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Securing a mortgage is not an easy proposition. Particularly when interest rates
are high, a fixed rate mortgage can be next to impossible for many to secure and
even more difficult to pay back. But for a lender to offer a lower interest rate is a
risk on their part. In the event of unexpected inflation, they could take a
significant loss on the loan.
So what's the solution? There has to be some compromise that allows investors
to secure manageable loans while mitigating the risk to the lenders. There is. It's
called a participating mortgage.
What Is a Participating Mortgage?
In a participating mortgage, a lender offers the loan at a reduced interest rate, in
exchange for a portion of the revenue from the property, on top of the regular
mortgage payments. This can be done in one of two ways. The first is a one-time
payment, wherein the lender takes a chunk of the proceeds after the investor
sells the property to someone else.
The other option is an ongoing payment. The lender receives a percentage of the
revenue from whatever the property is being used for. For example, if the
mortgage is for an apartment complex, the investor pays the lender a percentage
of the rent collected from tenants every month.
Investors like participating mortgages because they provide them with the
opportunity to secure a loan for their venture, that they otherwise might not have
been able to get. And lenders like participating mortgages because they're
structured flexibly, reducing risk and providing an additional source of money. On
the surface, it seems like a perfect setup. But participating mortgages aren't
without their problems, particularly for first-time investors who don't fully
understand what they're getting themselves into.
Mistakes Investors Make
The most egregious mistake with participating mortgages is underestimating the
implications. Investors tend to think of it as a catch-all solution, and as a result,
they often won't take the mortgage seriously. Some investors won't even bother
to have the agreement looked over by a third party.
An outside expert can help investors understand exactly what it is they're
agreeing to, what their rights and responsibilities are, and whether or not the deal

is equitable. Without that extra set of eyes, the investor could also end up making
financial projections for the property that aren't realistic, which then leads to
problems down the line.
Another unfortunate mistake made by first-time investors is not taking the time to
understand the lender's role in the management of the property itself. Legally, the
title to the property remains that of the investor, but the lender may still be able to
take on some of the rights and responsibilities of a partner. It's important to know
upfront what rights the lender has when it comes to managing the property.
Smart investors will have an attorney go over the agreement, to sort out these
issues. But this can unwittingly lead to another mistake: ONLY having an
attorney look it over. An attorney is great for handling the legal issues. But it's
also important to bring it to someone who understands financial issues. That's
why any participating mortgage should also be looked over by a CPA firm.
A CPA firm can help an investor plan for taxes and how they're affected by the
agreement. They can provide more effective cash flow forecasting and evaluate
the profitability of the property. Along with plenty of other financial services and
advice, to ensure the investor understands their roles and responsibilities under
the agreement.
A participating mortgage is designed to provide a helpful solution to a tricky
problem. But if you don't know what you're doing, it can end up leading to even
more problems. It's important to go in with your eyes open, and have someone
on your side who knows how to handle these matters. That's the only way to
guarantee the best outcome for everyone.
Questions? Comments? As a full-service CPA and business consulting firm,
DiCicco, Gulman & Company LLP (DGC) and its Real Estate practice group
provides a wide range of financial reporting, income tax and consulting services
to real estate investors, including institutional investors such as insurance
companies, international investment companies and state pension funds.
We look forward to hearing from you!

