payment of this income comes after the annuity 
owner pays a premium, which is a lump sum of money paid 
in either a single contribution or in multiple payments.  

In many ways, annuities are similar to mortgage loan 
investment, in terms of getting a steady, ongoing income. But 
unlike mortgage loan investments, annuity yields are very 
low and payments can vary, based on when you trigger 
them. For example, when you have a guaranteed minimum 
income benefit rider, the longer you wait to start the income, 
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the higher your periodic payments will be.46 Annuities also 
have administration and investment management fees as 
well as commissions.47 Finally, annuity payments only occur 
when the insurance company is able to fulfill its promise of 
payment, a risk that some investors might not be willing to 
take. 

Annuities have many built-in protections, such as 
inflation riders, which help to increase your future income to 
combat inflation. But many of these benefits come at an 
additional cost, which lowers the investment power of your 
principal.  

Annuity Investments 
Unless you buy a fixed annuity with a guaranteed return, 
you’re likely to choose either a variable annuity or an indexed 
annuity. A variable annuity allows you the choice of an 
underlying mutual fund for your annuity premium to be 
invested in.  

An indexed annuity requires you to choose an index, 
such as the Dow Jones Industrial Average or the S&P 500, 
and will credit your account with a return based on the 
performance of that index.48  

General Liquidity 
When buying an immediate annuity, payments can begin as 
soon as one month after purchase. Should you need more 
money from the annuity, you could find yourself paying a 

 
46https://www.annuity.org/annuities/riders/gmib/  
47https://www.fidelity.com/viewpoints/retirement/shoppers-guide-
to-annuity-fees  
48https://www.investor.gov/introduction-investing/investing-
basics/investment-products/insurance-products/annuities  
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penalty if it’s during the annuity’s surrender period. With a 
mortgage loan, however, you could get additional liquidity 
either by selling the loan or by selling a partial interest in one 
or more of your loans (something I discuss in more detail in 
the More Ways to Invest in Mortgage Loans chapter). 

Figure 18 

 

Mortgage Loans Annuities 

Secured by real property Relies on insurance 
company fulfilling terms 

Payments start immediately  Payments might start 
immediately or may be 

deferred 

Able to be sold in full or 
partial to access principal 

Can be surrendered, at a 
penalty 

No ongoing fees Ongoing fees for investment 
management, riders, 

administrative expenses, 
and more 

Can control loans in 
portfolio 

No control over underlying 
investments, other than 
selecting a fund or index 

Payments don’t vary Payments may be higher 
the longer you wait before 

taking them 
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Evaluating the Risks of 
Mortgage Loan Investing 
Risk is a part of every investment experience. There are no 
investments that are completely risk-free and few that 
combine low risk with a decent return that can beat inflation. 

While we all interpret risks in different ways and we 
each have our own risk tolerance, I tend to categorize 
mortgage loan investments as one of the few investments 
that has minimal risks with great potential returns. Let’s take 
a look at some of those risks so you can see for yourself.  

Borrower Default 
When considering mortgage loan investment risks, it would 
seem as if borrower default is the biggest risk you run. After 
all, your income comes from the homeowners making their 
monthly mortgage payments and eventually paying off their 
homes.  

But as it turns out, this risk might not be something 
that needs to strike fear in an investor’s heart for three 
reasons: 
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1. Homeowner default is statistically rare. 
2. Mortgage loan investors can provide options for 

borrowers to help them get over short-term financial 
issues. 

3. If no agreement can be made, mortgage loan 
investors retain the right to foreclose on a defaulted 
loan’s collateral.  

 
Now, let’s talk about each of these factors in more detail.  

The Statistics of Mortgage Default 
In a normal economic time, during a “normal” year, 
delinquency rates on single-family homes are low. In fact, the 
delinquency rate for mortgages ninety days or more past due 
fell from 4.9 percent in January 2010 to 0.5 percent in 2021, 
where it has remained.49  

Of course, as the Great Recession and the COVID-
19 Recession have taught us, normal is a gift we don’t 
always get to enjoy. But a deeper look at actual delinquency 
and foreclosure rates during these events shows us that 
homes seem to be the last asset people are willing to lose.  

It’s been estimated that between 2007 and 2010, 
there were just 3.8 million foreclosures in the United States.50 
In quarter one of 2010, the delinquency rate for single-family 
residential mortgages reached its highest point, 11.54 

 
49https://www.consumerfinance.gov/data-research/mortgage-
performance-trends/mortgages-90-or-more-days-delinquent/#mp-
line-chart-container  
50https://www.chicagofed.org/publications/chicago-fed-
letter/2016/370#:~:text=As%20a%20result%20of%20the,were%2
0approximately%203.8%20million%20foreclosures.  
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percent. At the time, the unemployment rate was around 10 
percent.51 In quarter two of 2020, after months of a pandemic 
and lockdown orders and with an unemployment rate of 11.1 
percent, the delinquency rate for single-family residential 
mortgages was just 2.49 percent.52  

In part, the drastic difference between delinquency 
rates today versus around the Great Recession is likely due 
to changes in loan underwriting standards and lending 
regulations as well as government intervention in the form of 
automatic forbearance—factors that will continue to benefit 
mortgage loan investors throughout the future years and 
potential economic upheaval. 

Modifying Payments  
Chances are good you’ve heard about banks offering 
mortgage loan modifications to borrowers dealing with short-
term financial issues. With these modifications, they reduce 
the payment borrowers are expected to make and they add 
past-due balances to the principal amount owed.  

Banks do this because it works. Between 2007 and 
2016, more than 24 million nonforeclosure solutions were 
offered by the mortgage industry, rescuing millions from 
foreclosure, keeping families in their homes and keeping 
payments rolling in.53  

Our goal as lenders is simply to keep the loan 
payments coming in on a monthly basis, so common 
alternatives to foreclosure can include: 

 
51https://tradingeconomics.com/united-states/unemployment-rate  
52https://fredblog.stlouisfed.org/2018/11/the-lowdown-on-loan-
delinquencies/  
53https://www.housingwire.com/articles/36455-hope-now-145-
million-solutions-available-to-homeowners-in-2015/  
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● short-term forbearance 
● loan modification 
● selling the house 
● refinancing the house 
● deed in lieu of foreclosure 

 
These foreclosure alternatives are usually brought on 

by short-term financial hardships that prompt defaults. This 
can include difficult events such as: 

 
● death in the family 
● divorce 
● job loss 
● illness 
● overwhelming debt, frequently due to medical bills 

 
The key here is short-term. Federal law prevents 

lenders from filing a foreclosure until a borrower is 120 days 
delinquent on their loan, so this usually gives a loan servicer 
time to reach out to the borrower, assess the borrower’s 
situation, and offer potential solutions.  

 

Since loan servicers collect loan payments and 
communicate directly with the borrowers, investors should 
not get involved. In many states, calling borrowers directly 
can be considered debt collection, which would require a 
state license. Personally, as an investor, I want as large a 
distance between myself and the borrower as possible.  

 
Why do these alternatives work so well with 

homeowners? If you’re used to dealing with tenants as a 
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landlord and have had to evict—or threaten to evict—
tenants, then you might not understand. As a landlord, I 
found that tenants generally viewed renting as a financial 
transaction. Their goal was to get the best unit for the lowest 
price, with the lowest amount down, and they were willing to 
move, even on short notice, for a better deal.  

Also, the rental market was competitive. Many 
landlords would upgrade units and offer incentives like free 
rent to attract tenants; they’d even lower prices out of a need 
to fill units. Thus, many tenants aren’t concerned about an 
eviction, in my experience, because they could always move 
to another rental.  

Homeowners, however, are a completely different 
breed. Just think about how the process of buying a home 
starts—usually with a big down payment. People save 
money for years, handing over more money than they may 
have for any other purchase in their lives, to buy a home. 
They move in, they personalize the space and yard, they 
expand their families, get pets, and make memories.  

Besides that, over time, their equity in the property 
can grow to hundreds of thousands of dollars, making the 
property the most important investment many of them have. 
Homeowners have both a financial and emotional 
connection to their homes (even when they are underwater 
on value) and almost never walk away.  

Foreclosure 
While it doesn’t happen often, there are borrowers who 
become so behind on mortgage payments that their lender 
files foreclosure. But, as I mentioned, this is infrequent, even 
during times of financial stress such as the Great Recession, 



LIENLORD 
 

96 
 

when about 25 percent of homeowners were underwater, yet 
only 3.8 million ended up in foreclosure.54,55  

Because we are secured lien holders, mortgage loan 
investors retain the right to foreclose on a property to reclaim 
the balance of the loan. As a lender, I am willing to provide 
alternatives to foreclosure if I see a clear resolution in sight. 
I don’t want to displace borrowers unless absolutely 
necessary and all alternatives have been exhausted. But if 
no solution can be found, then sometimes foreclosure is the 
only answer. Just because a foreclosure case is filed doesn’t 
mean that it will be completed; among the statistically small 
percentage of cases that are filed, even fewer actually make 
it to a foreclosure sale. 

This is yet another reason I suggest that investors 
stick with owner-occupied, primary residences; homeowners 
are much less likely to allow them to go into foreclosure than 
they might a vacation or investment property.  

Lending is a business. One of the biggest lessons I 
learned during thirteen years of real estate investing is that 
decisions should always be made based on the numbers, not 
on how I feel about a situation or my desire to shape an 
outcome. I strongly believe that I have a responsibility to the 
portfolio of loans I manage, and that means making sure 
timely payments continue to come in during the life of each 
loan.  

While I want to help borrowers whenever possible, 
it’s unreasonable for anyone to think they can stay in a home 

 
54https://cnsmaryland.org/2020/05/19/a-decade-after-great-
recession-home-values-in-some-communities-remain-
underwater/  
55https://www.chicagofed.org/publications/chicago-fed-
letter/2016/370#:~:text=As%20a%20result%20of%20the,were%2
0approximately%203.8%20million%20foreclosures.  
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for a year or longer without paying a mortgage, taxes, or 
insurance. Sooner or later, everyone needs to face the reality 
of their situation, and delaying the inevitable just makes 
situations worse for everyone involved.  

The key in mortgage loan investing is to have a large 
portfolio diversified over many borrowers in many markets in 
order to withstand any financial storm.  

Falling Property Values 
When you invest in real estate as a landlord or flipper, falling 
property values can be a great concern. After all, selling the 
property or leveraging the equity can be an important means 
of accessing capital and gaining profits. Falling property 
values threaten to undermine that completely.  

From that perspective, mortgage loan investors don’t 
need to be as concerned about falling property values. While 
I always look for equity in my purchases, since I don’t own 
the property or need to use its equity as leverage or liquidity, 
the value of the property itself plays little role in my overall 
business model.  

Instead, mortgage loan investors need to be 
concerned with how homeowners will react to falling property 
values. During the Great Recession, a common concern was 
that borrowers would abandon their homes as property 
values plummeted, and by March 2011, almost 30 percent of 
them were underwater or very close to it.56 The term strategic 
default was coined by lenders to identify borrowers with 
negative equity who decided to just lock the doors of their 

 
56https://www.corelogic.com/news/new-corelogic-data-shows-23-
percent-of-borrowers-underwater-with-750-billion-dollars-of-
negative-equity.aspx 
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home and walk away. Financial institutions were concerned 
that millions of homeowners would strategically default since 
there was no financial incentive for them to stay.  

As it turns out, the concern over strategic default was 
overblown, which should give today’s mortgage loan 
investors some additional confidence. J.P. Morgan Chase 
conducted a study in 2017 to learn about borrower behaviors 
and motivations during the financial crisis, and what they 
found was astounding.  
 

