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The seller of real estate may finance the buyer’s purchase of a property. X X

An installment agreement requires the buyer to pay the seller the ..’

purchase price in installments over time. Both the buyer and the seller

may benefit from such an agreement. Payment amounts and timing

can be structured in an infinite variety of ways and tailored to best

meet the needs of both parties.
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presently willing to sell, might be less amenable by
the time the buyer raises funding for the purchase;
at the same time, the buyer is relatively confident

that the purchase price can be raised over a period

of time.

o The seller is motivated to sell to the buyer, perhaps
wanting to see the land conserved, and is con-
cerned that the sale may not occur if the seller
doesn’t provide financing.

e For federal tax purposes, the seller desires to spread
the recognition of capital gains over a number of

years.

e A government program to fund acquisitions of
land or easements wants to spread its financial sup-

port of a conservation project over multiple years.

Comparing the Alternatives

Of the two alternatives, seller take back financing provides
a more secure position for the buyer. By taking title at the
beginning of the payment period, the buyer may be af-
forded clearer and more robust legal rights in the event of

an alleged default.

However, an installment agreement may address a couple
of practical problems (that may arise with seller take back
financing):

e Addresses Seller Sense of Control. Some sellers
will not want to part with title unless and until the
purchase price is paid in full.

e Facilitates Fundraising. It is notoriously more
challenging to fundraise for a project after a prop-
erty has changed hands as compared to before.
People are generally more motivated to donate to
help make an acquisition happen than to help pay
off aloan for an already acquired property (no
matter that it may be vulnerable to foreclosure).

e Works With Conservation Easements. An in-
stallment agreement can be used to finance
conservation easement acquisitions; not so for

seller take back financing.
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A Well-Used, Useful Tool

Installment agreements (sometimes called contracts for
deed) have been used for many years in both residential
and commercial transactions as an alternative to mortgage

financing.

Governmental entities frequently couple installment
agreements with tax-free municipal bonds to finance eco-
nomic development projects. Less frequently, government
entities couple installment agreements with tax-free mu-
nicipal bonds for land conservation projects. For example,
the Pennsylvania Department of Agriculture uses install-
ment sales and municipal bond issues in its Agricultural

Conservation Fasement Purchase Program. (See below the

section “Combining Installment Agreements with Tax-
Free Municipal Bonds.”)

Benefits to the Seller

The primary benefit to the seller for selling to the buyer
on credit, aside from selling the property sooner rather
than later, is the opportunity to implement tax, estate, and
financial planning strategies during the term of the financ-
ing, as discussed in more detail below.

Benefits to the Buyer

An installment agreement can be a low-cost, flexible alter-
native to a traditional mortgage or other loans. A buyer
may want to suggest to a seller the deferral of all or a por-
tion of the purchase price for a number of reasons, among
which are the following:

® Private arrangements between the seller and buyer
avoid the fees and interest rates charged by banks
and other mortgage lenders.

e Payments can be timed to coincide with the
buyer’s projections for when funding will become

available from grants and donations.
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The Basics

Buyer Becomes Equitable Owner; Seller
Remains in Title

When an installment agreement is signed by the buyer and
seller, the buyer becomes the equitable owner of the prop-
erty (which could be land, an access easement, or a
conservation easement). This means that the buyer can ex-
ercise agreed-upon rights of ownership, use, and
enjoyment of the property during the term of the install-
ment agreement. However, the seller retains legal title to
the property. This provides the seller security: if the buyer
fails to make payments in accordance with the terms of
the installment agreement, the seller may be able to re-
cover possession of the property quicker and at less
expense than if foreclosing on a mortgage.

Key Implementation Components

The first key to successful implementation of an install-
ment agreement is that the buyer and seller must have a
meeting of minds as to the length of time available for the
buyer to pay the purchase price in full; the amount and
timing of installment payments; and the rights and re-
sponsibilities of the respective parties during the
installment period.

Second, the parties will need the professional advice of
their respective counsels to structure and document an in-
stallment transaction that protects the investment of the
conservation organization in the property as well as the

seller’s interests, including tax-planning objectives.

If creating a vehicle for public financing through issuance

of tax-free municipal bonds, a much greater investment of
time and energy will be needed, including the expertise of

experienced bond counsel and investment advisor.