Strategic default never happened.57  
 

The study followed almost a half-million homeowners 
who received a home loan modification and found that in 
virtually every single case, the only borrowers who lost their 
homes were borrowers who had no financial ability 
whatsoever, either through themselves, a spouse, or family 
members, to continue to pay. In other words, default was tied 
to a fundamental drop in income, rather than a drop in 
property values or size of payments. Underwater borrowers 
stayed in their homes, continued to pay, and just waited for 
the housing market to rebound.  

Why would they do this? Overwhelmingly because 
they loved their homes and wanted to stay in them! In 2018, 
when almost two million homeowners still had negative 
equity, New York Fed found that the primary reason 
underwater homeowners hadn’t even considered strategic 
default was simple: they liked their homes and didn’t want to 
lose them.58 

 
57https://institute.jpmorganchase.com/content/dam/jpmc/jpmorgan
-chase-and-co/institute/pdf/institute-mortgage-debt-reduction.pdf 
58https://www.marketwatch.com/story/why-do-underwater-
homeowners-keep-paying-the-mortgage-2018-04-19 
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When you think about it, everyone needs a place to 
live. Whether you’re paying a mortgage or rent, you’re paying 
living expenses. The extensive research done after the Great 
Recession shows us that homeowners would far prefer to 
keep paying for their homes rather than give them up to pay 
rent on a temporary dwelling they have no stake in, control 
of, or emotional tie to.  

The data perfectly illustrates the importance of 
emotional equity in home ownership, which has proven to be 
even more powerful than financial equity. The mindset of a 
homeowner is completely different, because it involves 
ownership. Homeowners do not make rational, data-driven 
decisions about their homes. Their decisions are 
overwhelmingly emotional.  

Furthermore, humans are essentially creatures of 
habit and familiarity who don’t like change. Moving is difficult 
and expensive, and most people try to do it as rarely as 
possible. How could you find an investment that is better than 
this, with borrowers who are motivated to keep their 
mortgage current and in good standing, regardless of what 
happens in the economy and markets around them?  
 

Interest Rate Changes 
Interest rate risk is inherent with many investments. It 
describes the risk that when a fixed investment, such as a 
bond or CD matures, an investor may not be able to reinvest 
their principal at a similar rate if rates have fallen.  

Real estate investors face a different type of interest 
rate risk, as their expenses are driven up when they invest in 
properties by taking out mortgages during a high, or rising, 
interest rate environment.  
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Most commercial loans are balloons of about five 
years, meaning that investors are required to refinance their 
debt (and pay bank fees) upon the balloon’s maturity, at the 
bank’s discretion. If rates are increasing, investors could find 
themselves with a nasty surprise: increasing leverage costs 
that they cannot absorb by raising the rents. If banks sense 
systemic risk, they could decide not to refinance the loan at 
all, forcing the investor to either find a new bank or sell the 
property in the current market conditions. In a declining 
market with a neglected property, an investor could find 
themselves—pardon my language here—totally screwed.  

For mortgage investors, interest rates, whether high 
or low, play no role in our ability to profit, even if we’re 
reinvesting our principal when loans are paid off early and 
interest rates are extremely low. The reason we don’t need 
to be concerned about interest rates is that we generally buy 
loans based on yield, not interest rate.  

When mortgage loan investors calculate investment 
yield, we don’t pay attention to the borrower’s interest rate. 
Our only concern is our yield, which is based on the amount 
of each payment, the number of payments remaining, and 
the purchase price. Discount allows us to increase our 
desired yield to meet our investment requirement.  

 
In addition, when rates fall, homeowners are more likely to 
refinance their loans, meaning we get paid back early. 
Depending on our purchase discount, an early payoff can 
drastically increase our investment ROI.  

 
Out of the hundreds of billions of dollars of mortgage 

loans originated each year, there are wide varieties in the 
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interest rates.59 I review countless loans every year 
originated by smaller lending institutions or credit unions as 
far back as 1995, at or above 10 percent interest. Higher 
interest rates don’t necessarily mean a higher-risk borrower, 
and they don’t equal a higher yield. When a mortgage loan 
investor looks for a specific minimum yield, the calculation 
revolves around the cost of the loan and the remaining 
payments.  

Let’s take a look once more at the example we 
discussed in the Calculating Yield section. As you can see in 
Figures 15 and 16, the yield of the investment changes not 
because of interest rate, which isn’t even a factor in the 
calculation, but based on the purchase price of the loan itself.  

 

Number of 
payments 

Monthly 
payment 

Yield Purchase 
price 

132 $494.12 8% $43,285.21 
Figure 19 

 
 

Number of 
payments 

Monthly 
payment 

Yield Purchase 
price 

132 $494.12 12% $36,125.48 
Figure 20 

No matter what interest rate homebuyers are paying, 
you can maintain the same yield with every new investment.  

 
59https://www.consumerfinance.gov/data-research/consumer-
credit-trends/mortgages/origination-activity/  
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Risk may be an unavoidable reality of any investment 
worth having. Understanding the true nature of the risks 
associated with mortgage loan investing gives you the power 
to create hedges against them, such as diversifying the 
locations for your mortgage loans. Often, however, the very 
nature of this type of investment and its focus on yield create 
a far more hospitable environment for investors seeking low-
risk and comfortable returns for a portion of their portfolio.  
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Making Your First Mortgage 
Loan Purchase 
One question I receive more than any other is, “How do I find 
mortgage loans to purchase?” Unfortunately, it’s probably 
the most challenging part of the process, because for some 
reason, the secondary market for mortgage loans is not an 
organized, efficient marketplace the way that real estate is.  

The mortgage loan investment industry is 
overwhelmingly based on relationships. I have met the 
majority of the sellers that I purchase loans from through web 
searches, conferences, introductions from other investors, 
and through corporate brokers who are paid a fee on the total 
balance of the loans that are sold.  

At least in the beginning, you must have a trusted 
professional (such as a CPA or attorney who has experience 
with mortgage loan investing) help you through purchases, 
because sellers expect fast due diligence and a smooth, 
quick transaction.  

When I bought real estate for investment, the 
purchases were very organized and regulated by state law. 
The sellers were required to disclose what they knew about 
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the property and a real estate agent could look out for my 
best interests. Experts reviewed both the property and the 
contract, and they could make revisions and 
recommendations as needed.  

Those luxuries don’t really exist when you are buying 
loans. It is completely up to you to look out for your own 
portfolio purchases and develop your own procedures and 
checklists if you decide not to invest in a mortgage loan fund.  

Reputations are everything in the mortgage loan 
investment business, so being an easy buyer to work with 
will likely result in sellers reaching out to you when they need 
to move loans quickly, at a higher discount. I have obtained 
some really amazing deals in the past from sellers who were 
winding down investment funds and needed to liquidate all 
the assets before the fund could be officially closed.  

With that said, I don’t want to gloss over the fact that 
it’s imperative to be very diligent and prepared. As the sellers 
I deal with will tell you, the worst thing a buyer can do is back 
out of a purchase for an arbitrary reason after leading the 
seller to believe they are prepared to close. Once a seller 
has a bad experience with a buyer, trust is lost, and the buyer 
will likely not hear from that seller again.  

On that note, let’s talk about how due diligence can 
make you a buyer that sellers love to work with.  

 
But First, Yield 

 
Before you start any due diligence, I highly recommend you 
ask the seller for their pricing expectations. If the seller’s 
expectations don’t meet your yield requirements, there is no 
reason to waste anyone’s time. Also clarify whether the seller 
allows select bids on individual loans (referred to as cherry 
picking) or requires the purchase of the entire pool.  
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Due Diligence 
In this section, I’m going to highlight for you some of the most 
important steps that I take to complete due diligence and find 
the best loans for my portfolio. The following is not intended 
to be an exhaustive list of every due diligence check that 
should be completed. Likewise, I can’t guarantee that if you 
complete these steps, you will be successful.  

While this may prove a good starting point in your 
education, it is not a complete list for you to follow. I highly 
recommend that you hire a knowledgeable attorney who 
understands note investment, and that you get an investing 
mentor before you begin to purchase loans. There are many 
ways investors can lose significant amounts of money in 
mortgage loan investment if they do not thoroughly 
understand the business.  

I have purchased mortgage loans ranging in 
purchase price from $25,000 to $250,000, and I follow the 
exact same risk assessment on every loan to answer the 
question:  
 

What is the likelihood this borrower will pay back the loan, 
and if they don’t, am I comfortable with my recourse in the 
collateral property in order to be made whole? 

 
Lending comes down to risk, and my responsibility as 

an investor overseeing my portfolio is to build a group of 
loans that has the highest yield return with the lowest risk 
profile. The more loans I own, the better I sleep at night, 
because unlike real estate, I have found that owning more 
loans provides a hedge against risk. I ask myself frequently, 
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“What are the odds that all homeowners will stop paying their 
mortgage loans?” The answer is always zero.  

Nevertheless, due diligence is paramount. There are 
many ways to get burned in a mortgage loan purchase, but 
having a solid checklist of items to double check can reduce 
much of the potential risk.  

Understanding the Tape 
When sellers market loans for sale, they include the 
important loan-specific data on a spreadsheet, which is 
referred to as a tape. Data on the tape usually includes: 
 

● borrower name(s) 
● address 
● property value 
● origination date 
● monthly principal and interest payment 
● interest rate 
● servicer 
● unpaid principal balance (UPB) 
● maturity date 
● recent pay history 

Step 1: Analyze the Collateral Property 
In my opinion, equity in the collateral property is probably the 
most important safeguard in a mortgage loan purchase. If 
default occurs and a solution cannot be worked out with the 
borrower, equity ensures that you should get your money 
back through a foreclosure sale. Should the foreclosure sale 
have no bidders, the deed to the property reverts to the 
lender, which means you’ll need to be comfortable getting 
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your money back through the disposition of the property—
either through selling, renting, or financing it. 

To determine the equity present at the time of your 
investment, you need to know the difference between the 
outstanding mortgage(s) and the approximate value of the 
property. The outstanding mortgage amount(s) should be 
obtained from the seller. The property value might take a few 
more steps.  

 

If you are buying a second lien, be sure to ask the seller 
for proof of the status of the first lien. You want to verify 
the balance, its current status, and whether it was ever 
modified. When I underwrite second liens, I combine the 
balance of the first and second lien and compare that total 
against the value of the property. More equity means a 
larger safety net.  

 
Since investors can’t get inside for an inspection, we 

have to rely on what we can see in pictures and online. To 
analyze the value of the collateral property, investors can use 
a desktop automated valuation model (AVM). AVMs offer a 
statistical value of the property that’s based on how other, 
similar-area properties have sold.  

If there is any confusion about the value of the 
property, or if it’s in questionable condition, investors can 
order an exterior broker price opinion (BPO) from a local real 
estate agent. This involves the agent taking pictures of the 
property and using comparable properties and recent sales, 
along with a brief visual inspection of the property’s condition 
to provide their opinion of the exterior appearance of current 
value. This usually costs about $150.00. There are many 
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companies that provide nationwide BPOs through their 
network of participant agents.  

 

If you want to be very conservative with values, some 
investors reduce BPO values by 25 percent to reflect 
potential disrepair on the interior. If you’re thinking about 
doing this, remember that completing a foreclosure on a 
homeowner is rare.  

 
You might already be thinking that if you pull up an 

address on Google Maps and see that a property’s exterior 
appearance is questionable, that it’s not worth investing in. 
The issue of appearance is much more nuanced than that.  

In general, I try to avoid properties in complete 
disrepair because in my experience, the outside of a property 
usually reflects the condition of the interior. Thus, I like to see 
pride of ownership in the home, but a poorly maintained 
home does not mean a borrower is ready to relinquish 
ownership. In other words, a poorly maintained home may 
still be loved by its owner and the owner may have no desire 
to lose the property or move.  

I have purchased loans on homes that appeared to 
be in below-average condition, and inherited borrowers that 
never missed a payment. This is just one reason why an 
investor’s due diligence risk assessment must rely on many 
data points to build a picture of the borrower; the collateral 
property is only one of them.  

If the property looks to be in below-average condition 
and everything else looks good, an investor may want to 
overlook the condition and make the investment, anyway. If, 
however, the collateral property is a structure that the 
investor would never be willing to take back after a 
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foreclosure sale under any circumstances, they should pass. 
I always consider the worst-case scenario before purchasing 
a loan.  

Step 2: Analyze the Loan Data 
I have learned the hard way that you should always verify the 
information your seller provides to you on the tape. Sellers 
typically manage hundreds if not thousands of loans, and 
sometimes they make mistakes. The responsibility to verify 
all data is always the purchaser’s.  

Trust, But Verify  
First and foremost, investors should review a current pay 
history from the loan servicer to verify the UPB of the loan, 
since this is the amount that helps determine the yield and 
drives the price of the investment. Additionally, investors 
should review all the monthly payments on the pay history, 
looking for any abnormalities that they need to ask the seller 
about. These can include a short, onetime history of late 
payments resulting from a temporary setback, or a repetitive 
problem with late payments that would require a larger 
discount.  
 

While I review the pay history, adding up every single 
payment to verify the data is not necessary as long as the 
loan was serviced by a third party servicer. The seller 
should guarantee the UPB as part of the purchase 
contract. 

 
Next, investors should double-check the data on the 

pay history against the data on the tape to verify the payment 
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amount and whether the loan includes escrows for taxes and 
insurance.  

After that’s done, investors should double-check the 
number of remaining payments by using an amortization 
software or financial calculator to make sure their 
calculations match what the seller is advertising. 
 

Be very careful with loans that have been self-serviced, 
due to the risk of the borrower disputing the pay history 
after you have purchased the loan. One way to avoid 
disputes is to have the seller request the borrower sign 
and notarize an estoppel affidavit, which would stipulate 
the amount owed just prior to the loan sale.  

Evaluating Lenders 
One of the significant benefits of mortgage loan investing is 
that loan origination is completed by financial institutions 
held to high regulatory standards when it comes to 
underwriting, lending, and documentation. But not every 
home loan is underwritten by a financial institution. Some are 
originated by private lenders or are seller financed.  

Investors should use extreme caution with seller-
financed or privately originated loans. These should be 
carefully reviewed by an attorney who specializes in lending 
in the state where the loan was originated. An improperly 
originated loan that did not follow all required state and 
federal laws and requirements could be deemed unsecured, 
uncollectable, or could even open up the investor for 
expensive litigation and liability.  
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Step 3: Analyze the Borrower 
Although the property is the lender’s collateral, and equity is 
the biggest safeguard, the borrowers and their financial 
ability to pay are the most important predictors of success in 
any mortgage loan purchase. To find out more about the 
occupants and their ability to pay, investors can subscribe to 
skip trace tools that provide data about the occupants of the 
property, as well as their ages.  

Knowing that multiple working-age people live in a 
property is a good sign that there are several streams of 
income, but more than that, it can also show there are 
multiple generations of family living in a property, which is a 
great sign of emotional connection and can indicate a 
hesitance to move after putting down roots.  

Next, investors should ask the seller for a copy of the 
borrower’s credit report. This will not only show you the 
status of the first lien and the balance and the borrower’s 
FICO score but also give you information about their other 
debts and their overall credit history and payment habits.  

 

Before buying a loan, many investors review the borrower’s 
credit to make sure it meets their minimum required score. 
In my opinion, the pay history of a loan is a more important 
indicator of potential risk. Borrowers can get in trouble with 
medical costs or other debts, but they still want to keep their 
homes and make consistent payments. A loan with a solid 
pay history and high equity owned by a borrower with a 
lower credit score usually is a good opportunity for a larger 
discount and higher yield.  

 
Finally, investors can check previous bankruptcy 

filings on Public Access to Electronic Court Records 
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(PACER), available at www.pacer.uscourts.gov. Bankruptcy 
filings are public knowledge and can be searched and 
reviewed. If a borrower has a recent bankruptcy filing, there 
will be valuable information that can be added to an 
investor’s due diligence file. PACER has details about the 
debtor’s employment, income, and intentions regarding their 
personal residence, making it a valuable resource for 
investors. Searchers must have an account to review 
PACER records, and there is a charge of $0.10 per viewed 
page.  
 

Although information included in bankruptcy filings is public 
knowledge and can be searched, I strongly recommend 
that you review with an attorney your legal rights and 
responsibilities when viewing these documents.  

Step 4: Analyze the Loan Documents 
Reading through loan documents may not seem like a fun 
way to spend an evening, but it’s a good idea for investors to 
do as part of their due diligence efforts.  

When reading the loan documents, investors should 
verify that the most important data matches between the tape 
and the loan documents. This should include the 
borrower(s), property address, amount of the loan, 
origination and maturity dates, interest rate, monthly 
payment, and due dates. 

Finally, investors should always check signatures, 
notarization on the mortgage or deed of trust, and loan 
modifications, if they exist (more about this on page 107). It’s 
not impossible to discover unsigned loan documents, and 
those are probably loans investors want to avoid unless they 
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first discuss their rights and legalities with a foreclosure 
attorney in the state where the loan was originated. 

Let’s talk about each of the loan documents in more 
detail, to give you a better sense of what to look for. 

The Promissory Note 
Mortgage loan investing is frequently referred to as note 
investing, because the borrower’s signature on the 
promissory note is a legal promise to repay the lender 
according to the terms of the loan, including: 

 
● the amount of the loan 
● the interest rate, and whether it is fixed or adjustable 
● the term of the loan and maturity date 
● the monthly payment and due date 
● late-charge guidelines 
● other payment-related terms, such as a prepayment 

penalty or a balloon  
 

Notes generated by financial institutions generally 
contain similar language and standardized provisions based 
on each state’s laws.  
 

It’s important for investors to possess the original signed, 
wet-ink copy of the note, because in many states it is 
required to initiate a foreclosure. If the original note is lost, 
though, don’t fret. In most cases, you can obtain a lost note 
affidavit from the prior owner of the loan or the party that 
lost the original copy. To understand what can and can’t be 
done with a lost note and/or lost note affidavit, review the 
issue with a foreclosure attorney in the state the property is 
located.  
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The Mortgage or Deed of Trust 
The mortgage or deed of trust document is the lender’s 
security instrument, and it is recorded with the county as a 
lien against the property. These documents both identify the 
collateral property and include rights and requirements for 
the lender and borrower. In most cases, the documents 
specify that the borrower cannot sell or refinance the 
property without having the lien released. If the borrower 
defaults on the loan in any way described in the security 
instrument, the mortgage or deed of trust will include specific 
language that addresses how the lender may foreclose on 
the collateral property and sell it publicly in accordance with 
applicable state law.  

Mortgages are typically used as security instruments 
in judicial foreclosure states, in which foreclosure cases must 
go through the legal system and be approved by a judge. 
Deeds of trust are mainly used in nonjudicial foreclosure 
states, in which a trustee is given the power to publicly sell 
the property without court approval.  

Remember that each state’s foreclosure process 
differs, and seeking the guidance of a foreclosure attorney in 
the state in which the loan is located is imperative. Never 
attempt to file a foreclosure on your own. It is a highly 
complex process that, if not completed properly, can set you 
up for different lawsuits and legal liabilities. 
 

It’s commonly believed that if a borrower defaults, the 
lender is entitled to take possession of the property. This is 
not true.  
 
If no bidders bid on the property at the foreclosure sale 
(most commonly because more is owed to the lender than 
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the property is worth), only then will it become property of 
the lender. The foreclosure process only allows the lender 
to be repaid what is owed to them. If the property sells for 
more at auction than what is owed, the excess funds will go 
to any junior lien holders and ultimately the borrower. In my 
experience, it is exceedingly rare for borrowers to walk 
away from equity in their home by losing it at a foreclosure 
sale.  

Unsecured Loans 
If there is no mortgage or deed of trust securing the debt, a 
loan is referred to as unsecured. Personal loans, credit 
cards, and peer-to-peer loans made through lending 
websites such as Lending Club are examples of unsecured 
loans, because there is no underlying collateral for the lender 
to seize if the borrower defaults.  

While unsecured loans may be a valid option for 
some, mortgage loan investing creates security for investors 
since they retain the legal right to sell the collateral property 
if they are not repaid by the borrower according to the terms 
in the note. This is what makes mortgage loan investments 
lower risk. Without that security, unsecured loans lose their 
appeal for my portfolio. 

Assignments and Allonges 
When a loan is sold to a new lender, the note and mortgage 
must be transferred. This is a relatively simple process that 
involves two documents. 

To transfer the note, either an endorsement or an 
allonge is used. An endorsement is similar to a check 
endorsement and is usually stamped on the original note and 
signed over to the new owner. An allonge is a separate 
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document attached to the note. It usually uses the term pay 
to the order of and includes the seller’s signature.  

The mortgage or deed of trust is transferred via a 
document called an Assignment of Mortgage (AOM), or 
Assignment of Deed of Trust, which is a simple, one-page 
document that shows the new lender’s information, including 
the company name and address. This document is recorded 
on title with the county and provides a public record of who 
currently owns the lien.  

At this point in the process, your goal is to look into 
past transfers to check the assignment and allonge chain to 
make sure there is a complete transfer history of ownership 
on the loan. The goal is to make sure there are no missing 
documents (referred to as breaks) in the AOM or allonge 
chains. If there are, investors can either approach the seller 
about the missing documents and ask them to procure them, 
or discuss the issue with an attorney in that state.  

In some cases, you can still legally foreclose if you 
are missing AOMs or allonges, but this isn’t always true, so 
you want to make sure you verify with an attorney. Another 
option is to have your collateral custodian reach out to the 
previous lender for you to obtain any missing documents.  
 

Loans that are missing collateral documents usually sell at 
a deeper discount. As long as you discuss the issue with an 
attorney prior to your purchase and are comfortable with 
your legal options, these loans may represent a good 
opportunity, albeit a lower resale value.  

 
Investors can (and, in my opinion, should) outsource 

the collateral part of the business to a corporate collateral 
custodian. They are experts in the field and can handle all 
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aspects of the collateral document business for you, 
including storing collateral, generating documents, recording 
documents, shipping files, and even signing on your behalf 
under a power of attorney so you can focus on your core 
business: buying more loans and increasing your monthly 
cash flow.  

A Special Note on Loan Modifications 
While forbearance agreements help borrowers who are 
experiencing a short-term financial setback, we’ve discussed 
how loan modifications are a great way for lenders to help 
homeowners remain in place during a longer-term financial 
hardship in which the borrower would benefit from loan terms 
that are permanently changed. Because of this, investors 
may notice some of the loans they purchase have been 
modified by a prior lender.  