Examples of Payment Terms

The seller and buyer are free to set the amount and fre-
quency of installments any way they choose in the
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installment agreement. The following examples are in-

tended to show the flexibility of these arrangements.

Example 1: Similar to Purchase Option

The parties agree to installment payments in an amount
and frequency sufficient to induce the seller to keep the
property off the market and to cover the seller’s carrying

costs (property taxes, insurance, etc.) for continuing to

own the property. Ata particular time, a balloon payment
is to be made to complete the purchase. In the event that
the buyer fails to make payment, the seller’s remedies
would be limited to terminating the installment agree-
ment. The conservation organization’s risk would be
limited to forfeiture of amounts already paid as of termi-

nation.

This arrangement is similar to that of a purchase option

where in exchange for buyer’s payment for an option or
option payments, the seller agrees to refrain from selling
the property to others while the buyer seeks funding for
the purchase of the property.

A chief difference between the installment agreement and
purchase option arrangements is that the former, unlike
the latter, places equitable ownership in the hands of the
buyer. Also, for some sellers, the installment agreement
may be perceived as providing greater assurance that the
buyer will complete the purchase. (Depending on the spe-

cific terms of the agreement, this could in fact be the case.)

Example 2: Similar to Lease With Purchase
Option

Some installment agreements are structured so that pay-

ments are similar to a lease with a purchase option.

Monthly payments are due in amounts similar to the rent
that would have been payable under a lease for exclusive
occupancy of the property. A balloon payment is due at
the end equal to the purchase price to acquire ownership
of the property. If the balloon payment isn’t made, the
agreement typically terminates with no refund of pay-
ments made and no further liability on the part of the

buyer.
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Example 3: Similar to Seller Take Back
Financing

Some installment agreements are structured so that the
amount payable monthly to the installment seller is simi-
lar to the amount that would have been paid under a note
in the amount of the purchase price bearing interest at an
agreed upon rate and payable in level monthly install-
ments over an agreed upon amortization period. There
may be a balloon payment required after some number of
years. If not provided otherwise in the agreement, in the
event that the buyer fails to make payment(s), the seller
can either terminate the installment agreement (in which
case the buyer may forfeit all payments previously made)
or the seller can enforce the agreement by suing the buyer
to obtain judgment for the balance due and collect the
judgment from buyer’s assets other than those, if any, that
have been protected from seller’s recourse under the agree-

ment. See the “Recourse” section of Seller Take Back

Financing.

Issues to Address in an
Installment Agreement

Taxes

The installment seller remains the legal owner of the prop-
erty on the public records including records of taxing

authorities.

If real estate taxes are not paid, the interests of both the
seller and buyer are at risk of divestment at a tax sale. Ac-
cordingly, both the seller and buyer have an interest in
seeing that tax bills are forwarded to the proper party for
timely payment with evidence of payment furnished to
the other.

In any transaction that involves both a taxpayer and a
non-taxpayer, it makes sense to consider allocating respon-
sibilities so as to place deductible expenses (such as real
estate taxes) with the taxpayer or to structure the transac-
tion to allow the non-taxpayer to seek a total or partial
exemption from such taxes. (Note that while a
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conservation organization can make a claim for tax exemp-
tion based on its interest as equitable owner, an exemption
may or may not be granted by the county board of prop-

erty assessment.)

Standards of Care; Insurance

Since the buyer typically has full care, custody, and con-
trol of the property once the installment agreement is

signed, the buyer typically assumes responsibility under
the installment agreement to keep the property in good

order and repair and in compliance with laws.

The installment agreement typically requires the buyer to
provide policies of insurance or otherwise provide funds
to repair or rebuild improvements within the property af-
ter a fire or other casualty.

Condemnation

If the property is condemned in whole or in part during
the term of the installment agreement, both the install-
ment seller and buyer will have claims for the taking of
their respective interests in the property. The installment
agreement can require the parties to cooperate with each
other to obtain the full fair market value of the property
taken and allocate the proceeds in accordance with a mu-

tually agreeable formula.