Loan modification isn’t a verbal agreement. It 
involves important documents that alter the terms of the 
original loan and can include changes to the: 
 

● loan balance 
● monthly payment 
● interest rate 
● due date 
● maturity date  

 
Investors need to first ensure that the tape accurately 

reflects the modified loan terms. Then, they should look to 
see if a balloon (requirement for the borrower to pay off the 
loan in a lump sum prior to full amortization) has been added 
to the agreement. While not always legally required, these 
documents definitely should be notarized.  
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And that’s it. Those are the steps I take for prebidding 
due diligence. Once again, I highly recommend you speak 
with an attorney before finalizing your due diligence process.  
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Bidding on Loans 
After completing all the due diligence that can be done for 
free, investors will have narrowed the field and found loans 
they want to bid on. These loans will have: 
 

● a flexible enough price to meet yield requirements 
● satisfactory collateral property 
● correct loan data on the tape 
● necessary collateral documents 
● on-time pay history 
● borrowers with a high likelihood of continued 

payment 
 

One of the things you’ll need to consider next is how 
much to bid. Initially, you will have had a yield target in mind, 
but now, knowing more about the loan, borrower, and 
property, you may want to adjust your yield pricing. The 
factors that will impact the yield you choose include: 
 

● the amount of equity exceeding the loan balance(s)  
● whether the loan is a first or second lien  
● pay history 
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● whether the property is in a judicial or nonjudicial 
state 

● status of the collateral file 
● existing modifications 
● borrower down payment at modification 
● borrower credit score 
● bankruptcy status 
● motivation of the seller  

 
When you’ve verified all information and determined 

your target yield and purchase price, you should complete a 
few final checks before bidding on the loan(s).  

Final Checks 
When investing in a first lien, reviewing a lender’s title policy 
and proof of homeowners insurance is critical. A lender’s title 
policy protects the lender against title problems or claims that 
could affect the secured status of their first-position lien. 
Lender’s title policies are primarily used for first liens and are 
less common for second liens originated as HELOCs; that is 
why reviewing the title prior to purchase is so important. 
Without a title report, you have no way of knowing whether 
the lien you are buying is in second or third position.  

A homeowner’s hazard insurance policy covers the 
collateral property against damage. Prior to purchase, 
investors should ask the seller for a copy of the borrower’s 
homeowners insurance information. After purchase, the loan 
servicer should request to be added to the borrower’s 
insurance policy as: 
 

● Mortgagee: This requires the insurance company to 
provide notification if the policy is cancelled. 
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● Additional insured: This reflects the investor’s 
interest in the property as a secured lien holder. 

● Loss payee: This requires the homeowner to get the 
investor’s signature on any claim monies used to 
rebuild the property, so the borrower cannot run off 
with a large check and not rebuild the collateral. 

 
In some cases, a borrower will not have insurance on 

the property. If they don’t have insurance, your servicer can 
force place insurance, which means placing a policy that 
protects the collateral for your interests.60 Since the loan 
documents require the borrower to insure the property, they 
will be required to pay for the forced-placed policy, and the 
policy can be only for the amount the borrower owes on the 
loan. Charges for the cost of the policy can be added to the 
borrower’s loan balance.  

Placing a Bid 
The tape you received will have a deadline for bids. On or 
before the deadline, you can submit what’s called an 
indicative bid. This is an offer based on several conditions, 
which you should disclose to the seller.  
 

My indicative bids are typically contingent on a title report, 
an exterior BPO if I have any doubt on value, review of the 
collateral documents, and clarification on any other issues 
that came up in my due diligence.  

 

 
60https://www.dfs.ny.gov/consumers/help_for_homeowners/insura
nce/force-placed_insurance 
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Bids are usually submitted simply by email on a 
spreadsheet. Your bid may be higher or lower than you 
initially thought, based on the information you discovered 
during your due diligence. In other words, you may find that 
you want a bigger discount and a higher yield for loans that 
you now feel are higher risk or have a lower-valued collateral 
property.  

I always disclose to the seller any pertinent 
information I found in my due diligence that is affecting my 
bid, especially if I bid for less than expected.  

Each investor can bid only once, and if another 
investor bids a higher percentage of a loan’s unpaid balance, 
they will usually win the sale—unless the seller likes you so 
much, they would rather award the bid to you. Don’t 
underestimate the value of reputation and relationships in 
the mortgage industry.  

Title Review 
Once the seller notifies you that your bid has been accepted, 
you should immediately clear up any remaining 
contingencies so you can close the deal as quickly as 
possible.  

As a final step, and just prior to closing, investors 
should order a title report on the property. I cannot stress 
enough how important this is. Among other information, this 
will allow you to verify: 
 

● the current owner 
● whether the property is currently in foreclosure 
● whether there are any other liens or encumbrances 

on the property that could interfere with your 
ownership 
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● the annual property tax rate 
● the presence of any unpaid taxes, tax liens, or tax 

deed sales 
● whether the loan is secured by a lien on title and has 

not been released by the lender 
● if the lien is in either first or second position 
● any prior loan modifications recorded on title 
● all the recent documents that have been recorded on 

title 
 

Since this is such an important check, and title issues 
can be complex, beginning investors should pay to have a 
real estate attorney review the title report and supporting 
documents. There is nothing more important than ensuring 
you’re buying a secured lien without any major title issues.  
 

When reviewing a title report for a second lien purchase, be 
sure to review any loan modifications that were completed 
on the first lien. These are not always reflected on a credit 
report and can change your equity position if the first lien 
added a deferred balance to the end of the loan that has to 
be paid off upon sale or refinance. 

Reviewing the Loan Sale Agreement  
The loan sale agreement (LSA) is the final document 
representing the sale of the loan from the seller to the 
purchaser. You can review a sample LSA at the SEC 
website.61 

 
61https://www.sec.gov/Archives/edgar/data/1466225/0001193125
11055174/dex108.htm  
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An LSA is a sophisticated, legally binding document. 
When you’re starting off in mortgage loan investing, it’s 
critical to have the LSA between you and the seller reviewed 
by an attorney who understands mortgage loan investment. 
At the very minimum, the LSA should provide complete 
clarification about: 

 
● Funding and cutoff dates: These deadlines clarify 

the date the loan purchase must be funded and the 
date after which all incoming payments are rightfully 
owned by the purchaser. 

● Borrower payment during the purchase process: 
Your LSA must specify how payments are handled 
after the sale occurs, and should include a procedure 
for forwarding borrower payments to the purchaser if 
funds are received by the seller after the cutoff date. 

● Representations and warranties: Is the seller 
guaranteeing the original note and allonges, as well 
as a complete assignment chain? A secured lien? A 
certain lien position? If you discover otherwise, what 
recourse is the seller providing to you and with what 
deadline? 

● Costs: Spells out who pays for the preparation and 
recording of the assignment and allonge to the 
purchaser. 

● Servicing transfer: Specifies how quickly the 
transfer of servicing should take place, and what 
happens if it doesn’t occur in that amount of time. 
Also covers the procedure for the servicer notifying 
the borrower of the sale of the loan, in accordance 
with federal law. 

● Dispute resolution: Allows buyer and seller to agree 
to waive the right to a jury trial and name the venue 
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for filing disputes, or to choose mediation/arbitration 
only.  

● Schedule A: An attachment to the agreement that 
includes the loan data, such as borrower name, 
address, last payment, payment amount, UPB, and 
purchase price. The UPB is the most important data 
point, and the seller should warranty that you are 
purchasing that specific amount of debt.  
 
Many sellers use similar LSAs, but don’t be afraid to 

ask questions or have the seller add in language specific to 
an individual loan purchase if needed. LSAs are generally 
negotiable contracts that can be changed or altered 
depending on the individual characteristics of the deal. Each 
purchase is a little different. 

Funding the Loan Investment 
Sellers always expect you to wire funds for a loan purchase 
directly to their account. This is not something I’m 
comfortable doing unless I have an established business 
relationship with the seller. Instead, I like to use an attorney 
as a third-party escrowee, hopefully in the state where the 
loan is located.  

The procedure for using a third-party escrowee is 
simple, and looks like this: 

 
● The seller ships the loan file to the attorney. The file 

includes an assignment of mortgage and allonge to 
the buyer’s business entity. 

● The buyer wires the funds to the attorney. 
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● The attorney escrowee reviews the file, and when 
everything is found to be satisfactory, the funds are 
released by the attorney to the seller. 

 
I generally offer to pay the escrow fee since I am 

being protected by it, and even allow the seller to choose the 
attorney, if they prefer.  

After the deal is closed, there is usually one payment 
forwarded to the purchaser, whose servicer will send out a 
letter to the borrower letting them know of the identity of the 
new owner and where to send payments. 
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More Ways to Invest in 
Mortgage Loans 
By now, you probably have a much better idea what role 
mortgage loan investing might play in your overall portfolio 
allocation and future income plans.  

Now, let’s go a step further and talk about some 
alternative ways to invest in mortgage loans and some 
different types of loans you can invest in. As I walk through 
these steps, please remember that my goal is to introduce 
you to these concepts and expand your understanding of 
what’s possible in your portfolio. Please consult with a CPA, 
attorney, financial advisor, and IRA plan custodian before 
taking action and making any investments.  

Baby Steps: Partial Loan Purchases 
What if you’re not ready to purchase a whole loan? Whether 
you’re concerned about concentrating that much capital in a 
single investment or you simply don’t have enough money to 
take such a big step, you might instead start by purchasing 
just part of a loan.  
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A partial loan purchase is a great way to test the 
mortgage loan investing model with a lower capital 
contribution while learning the fundamentals. A partial loan 
purchase contract has three parties: the seller, the buyer, 
and the borrower. Partial loan sales occur when a seller 
wants to raise capital from a mortgage loan investment, but 
doesn’t want to sell an entire loan. Let’s take a look at how it 
works. 

Example 
Figure 8 showed you this loan I bought in California:  

 

Purchase price $21,000.00 

UPB (unpaid principal 
balance) 

$27,376.22 

Monthly payment $351.84 

Payments remaining 104 

Yield 14.18% 

Total collected over life of 
loan 

$36,591.36 

 
If, after buying this loan, I found that I needed to raise 

$10,000 and didn’t want to sell the entire loan, I could sell a 
portion of the payments to another investor at an agreed-
upon yield.  

For example, let’s say I am willing to give the 
purchaser a 9 percent yield. With our financial calculator, we 
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can figure out how many payments I need to sell to the buyer 
to return a yield of 9 percent: 

 

N: 
number of 
payments 

PMT: 
monthly 
payment 

I/YR: desired 
yield 

PV: 
purchase 

price 

Unknown $351.84 9% -$10,000 
Figure 21 

By entering the data and then pressing the N key, you 
will get an answer of thirty-two. That means I need to sell the 
buyer a total of thirty-two payments to provide a 9 percent 
yield. Let’s look at an actual amortization schedule to provide 
even more detail. 

 

Partial purchase price $10,000 

Monthly borrower payment $351.84 

Buyer’s yield 9% 

Number of payments 
required to yield 9% 

32 

Total amount collected by 
buyer 

$11,258.88 

Figure 22 
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Figure 23 
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Figure 24 

  
Here’s a simple breakdown of the process: 
 

● The buyer wires the seller the $10,000. 
● The seller assigns the loan to the buyer and sets up 

the partial contract with the loan servicer so the next 
thirty-two payments of $351.84 are paid directly to the 
buyer.  

● The seller then has the $10,000 they need for their 
investing purposes, and the buyer has a short, sweet, 
inexpensive introduction to mortgage loan investing 
with a 9 percent yield.  

● After the thirty-two payments are made, the loan 
reverts back to the seller and they have the right to 
collect the remaining seventy-two payments.  
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● If the loan is paid off early, all the payments received 
by the buyer are amortized along with the buyer’s 
interest rate and the total amount the buyer invested 
to determine the refund due to the buyer. This is 
handled by the loan servicer. 
 
Partial loan purchases are a win for both parties: the 

seller gets a cash infusion and still gets to keep the tail end 
of the loan, and the buyer gets a solid yield on a lower-risk 
investment, since the seller isn’t going to do anything, or 
allow anything, to jeopardize their investment in the 
remaining loan payments.  

With that said, it’s still important to do the same due 
diligence on a partial loan purchase as you would a full loan 
purchase. The difference with a partial is that there is no 
competitive bidding process. The seller will review all the 
data with you, explain all aspects of the loan purchase, and 
allow you to ask as many questions as you need to feel 
comfortable with the investment.  

Partial Loan Purchases FAQ 
Who owns the loan during the partial sale period? 
The loan will be assigned to the buyer during the period that 
the buyer is collecting payments, and will be assigned back 
to the seller once the buyer receives their entitlement.  
 
What happens if the borrower defaults during a partial? 
Most partial loan sale contracts allow the seller to do one of 
the following in case of a borrower default: 
 

● Buy back the loan. 
● Continue to make the payments to the buyer. 
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● Begin legal proceedings at the seller’s expense. 
 
Remember, the seller retains the right to many tail-end 
payments in the loan, so they have a vested interest in 
making sure the borrower keeps the loan current.  
 
How is the loan serviced during the partial sale period? 
Once the contract is signed and forwarded to the loan 
servicer, the loan is set up as a partial in the servicer’s 
system. The servicer tracks the balance of the buyer’s partial 
payment entitlement. 
  
Which party pays the servicing fee? 
The net monthly payment, after servicing, is used for the 
buyer yield calculations.  
 
What paperwork is required? 
The seller and buyer sign a contract that covers the partial 
loan purchase, which includes amortization schedules for 
both the buyer and the borrower covering the number of 
payments sold.  
 
What if the loan is paid off early? 
All the payments the buyer already received would be 
entered into an amortization schedule, along with the buyer’s 
interest rate and the total amount the buyer invested to 
determine the refund due to the buyer. The loan servicer 
tracks this data on a monthly basis and would distribute the 
correct amounts between the buyer and the seller. 
 
What if the borrower makes irregular payments (pays 
more each month than they are required to)? 
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Additional principal payments reduce the amount owed to 
the buyer, since the principal amount is paid back faster. The 
loan servicer tracks the amount due to the buyer each month 
during the partial contract.  
 
What are the advantages of partial note purchases? 

● Seller provides all due diligence for the buyer’s 
review. 

● Seller steps in and rectifies the situation if the 
borrower defaults. 

● Buyer legally owns the loan during the partial.  
● Capital commitment is reduced. 
● Investment term is reduced. 
● It’s a relatively simple process with high yields and 

lowered capital needs, making it great for IRAs. 

Buying Second Liens 
When buying a loan, investors can choose whether to buy a 
lien in the first or second position. Title companies use the 
old title expression, first in time, first in right, to decide which 
lien gets paid off first when a property is sold or liquidated. 
This means that, with some exceptions, liens recorded first 
are paid off first, while second and third liens are paid off with 
any remaining funds.  

There are two reasons investors traditionally believe 
that second liens are riskier:  

 
● If the borrowers default, either lender can foreclose, 

but the lender in first-position lien will be paid first. If 
the first lien forecloses, it can unsecure the second-
position lien at foreclosure sale.  
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● Owning second liens can pose a risk when markets 
fall and home values drop, potentially unsecuring the 
second lien due to loss of equity.  
 
In theory, both of these concerns are valid, but in my 

experience, due to the power of emotional equity, they have 
proven to be unfounded. Let’s explore why.  

Busting the Second Lien Danger Myth 
The most common type of second lien loan today is a home 
equity line of credit, or HELOC, which allow borrowers who 
have equity in their homes to go to a financial institution and 
take out a second mortgage on their home.  

For example, let’s say a borrower has a $150,000 first 
mortgage balance on their home worth $250,000. In order to 
add on an extra bedroom to their home, they take out a 
$40,000 HELOC. The borrowers will now have two mortgage 
payments each month, usually to two different lenders.  

HELOCs tend to be structured differently, with an 
initial draw period, during which the borrower can use the 
credit line like a checkbook and only pay interest on the 
amount of money they use. At the end of the prescribed draw 
period, the loan converts to a repayment period, during which 
borrowers usually make regular monthly payments to repay 
the balance with interest.  

HELOCs are primarily used for home 
improvements.62 This is not generally a move made by 
someone who is ready to lose their home. In fact, second 
liens can be preferable to buying a first lien. Why? Because 
second liens usually are characterized by:  

 
62https://www.housingwire.com/articles/43830-heloc-use-is-on-
the-rise/  
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● higher property values 
● more financially sophisticated, higher-income 

borrowers able to withstand recessions 
● lower loan purchase prices  
● more frequent refinancing 
● less competition from other buyers/investors 

 
Other benefits of second lien purchases include: 

 
● taxes and insurance escrowed/monitored by the first 

lien servicer 
● the ability to monitor the status of the first lien 
● risk can be spread amongst many more loans 
● higher yields and greater discounts 

 
Because of my experiences in real estate investing 

during the 2008 recession, I expected my inventory of 
second liens to have a higher default rate during the COVID-
19 recession of 2020. I was shocked when that didn’t 
happen. Not only did it not happen, I found that the few 
defaults I had were on first liens! I suspect this is because 
the borrower’s income is usually tied to the value of the 
home.  

So while most people think that second liens are 
riskier, lower-income borrowers are more often living 
paycheck to paycheck and are more likely to run into 
financial trouble during economic downturns.  

Another benefit I have found to investing in second 
liens is that first lien servicers are usually handling tens of 
thousands of loans, and they are usually understaffed and 
slower to react to borrower default. If I keep an eye on the 
first lien status, it allows me to act first to best control the 
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outcome if there is a first lien default. Better yet, there are 
many ways an investor can protect a second-position lien, 
and to date, I have never lost a second lien to foreclosure. 

Even if you don’t want to monitor the performance of 
the first lien, you will be notified of any adverse actions 
because first lienholders are required to notify second 
lienholders in the event of legal action.  

With second liens, time is on the investor’s side, 
because with every scheduled payment, the first lien balance 
is reduced as principal is paid back; at the same time, the 
value of the property is increasing. This creates a constantly 
increasing equity position.  

 

 
Figure 25 
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Due Diligence on Second Liens 
When underwriting junior liens and deciding whether to buy 
them, investors should ask the seller for proof of the status 
of the first lien to ensure it is current and in good standing.  

They should also consider the combined loan to 
value (CLTV), which is the amount of equity above both the 
first and second liens. This is found by dividing the total UPB 
of the loans by the value of the property. Here’s an example 
of a low CLTV scenario I’d be very comfortable with: 

 
1 Full Equity Street, Anytown, USA 
 
Estimated value: $400,000 
First lien UPB: $225,000 
Second lien UPB: $57,000 
Combined mortgage loan debt: $282,000 
Equity: $118,000 
CLTV: $282,000/$400,000 = 70% 
 

Here is a loan scenario that is less desirable due to a 
CLTV of more than 100 percent: 
 
2 Riskier Street, Anytown, USA 
 
Estimated value: $400,000 
First lien UPB: $385,000 
Second lien UPB: $57,000 
Combined mortgage loan debt: $442,000 
Equity: $15,000 
CLTV: $442,000/$400,000 = 110% 
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In the last example, there is only $15,000 of equity 
coverage for the loan of $57,000. Simply as a conservative 
measure, I generally look for loans that have a CLTV under 
80 percent. More equity means more security for both the 
borrower and the junior lien lender.  
 

Some investors use investment to value (ITV) in place of 
CLTV. ITV represents what the investor paid for the loan 
instead of the UPB of the loan. It’s calculated by dividing 
the purchase price of the loan by the value of the property.  

 
The goal of any investor is to build as diversified and 

balanced a portfolio as possible. For mortgage loan 
investors, that means buying loans in markets across the 
country, in both first and second lien positions. Diversification 
lowers risk and second liens allow investors to spread their 
risk so much more.  

From Nonperforming Loans to 
Reperforming Loans  
Financial institutions originate billions in loans each year, yet 
foreclosure numbers average less than 1 percent.63 Within 
that gap lies a special opportunity for some mortgage loan 
investors who want to turn nonperforming loans (NPLs), 
those which have gone at least ninety days without payment, 
into reperforming loans.  

 
63https://www.attomdata.com/news/market-
trends/foreclosures/attom-data-solutions-2019-year-end-u-s-
foreclosure-market-report/  
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Why Banks Don’t Foreclose 
Financial institutions are in the lending business, not the 
collections business. These companies have a massive 
number of loans to service, and in my experience, they are 
not designed to collect on delinquent loans. In most cases, 
they don’t have employees with the knowledge and abilities 
needed to handle delinquencies.  

Compounding this issue is the negative public 
perception issues facing banks that foreclose on borrowers, 
especially during times of recession. Most financial 
institutions don’t want the bad publicity or legal and political 
scrutiny that comes with filing foreclosures and potentially 
evicting borrowers from their homes.  

Finally, foreclosure is an expensive, lengthy process 
that in some states can take years if contested by the 
borrower. In many cases, especially with second liens, it is 
preferable for financial institutions to write down these loans 
as loss against their profits and sell them off at discount on 
the secondary market to a private fund that is willing and able 
to spend the time and money to file a foreclosure case and 
ultimately solve the delinquency problem.  

Buying NPLs 
Banking regulations typically require financial institutions to 
identify nonperforming loans on their books after ninety days 
of nonpayment.64 Once they write the loan down as a loss, 
they don’t continue to try to collect on the loan. Instead, they 
sell off the loans to recoup what money they can and put it 

 
64http://pubdocs.worldbank.org/en/314911450690270267/FinSAC
-LoanClassification-Provisioning-Paper.pdf  
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back into circulation, making new loans and generating new 
fees.  

In my experience as an investor in defaulted loans, 
by the time these loans are sold after being written down, the 
homeowner is frequently in a better financial situation and 
motivated to keep their home. I’m likely not the only investor 
with this experience, since there are also many private 
investment funds that specialize in purchasing these NPLs 
and working with borrowers to modify the loans.  

 

Although I have extensive experience in NPL investment, it 
is a much riskier investment model reliant on complex 
litigation in a constantly changing legal landscape with no 
guarantee of any profitable outcome. For that reason, I 
strongly discourage NPL investment for beginning 
investors who cannot handle the risk of a total loss of their 
invested capital.  

 
The motivation behind filing a foreclosure case for an 

NPL is NOT to displace the borrower; it is simply to get them 
to resume paying. A foreclosure action requires the borrower 
to make a decision and address the debt prior to the 
foreclosure sale. About 60 percent of the time, these 
nonperforming loans end up with a borrower requesting and 
agreeing to a loan modification. Prior to modifying the loan, 
the lender requires the borrower to submit a detailed financial 
application. In exchange for a down payment, the lender 
agrees to modify the terms of the loan, including: 

 
● UPB (unpaid principal balance) 
● next due date 
● interest rate 
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● amortization 
● maturity date  

 
The lender’s goal in a modification is to create a loan 

that the borrower will not redefault on, so it’s in the lender’s 
best interest to modify the loan to terms that the borrower 
clearly can afford. Because the investor has purchased the 
loan at a significant discount, they can afford to pass on 
these savings to the borrower in the form of a favorably 
modified loan, creating a positive solution for all parties.  

Once these loans are modified, they are commonly 
sold in the secondary market as reperforming loans (RPL). I 
regularly purchase RPLs, both first and second liens, and 
have found them, over time, to be strong investments. Here’s 
why: 

 
● Foreclosure is a very stressful experience for 

borrowers. It forces them to face the reality that they 
could lose their home, and once they resolve the 
foreclosure, they don’t want to experience the stress 
of a foreclosure again.  