Default Provisions

As discussed above, the buyer under an installment agree-
ment should be mindful that it is accepting the
responsibilities of ownership without the security of title.
The installment agreement should be very clear about
how the parties will resolve any conflicts during the term
of the Agreement. What constitutes an event of default? If
seller claims that buyer is in default, what rights will be
available to the Buyer? Will the buyer have an oppor-
tunity to cure an alleged default? Is the seller entitled to

retain all of the amounts previously paid?

Considerations for Conservation Easements

If an installment agreement is used for the acquisition of a
conservation easement, the grant of easement will not be


https://library.weconservepa.org/guides/25-seller-take-back-financing
https://library.weconservepa.org/guides/25-seller-take-back-financing

WeConservePA

made until final payment. The installment agreement
should carefully define restrictions on the owner’s use of
the land, and the land trust’s rights thereto, during the
term of the installment agreement. The grant of easement
should be fully negotiated and either incorporated into
the installment agreement as an exhibit, or fully executed
and held in escrow by a title company or other third party
until all payments are made.

The Transaction

Inspect

Before entering into an installment agreement, the buyer
should be satisfied that the property complies with appli-
cable laws and there are no discoverable conditions that

may result in unanticipated cost and expense.

Realty Transfer Tax

Realty transfer tax is due upon recordation of a contract
for deed or agreement for the sale of realty based upon the
entire consideration paid under the agreement. If the
transfer is to a conservancy recognized as a charitable or-
ganization under 501(c)(3) of the Internal Revenue Code,

then the transfer will be excluded from the Pennsylvania

realty transfer tax.

Protecting Interest

Title Commitment

Before entering into an installment agreement, the buyer
should obtain a title commitment to insure its equitable
ownership of the property under the installment sale
agreement.

Exceptions

No mortgages or other liens should be permitted as excep-
tions to the title commitment unless there is an agreement
between the buyer and the seller as to who is obligated to
continue payments and remedies for failure to do so. The
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seller should be prohibited from further encumbering the
property by mortgages or liens.

Recording

The installment agreement or a memorandum of the
agreement should be recorded promptly after signing.
Typically, a memorandum, rather than the entire agree-
ment, is recorded so as not to publicize the precise terms

of payment or other private agreements of the parties.

Financial Planning Opportunities

Spreading out the tax burden over a period of years can
provide tax, estate, and financial planning opportunities
for the seller who is willing to accept payment of the pur-
chase price over two or more tax years, whether by seller

take back financing or by installment payment financing.

Time Value of Money

Whenever a taxpayer can defer a tax liability at no cost to
taxpayer, that is an economic benefit: the taxpayer has
money to invest in the interim that would otherwise have
been paid to the U.S. Treasury. For example, if the seller
has a tax liability of $150,000 on a $1,000,000 gain, then
spreading that gain over 10 years and investing it in the in-
terim at 5% would result in a net benefit (even without
compounding interest) of $33,750. ($15,000 deferred for
one year at 5% = $750; $15,000 deferred for two years =
$1,500; for three years = $2,250 and so on.)

Tax Planning

Whenever a taxpayer can use losses to offset taxable gain
or use deductions to offset taxable income, it is an eco-
nomic benefit to the taxpayer. Both seller take back
financing and installment payment financing can defer
recognition of gain into future tax years when the tax-
payer may anticipate substantial tax losses or deductions,
perhaps for contribution of a conservation easement; or
the taxpayer may anticipate a diminution in income, per-
haps by retirement; or an elderly taxpayer may want to
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defer a balloon payment for a sufficiently long period so

that it is taxable, if at all, as part of their estate.

Financial Planning

Installment payments can be timed so as to meet the
seller’s cash flow or tax planning requirements. For exam-
ple, rather than designating a five-year fixed term, the
installment agreement may provide for a term of 30 years
but with an option on the part of the seller to require pay-
ment in full after five years and, if the seller does not
exercise the option at that time, each five-year interval
thereafter. If the seller does not exercise the option, then
regular payments continue until the next option to re-

quire the balloon payment.