● A foreclosure filing is embarrassing, since the 
publicly recorded foreclosure filing is reflected on 
websites like Zillow, which all of their neighbors can 
see.  

● The bigger the down payment at loan modification, 
the larger the statement from the borrower that they 
want to stay in their home and the lower the likelihood 
of a redefault. 

● Since NPLs are purchased anywhere from 20 to 65 
percent of UPB, the sellers can afford to sell them 
with higher yields and deeper discounts since their 
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business model involves flipping the loans to reinvest 
their capital.  

● Borrowers tend to refinance these loans more 
frequently, due to the higher interest rates, rolling the 
balance of the second mortgage into just one loan. 
When that happens, the ROI skyrockets. 

Buying Mortgage Loans in Active 
Bankruptcy 
What if some of your preconceived fears and assumptions 
about mortgage loan investing just weren’t true? Many of my 
original beliefs about the industry and borrower behaviors 
have proven to be completely wrong. One of the biggest 
surprises has been in second liens and reperforming loans. 
Another eye-opener has been the success I’ve found 
investing in mortgage loans in active Chapter 13 bankruptcy, 
the last option for struggling borrowers buried in debt who 
don’t want to lose their homes. 

Understanding Chapter 13 
Many people are under the misconception that bankruptcy is 
the domain of the irresponsible, a belief that could certainly 
make someone less likely to want to buy a mortgage loan 
that’s involved in an active bankruptcy. Sadly, the number 
one reason for a bankruptcy filing is medical bills, with them 
playing a role in about 66 percent of bankruptcy filings 
between 2013 and 2016.65 While these borrowers may seem 
like a huge credit risk on paper, they still want and need to 

 
65https://www.businessinsider.com/causes-personal-bankruptcy-
medical-bills-mortgages-student-loan-debt-2019-6  
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keep their homes, which is exactly what Chapter 13 
bankruptcy is designed for.  

When filing Chapter 13, borrowers who have regular 
income are given three to seven years to reorganize their 
financial affairs with a court-approved and monitored 
repayment plan. Creditors who have collateral backing a 
loan, like a car or a house, are secured creditors, meaning 
their debt is secured by lien. Unsecured creditors are likely 
to get a reduced amount repaid, if anything at all.  

Mortgage loan investors are secured creditors, which 
means their debts are given priority over unsecured debt, 
and in most cases, the amount owed cannot be reduced. 
Under the federal bankruptcy code, borrowers who state 
their intention to retain their residence must normally bring 
their loan current during their bankruptcy plan. This means 
making regular payments under the terms of their loan, as 
well as repaying all arrears (unpaid interest during the period 
of default).  

Borrowers must have their repayment plan (which 
usually spans sixty months) approved by the court. The goal 
is to have the borrower exit bankruptcy with their mortgage 
loan(s) current and in good standing.  

Technically, borrowers who complete a Chapter 13 
bankruptcy plan and receive a discharge from the court are 
no longer personally liable for their mortgage debt. Sounds 
scary, right? Not really, because the lien on the property 
remains, and the creditor retains the right to foreclose 
against the collateral property, even if the borrower is no 
longer personally liable for the debt.  

In my experience, the bankruptcy courts are typically 
debtor-friendly and want to see debtors improve their 
financial situation in bankruptcy. Remember, any time a 
borrower’s financial situation improves, it benefits us as 
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secured lienholders, because it means a higher likelihood 
that borrowers will make on-time payments moving forward 
after the bankruptcy is discharged or completed.  

Bankruptcy can be complicated for the borrower and 
the borrower’s attorney, but from the creditor’s perspective, 
it’s relatively straightforward. There are only a couple of 
filings that creditors are responsible for, and if I don’t like the 
way I am being treated in a bankruptcy plan, I can always 
have an attorney file an objection on my behalf.  

Also, in most cases, the debtor will be making 
payments to the bankruptcy trustee, a neutral third party 
that’s responsible for reviewing the bankruptcy filings and 
debtor documents to make sure everything is verified and 
financially feasible. The trustee also receives the monthly 
payments from the debtor and then disburses to the creditors 
in conjunction with the approved bankruptcy plan.  

If borrowers don’t make their required monthly 
payments, don’t provide everything that’s required by the 
court, and/or don’t complete their plan, their case is 
dismissed and they continue to be personally liable for the 
original debt without any further bankruptcy protection.  

Ultimately, only you, your financial advisor, and your 
attorney can truly see whether mortgage loans in active 
Chapter 13 bankruptcy are a good fit for you. I highly 
recommend you first speak with an experienced bankruptcy 
attorney to verify all your rights and responsibilities as a 
creditor.  
 

Keep in mind that the numbers for completing a Chapter 13 
bankruptcy plan and receiving a discharge are low. In 2022, 
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only 45 percent of those who filed Chapter 13 completed 
their plan and were discharged.66  

Lien Stripping in Chapter 13 
There is one situation in which a Chapter 13 bankruptcy can 
be dangerous for junior lien mortgage loan investors. This 
occurs when a debtor can prove that a second, or junior, lien 
is wholly unsecured. This means the collateral property is 
worth less than the balance of the first lien, with not even one 
dollar of equity above the first lien. 

In this situation, a homeowner filing for bankruptcy 
can file a motion to remove their second lien. If approved, 
upon the borrower completing his plan and receiving a 
discharge, this motion would effectively remove the lien from 
the property as well as the borrower’s personal liability for 
the debt, thus rendering the lender’s investment worthless.  

To date, I have never had a borrower obtain a lien 
strip on a second mortgage. One way to prevent this is to 
check the home’s value and first lien balance to ensure the 
CLTV is well below 100 percent. The more equity in the 
property, the less likely a judge will approve a motion to strip 
the second lien.  

Mortgage Loan Funds 
Not interested in learning the business of mortgage loan 
investing, but still interested in profiting from the model? 
Mortgage investment funds could be a more suitable option. 
They are even more passive than actively purchasing 
individual loans, and return similar yields.  

 
66https://www.uscourts.gov/statistics-reports/bapcpa-report-2022.  
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The funds pool investor capital in order to purchase 
much larger quantities of loans, and they usually pay a 
preferred return to investors, which means the investors 
receive their returns first, before the manager realizes any 
profit.  

Unfortunately, many mortgage loan funds that are 
allowed to advertise are restricted to only allow accredited 
investors, but there are some funds that can accept 
sophisticated investors.  

Accredited Investors 
The SEC defines an accredited investor as a person who 
either has an annual income of $200,000 per year ($300,000 
for joint income) for the last two years or a net worth of 
$1,000,000 or more, excluding the value of their primary 
residence. Because of their net worth and/or income, the 
SEC believes these investors are capable of making their 
own investment decisions, without restriction.  

Recent changes to the SEC’s definition allow for the 
inclusion of knowledgeable employees of a fund, spousal 
equivalents, and certain people with relevant credentials and 
certification from accredited institutions.67  

Sophisticated Investors 
A sophisticated investor may not meet the accredited 
investor income/net worth status but is believed to possess 
superior knowledge of business and financial matters, 
enough to weigh the merits and risks of an investment.68 
There are certain types of funds that accept a limited number 

 
67https://www.sec.gov/news/press-release/2020-191  
68https://www.sec.gov/fast-answers/answers-rule506htm.html  
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of sophisticated investors, even though they do not meet the 
income or net worth requirements to be considered 
accredited. 

Qualifying a Fund 
It’s not just the investor who must qualify for the fund, but the 
fund that must qualify for the investor. After all, mortgage 
investment funds hold all the same risks as individual 
mortgage loan investments, and if they are not properly 
diversified, vetted, or managed, investors run the same risks 
of loss as they would investing in individual loans.  

It is absolutely crucial that you complete a thorough 
due diligence review of a mortgage fund before agreeing to 
invest. Just because a fund manager seems like a nice 
person does not mean they are a good fund manager.  

The following questions are absolutely critical to 
review with a sponsor during the vetting process. The 
answers to many of these questions will likely be included in 
the fund offering documents, so be sure to look there as well. 
If you have any questions about how to review those 
documents and identify important information, you should 
speak directly to the fund manager. It is your money; don’t 
be afraid to ask the tough questions.  
 
Who is/are the fund’s manager(s)? 
Keep in mind that you are investing in the people even more 
than the model. I like to see that the leadership has a great 
depth of knowledge in the field, as well as a successful track 
record. I always ask the manager how much of their own 
capital they have invested in the fund. That is a giveaway to 
how personally vested they are in the fund’s success. 
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Additionally, I strongly recommend doing a background 
check on the manager(s).  
 
What is the strategy of the fund? 
Funds can have many strategies. Some might want to focus 
on single-family, residential first liens. Others might focus 
primarily on commercial real estate. Still others could choose 
nonperforming first or second liens. Investors should 
generally look for a focused, singular strategy organized by 
a manager with plenty of experience. If a fund is going to buy 
both residential and commercial real estate, performing and 
nonperforming first and second liens, and anything else that 
comes along that looks appealing, there may not be enough 
expertise and focus in one field, which greatly increases the 
risk. It is very rare that a management team is a market 
leader in all those fields. 
 
What is the fund’s yield? 
Most mortgage funds pay investors a preferred return 
ranging from 8 to 10 percent, depending on the types of 
assets the fund purchases. The riskier the fund’s strategy, 
the higher yield an investor should expect. For example, in 
my experience, purchasing nonperforming loans is a much 
riskier investment model than performing loans. I do think 
there is a place for NPL funds, but I also believe the investors 
should share a much larger portion of the profit, not just a 
preferred return, to reflect the risks involved.  
 
When are investors paid? 
If an investor is counting on the fund for reliable income, they 
may want to look for a fund that pays a monthly distribution 
rather than a quarterly or yearly one. Also, make sure to note 
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if there is a delay between when the funds are invested and 
the preferred return distributions begin.  
 
What fees does the fund charge? 
Ideally, a well-run mortgage loan fund will have no fees. Most 
investment funds, however, charge a management fee of 2 
percent or more per year, which is payable to the managers 
regardless of fund performance. Funds are also known to 
charge myriad additional administrative and management 
fees that can really add up and could affect distributions to 
the investors. A fund without fees demonstrates that the 
sponsors are very confident in their model, because they will 
not be paid anything for their hard work unless the fund does 
well.  
 
What costs does the fund incur?  
Even if the fund charges a low fee, the costs of running the 
fund can impact profits and yield. I suggest that investors 
look for a fund that balances these costs against the cash 
flows of the fund. If there isn’t much of a buffer between the 
monthly net income and investor-preferred return 
obligations, the fund could get into trouble down the road, 
unable to pay its costs and/or investor-preferred returns.  
 
What is the fund’s lockup period? 
Many real estate funds have a minimum commitment of five 
to ten years, which means investors may not redeem their 
shares during that period. A lot can happen in ten years, so 
investors should look for funds with as short a required 
commitment as possible. Once the lockup period has 
passed, there should be a clear procedure for redeeming 
shares and exiting the fund.  
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Does the fund have any broker-dealer affiliations? 
A broker-dealer, licensed by FINRA, is in the business of 
buying and selling securities. While this is not a requirement, 
a fund’s affiliation with a broker-dealer represents an 
additional measure of confidence, because broker-dealers 
complete very rigorous analyses and reviews of fund 
offerings before recommending them to their clients.  
 
What is the current distribution between first and 
second liens? 
If the fund invests in first liens, investors need to know either 
their policy for minimum property value or their current 
average property value. I would be wary of funds that 
purchase loans or have an average value under $75,000 
because lower-value properties have lower-income owners 
and typically have more problems and higher default rates.  
 
If the fund invests in second liens, I want to know what 
percent of their loans has a combined loan to value (CLTV) 
under 100 percent. This answer will tell me how many of their 
loans have full equity coverage between the first and second 
lien, which is an additional measure of conservative 
investing.  
 
In which states do you own loans, and how many loans 
are owned in each state? 
It’s critical that investors find funds with adequate geographic 
diversification. If all the loans are held in one city or state and 
that area sees a major employer move or a natural disaster, 
the investors could be in big trouble.  
 
What is the fund’s current delinquency rate? 
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If the strategy of the fund is to invest in performing loans but 
it has a troubling percentage of loans (more than 5 percent) 
that are nonperforming, I would be concerned.  
 
What is the fund UPB vs. invested capital? 
This is an important liquidity issue that tells investors how 
much debt the fund owns in relation to the amount of investor 
capital they have accepted. If the fund were ever to be 
liquidated, would there be plenty of money left over to pay 
back investors? The more debt the fund owns in relation to 
invested capital, the more confident investors can be that the 
fund could survive a financial downturn or a spike in 
delinquency. 
 
What are the monthly cash flows of the fund? 
This is a measure of the monthly payment income versus its 
preferred return obligations to investors. The fund should be 
taking in plenty of excess capital monthly that should be 
invested in more loans to increase the financial health of the 
fund and strengthen its safety net. 
 
How high a delinquency rate could the fund withstand in 
order to still pay preferred returns to borrowers? 
Under a preferred return model, the fund managers know 
exactly what their monthly obligations are to investors. If a 
catastrophic downturn occurred and 25 percent of a fund’s 
loans became delinquent, could the fund still pay investors? 
I want safety and security more than flashy promises of 
astronomical returns. After all, the first key to investing is to 
not lose money.  
 
Has the fund ever missed a payment to investors? 
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If the fund has, I would want to know why, and what changes 
have been made to ensure that never happens again. 
 
What are the tax implications of fund participation?  
When buying into a fund outside a qualified account, make 
sure there are no tax surprises, such as managers issuing 
capital gains distributions for proceeds from sales within the 
fund. Additionally, I like to see that the fund has a licensed 
CPA handling its forms and filings, both with the IRS and 
investors.  
 
Are there any sales loads? 
Ideally, the fund should have no sales loads or commission 
charges for buying or selling your interests outside of the 
lockup period.  

Choosing between investing in a fund and purchasing 
individual loans or partials should be a time versus reward 
consideration. How much better do you think you can do on 
your own after investing all the time and taking the risks to 
learn the business and develop a network? Also, are you 
able to spend the capital to diversify your loan portfolio 
properly? While an individual investor may only be able to 
buy five to ten loans at a time, a fund might have three 
hundred in its inventory, providing a far better hedge against 
risks.  

In my opinion, investing in a mortgage loan fund is 
really the only totally passive, high-yield, secured real estate 
investment available.  

 
Many investors are attracted to multi-family funds and 
syndications because of their huge return projections. But 
right now, with increased interest rates, empty units, and 
exponentially increased taxes and insurance costs, these 
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returns are not materializing and investors are actually losing 
their money. Debt funds that do not utilize leverage mean 
that the likelihood of losses is much lower.  
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Mortgage Loan Investing in 
Tax-Deferred and Tax-Free 
Accounts 
Whenever an investor wants to amplify the power of their 
investing capital, a qualified account such as an IRA should 
be considered. Investing within an IRA allows an investor to 
enjoy tax-deferred or tax-free growth, and if it is a self-
directed IRA, it might be the perfect place for a mortgage 
loan portfolio. 

The Self-Directed IRA 
Self-directed, traditional IRAs are tax-deferred accounts 
offered through select custodians that allow specified 
alternative and nontraditional investments. Like other 
traditional IRAs, they have no income limits and often allow 
investors to deduct all or a portion of their annual 
contribution. Contribution limits change often, but as of 2020 
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individuals below age fifty can contribute $6,000 and 
investors who are fifty and over can contribute $7,000.69  

Assets grow without taxation in the IRA; then, when 
the owner begins taking qualified distributions, they are 
taxable based on the owner’s current income. 

A self-directed IRA is not, in itself, an investment. It’s 
simply an account that can hold cash and other permissible 
assets. Custodians for self-directed IRAs will allow the IRA 
to hold assets like mortgage loan investments, mortgage 
loan funds, real estate, multifamily buildings, raw land, 
mortgage loans, tax liens, oil and gas, and more. Investors 
can even invest in funds and syndications that pool capital in 
these investment niches, if they don’t feel comfortable or 
aren’t interested in making the individual investment 
decisions themselves.  

 
If you are self-employed or own a small business, make sure 
you look into SEP IRA or SIMPLE IRA.  

 
Self-directed IRAs allow more options and flexibility 

for investors who don’t want to turn over 100 percent of their 
retirement to large companies where they have no control 
over what happens. There are at least fifty different self-
directed IRA custodians that help investors set up these 
accounts, and they make sure the investments and 
documentation are compliant with IRS regulations. One thing 
these custodians cannot do, however, is provide any advice 
on individual investments.  

 
69https://www.irs.gov/retirement-plans/retirement-plans-faqs-
regarding-iras-
contributions#:~:text=The%20annual%20contribution%20limit%2
0for,your%20filing%20status%20and%20income.  
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With potentially higher yields than bonds and bond 
funds, mortgage loan funds within a self-directed traditional 
IRA mean investors can enjoy a high-yield, lower-risk 
investment with deferred taxation—ensuring their growth 
compounds continually.  

Self-Directed Roth IRA 
As of the writing of this book in 2020, a lot of focus has been 
placed on the amount of new debt the government has 
originated in order to keep the economy afloat during an 
unprecedented time in our history.  

Eventually, this money will need to be paid back.  
The majority opinion is that we should prepare for 

large tax increases, both on income and capital gains, in the 
coming years. This will make traditional IRAs less 
advantageous, since tax-deferred IRAs avoid taxes when the 
money is contributed but require applicable taxes to be paid 
later, when the money is distributed from the account.  
 Roths, however, are funded with after-tax dollars and 
qualified distributions are nontaxable. If you believe tax rates 
will be higher when you are ready to retire, you should 
strongly consider a Roth IRA. 

Roth IRAs do have income and contribution limits that 
change yearly, so these factors should be discussed with 
your financial advisor.  

 

The restrictions and disadvantages of buying real estate in 
an IRA make mortgage loan investments the perfect 
alternative. If you need a list of self-directed IRA providers 
who handle mortgage loan investments, feel free to reach 
out to me. 
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Backdoor Roth IRA 
One of the issues that many investors have with the Roth 
IRA are the income limits. Those who exceed the annual 
income limits can still obtain a Roth IRA through a special 
“backdoor” option.  

To use this strategy, you would fund a traditional 
IRA, which has no income limits. Then, you’d move the 
money into a Roth IRA using a Roth conversion, paying the 
applicable taxes up front at the time of conversion.  

Keep in mind that Roth conversions are permanent 
and cannot be reversed once completed. Also, there are 
many rules that need to be followed for the conversion to be 
legal, so complete the conversion under the guidance of a 
custodial bank, financial advisor, or brokerage.  

Self-Directed Health Savings Account 
(HSA) 
Impressed by the tax-free growth power of the Roth IRA? 
Well, it gets even better! To keep health care premiums low, 
more individuals and families are choosing high-deductible 
health insurance plans (HDHP) with a coordinating health 
savings account (HSA). The HSA is designed to pay the 
expenses of the HDHP until patients meet their deductibles 
each year.  

To encourage these plans, which are also cheaper 
for employers, the government created generous tax breaks 
for using HSA accounts. The HSA allows participants the 
unbelievable benefits of: 

 
● tax-deductible contributions (these change yearly) 
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● tax-free growth (unused funds can accumulate year 
after year) 

● tax-free withdrawals, as long as the funds are spent 
on health care–related expenses 

● upon reaching age sixty-five, funds can be used for 
any expense without penalty (with applicable taxes) 

 
The best part of the HSA? The funds contributed to 

the account can be invested! By opening a self-directed HSA 
account with a participating custodian, investors can 
purchase full mortgage loans, funds, or partials in their HSA.  
 

The ultimate goal of a self-directed HSA should be to 
generate at least enough income from mortgage loan 
investments to pay the HDHP deductible each year. 

 
Once participants reach that goal, their income will 

build in the account tax-free until they reach age sixty-five. 
Unbelievably, this is a truly tax-free investment option! 
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In Conclusion: It’s Time to 
Get Started! 
Growing up, my grandfather used to say to me, “It’s not what 
you do in life that you regret. It’s what you don’t do.” Life has 
given me a lot of challenges, just as it gives everyone. While 
my path to passive investing has been a little longer, the 
lessons I’ve learned the hard way have given me a 
perspective I hope to share with others.  

For me, material possessions can never match 
freedom. Being rich is not about hitting a certain threshold of 
income or savings, but simply about having more money 
coming in each month than you are spending. This is 
especially easy to achieve when you are able to reinvest 
gains and cash flow to expand your portfolio, rather than 
constantly maintaining the assets you’ve already 
accumulated.  

I know I said earlier that lending is a business, and 
we should always make our decisions based on the 
numbers. It’s true. But in closing, I’d like to share a story that 
proves that business and investing aren’t always about yield 
and profit; there are real people on the other side of these 



LIENLORD 
 

162 
 

loans, and sometimes we have an opportunity to help them 
in ways that can change their lives. 

In 2019 I purchased a pool of eight loans from a large 
mortgage fund I frequently do business with. One of the 
loans was on a dilapidated house in Texas. The fund 
purchased it as part of a large nonperforming pool and 
completed the foreclosure process. To avoid a foreclosure 
sale, the borrower filed bankruptcy the day before the 
foreclosure sale date.  

I didn’t really want the loan, but the fund pressed me 
to take it as part of the pool. When I reviewed the loan, I didn’t 
understand why the fund was demanding that the borrower 
pay back $57,000 on a property that was only worth $40,000. 
While it was their legal right, it made little practical sense. I 
could understand the borrower’s frustration as I read his 
attorney’s bankruptcy motions.  

As I predicted, the borrower’s bankruptcy case was 
dismissed due to his failure to make his payments after the 
court ruled against his request to have the UPB lowered. I 
had two choices: schedule a foreclosure sale and most likely 
receive the deed to the house, or try to work something out 
with the borrower. I begged the servicer to get ahold of the 
borrower, but they were unsuccessful. As a last resort, and 
with the approval of the foreclosure attorney, I sent the 
borrower a FedEx with a handwritten note asking him to call 
me. He did.  

The borrower, Ed, was a retired veteran somehow 
surviving on $1000 a month in disability. He explained that 
he had already started packing to move but had nowhere to 
go. He had lived in the home for thirty years. I could hear his 
voice shaking on the phone, and honestly, I became 
emotional too. I could tell that Ed had lived a hard life and 
was devastated about the possibility of losing his home.  
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I asked him what he could afford, and he volunteered 
$500 per month. You know when you speak to someone on 
the phone and you instantly know they are telling the truth? I 
told Ed that I wanted to modify his loan to lower the payment 
to only $250 per month, and his loan balance all the way to 
$30,000, the amount he argued for in his bankruptcy filing.  

Not only did he agree, he was ecstatic, insisting on 
making the payment via ACH on the first of each month. He 
seemed incredulous that this was actually happening, and I 
could hear that he was choking up knowing that he could stay 
in his home. I had a huge smile on my face as we spoke. I 
told him I would have the servicer ship the documents to 
modify his loan. He thanked me countless times, and we 
hung up. The feeling I received from that phone call lasted 
for weeks afterward.  