Estate Planning

Deferring payment of the purchase price can allow time
for the taxpayer to make a series of gifts of proportionate
shares of their interest in the property to family members
so that, by the time the balloon payment is made, it is pay-
able to family members other than the seller and, to that
extent, is no longer part of the seller’s assets either for in-
come tax or estate tax purposes. The seller can give up to
$18,000 in value (for 2024) to any number of persons in
any year without incurring adverse gift tax or estate tax
consequences. If the balloon payment is deferred for a
number of years, a series of gifts to family members could
result in the balloon payment being paid to them rather
than seller. This may result in a substantial tax saving if, as
a result of the gifts, payments are made to family members
in lower tax brackets than the seller. If the seller’s estate is
subject to estate tax (as of 2024, the estate tax rates range
from 18% to a maximum of 40%), then removing the
value of the property from the estate will not only reduce
the estate tax liability but may also reduce the overall value
of the estate under the limit $13.61 million for 2024) at
which no estate tax is paid.
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Combining with Tax-Free
Municipal Bonds

Economic Development Application

Installment agreements are frequently used as a vehicle to
support economic development through issuance of tax-
free municipal bonds. Ownership of the project is vested
in a governmental entity, typically an industrial develop-
ment authority, which enters into an installment
agreement with the private company who will have all of
the rights of beneficial ownership of the project. Bonds
are issued by the industrial development authority and
sold on the public market to raise funds to acquire the
project. These bonds bear interest at a lower rate because
the income is tax-free to the bondholder. Installment pay-
ments from the private company to the governmental
entity under the installment agreement are used by the
governmental entity to pay the principal and interest due
to the bondholders under the terms of the bonds.

Conservation Application

Government funders of conservation projects can use the
installment structure to spread out payments over time.
Funds derived from the sale of tax-free municipal bonds
can be used to fund conservation acquisitions over a pe-
riod of years. The bonds can also be issued to the owner in
lieu of cash payment of the purchase price. See the Penn-
sylvania Department of Agriculture’s 4 Guide o

Farmland Preservation (third edition, 2008) for a descrip-
tion of the installment purchase of agricultural
conservation easements using bonds issued by the New

Garden General Authority.

Reporting Capital Gain

The installment seller of real property not used in a trade
or business can elect an installment method for reporting
capital gain from the sale of property. IRS Tax Topic

705 provides an overview of the tax treatment of install-

ment sales. IRS Publication 537 provides more detailed
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guidance including how to calculate gross profit from the
transaction, the gross profit percentage to be applied to
each installment, and sales income. Payments received by
the installment seller during each tax year are, for tax pur-
poses, comprised of three components: interest income
(either stated or imputed at the applicable federal rate,
which is subject to tax at ordinary income rates); tax-free
return of adjusted basis in the property; and gain on the
sale, which is subject to tax at capital gain rates. (IRS Pub-
lication 225 provides a detailed explanation of the tax

implications of installment sale as applied to a farm prop-
erty.)

Buyers Should Be on Guard

Lease-purchase and contract for deed transactions have
been used for many years by unscrupulous operators to
cheat vulnerable segments of the population. Pennsylva-
nia’s Installment Land Contract Law (68 P.S. 902 et seq.)
was enacted in 1965 to require disclosures and periodic ac-
counting of payments for installment sales of residential
real estate in all counties of the first and second class (i.e.,
Philadelphia and Allegheny County). While this act may
not be applicable to a particular transaction, an install-
ment buyer is well-advised to include in the installment
agreement protections similar to those provided in the act,
in particular: the disclosures that the installment seller is
required to make; provisions for periodic accounting by
sellers of the application of payments; and limitations on

remedies to avoid forfeiture of payments previously made.
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WeConservePA produced this guide with support from the Colcom
Foundation, the William Penn Foundation, and the Community
Conservation Partnerships Program, Environmental Stewardship
Fund, under the administration of the Pennsylvania Department of
Conservation and Natural Resources, Bureau of Recreation and

Conservation.

Patricia L. Pregmon, Esq., and Andrew M. Loza authored the 2009
through 2022 editions of the guide. Justin Hollinger, Esq., and Loza
updated the guide for 2024.

Nothing contained in this document is intended to be relied upon as
legal advice or to create an attorney-client relationship. The material
presented is generally provided in the context of Pennsylvania law
and, depending on the subject, may have more or less applicability

elsewhere. There is no guarantee that it is up to date or error free.
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Text may be excerpted and reproduced with acknowledgement of
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