Guess what happened? Ed has made his $250 
payment on the first of every month since our conversation, 
taking this investment from a potential loss with a displaced 
borrower to a positive yield. I doubt I will ever speak to Ed 
again, but I’ll never forget his story. I wish him the best and 
would like to see more lenders take the time to review each 
loan with a pragmatic mindset.  

Investors don’t need to be tough, and neither does 
investing. Don’t feel limited to traditional investments that are 
convoluted and unpredictable. A stable 9 percent yield can 
beat the volatility of the stock market’s average annual return 
of 10 percent every time. Take control of a portion of your 
investments and place them into a simple alternative that all 
investors can understand. At any stage of your life, I firmly 
believe that high-yield cash flow should be your focus. 

I made a mistake by getting involved in direct-
ownership real estate investment and went too long thinking 
that the difficult path of a landlord was as good as it would 
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get. Real estate wasn’t the problem—it was the active nature 
of real estate investing. Had my emphasis from the start 
been on passive investments, I would have been able to 
grow my portfolio continuously and enjoy my life. The returns 
have worked out to be the same.  

My goal in writing this book was simply to get you to 
consider an alternative investment that has been very 
powerful for me, but I’d like to challenge you, as an investor 
and a person, to take action after reading this book. Keep 
investigating, keep researching, and at some point, take 
informed, advisor-reviewed action—and have no regrets.  
 

 
Feel free to contact me with any questions or for more 

information about mortgage loan investing.  
 

Eric Scharaga 
www.ericscharaga.com 
eric@damencapital.com 

847-222-8888 
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Glossary 
 
Accredited investor: Investor that is allowed to purchase 
securities by satisfying SEC requirements regarding their 
income, net worth, or professional experience. 
 
Amortizing mortgage loan: Mortgage loan that requires 
scheduled payments of principal and interest, with the 
majority of the interest paid at the beginning of the loan. 
 
Arrears: Unpaid interest during a period of mortgage loan 
default. 
 
Assignment of mortgage/deed of trust (AOM): Recorded 
document that transfers ownership interest of a lien to a 
subsequent lender.  
 
Allonge: Paper attached to a promissory note that transfers 
ownership of the note to a new lender.  
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Allonge chain: All of the endorsements/allonges required to 
transfer the note from the original lender through to the 
current lender.  
 
AOM chain: All of the mortgages/deeds of trust required to 
transfer ownership of the lien from the original lender through 
to the current lender. 
 
Automated Valuation Model (AVM): A sophisticated 
modeling software that determines property values by 
combining property data with recent sales transactions.  
 
Balloon payment: A one-time payment required to fully pay 
off a mortgage prior to its full amortization. 
 
Bankruptcy: Legal process through which individuals or 
entities who cannot repay debts to creditors may seek relief 
from some or all their debts. 
 
Bankruptcy discharge: Upon completion of a bankruptcy 
case, an order that releases the debtor from personal liability 
for certain specified types of debts. 
 
Bankruptcy dismissal: An order prior to bankruptcy 
discharge that closes the bankruptcy case without any legal 
protections for the debtor. 
 
Bankruptcy lien strip: A bankruptcy filing that eliminates a 
junior lien without equity. 
 
Bankruptcy trustee: Party responsible for overseeing the 
debtor’s estate in a bankruptcy case.  
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Borrower: The party who pays back a mortgage loan in 
equal installments in accordance with the promissory note. 
 
Broker Price Opinion (BPO): The estimated value of a 
property as determined by a real estate broker or other 
qualified individual or firm. 
 
Cherry picking: An industry term for bidding on individual 
loans of an investor’s choice versus purchasing an entire 
pool. 
 
Collateral custodian: Business that handles all mortgage 
loan collateral–related needs for investors.  
 
Collateral file: All the required documents relating to a 
mortgage loan. 
 
Collateral property: The property that the lien is filed 
against and pledged by the borrower as security for a 
mortgage loan. 
 
Creditor: A bankruptcy term for the party that is owed 
money.  
 
Cutoff date: The date after which all borrower payments will 
belong to the purchaser of a mortgage loan.  
 
Debtor: A bankruptcy term for the party who owes money. 
 
Deed: Legal instrument used to transfer property ownership 
from the old owner to the new owner.  
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Deed in lieu of foreclosure: An agreement in which a 
borrower agrees to transfer ownership of a property to the 
lender in exchange for dismissal of a foreclosure action.  
 
Deed of trust: A recorded instrument securing a loan to the 
collateral and used mainly in nonjudicial foreclosure states.  
 
Default: Occurs when a borrower stops making required 
payments on a mortgage loan.  
 
Deferred balance: Usually occurring in a loan mod, the 
postponement of a portion of a loan balance to a later date 
and without any regularly scheduled monthly payments.  
 
Discount: A mortgage loan sale price for less than the full 
UPB. 
 
Due diligence: The steps taken by an investor to determine 
whether a mortgage loan is a proper investment.  
 
Endorsement: A stamp on the original promissory note that 
is used to transfer ownership of the instrument to a new 
lender.  
 
Equity: The current value of a property minus any debt owed 
by the owner.  
 
Escrowee: A third party used to oversee a mortgage loan 
purchase between parties.  
 
Estoppel affidavit: Typically used for self-serviced loans, a 
notarized statement from the borrower agreeing to certain 
stated loan terms, usually the UPB.  
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Financial calculator: A specialized calculator used to 
calculate yield to maturity.  
 
Financial institution: A banking entity that lends depositor 
funds to borrowers. 
 
First lien: The mortgage recorded first; retains right to first 
priority for payoff.  
 
Forbearance agreement: A short-term agreement that 
allows a borrower to temporarily pause or reduce their 
payments during a time of hardship.  
 
Forced-placed insurance policy: An insurance policy 
placed by a lender when the property owners’ insurance is 
canceled or has lapsed. 
 
Foreclosure: A legal process in which a lender attempts to 
recover the balance of a loan from a borrower who has 
stopped making payments to the lender by forcing the sale 
of the asset used as the collateral for the loan. 
 
Funding date: In an LSA, the date that the funds are due to 
the seller. 
 
Health Savings Account (HSA): A tax-advantaged medical 
savings account available to individuals who are enrolled in 
a high-deductible health care plan. 
 
Home Equity Line of Credit (HELOC): Usually a junior lien 
mortgage in which the lender provides a mortgage loan and 
the collateral is the borrower’s equity in their house. 
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Indicative bid: An initial bid placed by an investor on a 
mortgage loan subject to certain conditions. 
 
Individual Retirement Account (IRA): A tax-advantaged 
account designed for retirement savings. 
 
Interest rate: A fee charged by a lender in exchange for a 
loan, usually payable in installments.  
 
Investment to value (ITV): The amount of money invested 
by an investor to purchase a mortgage loan, divided by the 
value of the property.  
 
Judicial foreclosure: A foreclosure action required to go 
through the court system.  
 
Lender: An individual or business that lends money.  
 
Lender’s title policy: A policy that protects the lender from 
problems or claims against a property’s title.  
 
Lien: Provides a lender a legal claim on a property until a 
debt is paid off. 
 
Loan modification: A written agreement that changes the 
original terms of a mortgage contract agreed to by the lender 
and borrower.  
 
Loan sale agreement (LSA): The formal contract used to 
sell a mortgage loan between parties.  
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Loan servicer: Private company that collects payments and 
handles administrative responsibilities required for a 
mortgage loan in exchange for a fee.  
 
Loan to value (LTV): The amount of money owed by a 
borrower, divided by the value of the property.  
 
Lost note affidavit: An affidavit filed to justify the loss or 
destruction of a note secured by a deed of trust or mortgage.  
 
Maturity date: The date on which the final payment is due 
on a mortgage loan. 
 
Mortgage: A recorded instrument securing a loan to the 
collateral and used mainly in judicial foreclosure states.  
 
Nonjudicial foreclosure: A foreclosure action that is not 
required to go through the court system.  
 
Nonperforming loans (NPLs): Mortgage loans that have 
gone at least ninety days without payment. 
 
Notarization: The witnessing of a legal signature by a 
licensed third party. 
 
Owner occupied: A property that is a borrower’s primary 
residence.  
 
Par: A mortgage loan sale price of 100 percent of the UPB. 
 
Partial loan purchase: The sale from an existing mortgage 
loan of a specified number of payments at a specified yield 
to a third-party investor.  
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Pay history: A servicing record used to verify the existing 
balance and monthly and late payments for a mortgage loan 
account. 
 
Performing loan: A mortgage loan that is current and in 
good standing with its lender.  
 
Primary residence: The dwelling where a borrower 
personally lives the majority of the time.  
 
Principal: The amount of debt a borrower owes; also a 
noninterest portion of a monthly mortgage loan payment.  
 
Promissory note (note): A legal instrument in which a 
borrower promises in writing to repay a loan under specific 
terms.  
 
Reperforming loans (RPL): Loans that were previously 
delinquent but have resumed performing status, frequently 
under modified terms.  
 
Representations and warranties: In an LSA, statements 
and promises of good faith from a seller to a buyer.  
 
Roth IRA: Type of IRA in which deposits are made from 
post-tax income, in which future growth is tax-free.  
 
Schedule A: An addendum to the LSA listing the loans being 
sold and their individual data, including UPB. 
 
Second lien (junior lien): The mortgage recorded second; 
retains right to second priority for payoff.  
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Secondary market: The market in which whole mortgage 
loans are sold after origination.  
 
Secured creditor: A bankruptcy term for a creditor whose 
loan is guaranteed by some form of collateral.  
 
Secured loan: A loan in which collateral is promised to 
guarantee the repayment of the loan.  
 
Self-directed IRA: An individual retirement account that 
allows alternative investments for retirement savings. 
 
Self-servicing: A mortgage loan that is serviced by an 
individual investor; not recommended.  
 
Seller financing: A loan provided by the seller of a property 
to the purchaser.  
 
Servicing transfer: The process of transitioning a loan 
between servicers in accordance with applicable state and 
federal laws.  
 
Sophisticated investor: An investor who is deemed to have 
sufficient experience and industry knowledge to understand 
an investment offering.  
 
Tape: An industry term for a spreadsheet that contains data 
on mortgage loans for sale.  
 
Title report: A researched document that outlines the legal 
status of a property and related information on its ownership. 
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Traditional IRA: Type of IRA in which taxes are deferred 
until the funds are accessed in retirement.  
 
Underwrite: Formal steps taken to determine the risk profile 
of a loan.  
 
Unpaid Principal Balance (UPB): The portion of a 
mortgage loan at a certain point in time that has not yet been 
repaid to the lender. 
 
Unsecured loan: Loan issued only based on the borrower’s 
credit worthiness, without any collateral.  
 
Whole loan: An individual loan issued to a borrower in which 
the lender retains 100 percent ownership interest in the debt 
owed.  
 
Yield: An investor’s annual return over the life of an 
investment. 
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of financial freedom through rental properties. He found the 
business of landlording even more volatile than the stock 
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investors should not invest in their own rental properties.  

In 2016, while still teaching, Eric transitioned to the 
more stable and passive cash flow of mortgage loan 
investing, which ultimately allowed him to leave his full-time 
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In his book, Lienlord, Eric gives an introduction to the 
power of investing like a bank in mortgage loans. He resides 
in the suburbs of Chicago with his wife and two children and 
is passionate about personal finance and financial freedom. 
His goal is to continue introducing investors across the 
county to the power of reliable investment yields. 

 
 
 

Feel free to contact me with any questions or for more 
information about mortgage loan investing.  

 
Eric Scharaga 

www.ericscharaga.com 
eric@damencapital.com 

847-222-8888 
 


