HAWAII ASSOCIATION OF REALTORS® (HAR)
2009 LEGISLATIVE PRIORITY - PRIVATE TRANSFER FEES

HAR recommends the enactment of legislation which would prohibit the use of deed restrictions as a
vehicle to impose private transfer fees. HAR opposes private transfer fees because these fees decrease
affordability, serve no public purpose, and provide no benefit to property purchasers or to the
community in which the property is located.

Overview:

Private transfer fees are deed restrictions imposed by an owner of real property, which require a fee to
be paid to a specified individual or organization every time the property is sold within the defined time
period. These fees currently range from .05 percent to 1.75 percent of the purchase price. Since this fee
is part of a private transaction, there is no requirement that the proceeds of these fees be used to
benefit the individual property or the neighborhood. There is no oversight to validate that these fees are
being used for the purpose specified.

Private transfer fees are most common in the state of California but are beginning to crop up in other
states. Historically, they began in California as a way for builders to reduce opposition from various
interest "groups to the development projects that they were seeking approval for from local
governments. To appease these groups, some developers agreed to fund the opposition groups’ pet
projects with future revenue through private transfer fees imposed on properties within the
development projects. When private transfer fees are a part of new development, these fees have most
frequently come about as a result of negotiations with affordable housing advocates, environmentalists,
and other interest groups. Using private transfer fees, builders can thwart opposition groups and more
easily obtain permits to build, all the while passing on these costs to unknowing future consumers at
closing.

Furthermore, there is no restriction on where or how the proceeds from these private transfer fees can
be spent and no accountability or oversight of the recipients of these funds. In addition, there are no
limits on how long a private transfer fee may be imposed as well as no limits on the amount of fees that
can be imposed on prospective home buyers.

The impact of private transfer fees on new home sales within new housing developments has not been
negative; largely because these fees are not assessed on the first sale but in subsequent transactions. In
addition, the disclosure and explanation of these fees has been weak. While builders insist that they
have the right to negotiate with buyers over the terms and conditions of a property’s sale, in fact there
has been no disclosure of this fee until the final closing documents when buyers have already signed a
binding sales contract and put a substantial amount of cash down.



Private transfer fees have also shown up in other transactions, where the benefit is only to the
individual as a source of “substantial passive income”.> This practice, referred to as Freehold Licensing,
is beginning to be promoted in a number of states through a unique “business method patent” called
the GenEstate Legacy Covenant. This covenant is designed to run with the land for 99 or more years and
is promoted as an asset that can be sold, bequeathed, donated and added to the asset side of an
individual’s asset sheet with no off-setting liability. While this “business plan” is promoted to individuals
as a benefit of ownership and improvement of real property, it is also designed for developers to
address “environmental and housing pressures” by enabling developers and other property owners to
better align the sale price of their real estate with current economic levels and reserving the right to

additional compensation based on the values of those properties in the future.

To date, several states, including California, Texas, and Florida have enacted legislation explicitly
addressing private transfer fees. This legislation has prohibited transfer fees, with certain exceptions
including those fees paid to the property owners association that manages or regulates the subdivision,
the association’s managing agent, charitable entities, or governmental entities.

Hawaii law contains no state statutes or regulations specifically addressing the disclosure of private
transfer fees, no limitations on the application of private transfer fees, nor any statutory definition of
permitted private transfer fees. A real estate licensee’s responsibility with respect to private transfer
fees is not currently defined either, except for general duties to “deal honestly and in good faith” and to
disclose known material facts that are “not apparent or readily ascertainable.”

Conclusion

HAR is concerned that, without any oversight, private transfer fees pose risks of excessive and
unwarranted fees being charged to unknowing purchasers. HAR is also concerned regarding its
licensees’ disclosure responsibilities, and that the practice of imposing private transfer fees will become
unruly with no regulation. The additional costs that private transfer fees bring at closing may create
significant barriers to homeownership. For these reasons, HAR feels that legislation restricting the
ability for developers or other to impose such fees is warranted.

! Referenced from the Freehold Licensing promotional material at www.FreeholdLicensing.com
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£1 T ransfer fee rights,” the new

buzzwords on the real

estate scene, describe a
technique for reserving future interests
in the appreciation of the value of real
property that is being sold. “Sold,”
however, may be an imprecise term in
this instance, especially if compared to
its common use, because not all of the
“fee simple” interest in the property is
being conveyed. This article examines
how these “fransfer fee rights” to share
in the possible future increase in value
of the property are being severed from
the property before or as part of a sale
and then conveyed to others. The arti-
cle also discusses title implications and
why, in the authors’ opinion, this new
“product” may have considerable diffi-
culty gaining acceptance under real
property law.

A note of caution: according to a
promoter of the concept, which seeks
to purchase these interests, the system
of transfer fee rights is covered by a
comprehensive business method
patent application, so do not try to
duplicate it at home (see article on
pages 26-27). The authors have noted
such an offer by a potential licensor to
obtain transfer rights. See the offer avail-
able at www.freeholdDevelopmentnet.
Similar offers may be using this device
of which the authors are not aware.

How Transfer Fee Rights Are
Supposed to Work

The transfer fee scenario described in
the Internet citation mentioned above
starts with an agreement that is to be
recorded in the chain of title. This
agreement purports to be a servitude
that attaches to the title to the land and
burdens future owners for 99 years. In
simple terms, this agreement provides
for 1% of any future sale to be divided
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among the original covenantor, the
company that licensed the use of the
system, and the real estate broker. But
an analysis of the agreement reflects
that in fact it is much more complicat-
ed. The analysis starts by identifying
the parties:

* Covenantor: The original seller
and the party that places the dec-
laration of covenants, conditions,
and restrictions (CCRs) onto the
property.

* Broker: The original real estate
broker, who traditionally repre-
sents the covenantor and, in
addition, enjoys the future benefit
reserved in the covenant.

¢ Licensor: The company that came
up with this transfer fee tech-
nique, which also shares the
future benefit.

In the traditional plain-vanilla real
estate transaction, the seller contracts to
deliver fee simple title to the buyer,
subject to those matters of record that
the buyer is willing to accept. These
exceptions from the general warranty
of title very often include CCRs of
record. The CCRs for a subdivision or
planned development commonly
include limitations on use and enjoy-
ment of the property, access restric-
tions, or building setback requirements.
The transfer fee rights servitude (which
will become part of the CCRs for the
property) is a completely different ani-
mal. It provides that on any future sale
(after the initial sale from the covenan-
tor) the future parties must pay 1% of
the future gross sales price back to the
consortium that holds these “transfer
fee rights.” For the first 30 years, that
1% interest is split among the covenan-
tor (60%), the licensor (30%), and the
broker (10%); for the remaining 69
years of the 99-year life span of the
covenant, only the licensor (90%) and
the broker (10%) share in the proceeds.

To understand this device, it may be
helpful to compare it with a profit-
sharing tool used more commonly in
leasehold transactions. As indicated in
a companion article in this issue, leases
often include provisions that allow the
landlord fo share in the profits if the

tenant charges a higher rent on sub-
lease or assignment. For a discussion of
the issue in the leasehold context, see
Sidney G. Saltz, Landlord Impedintents to
Subleasing and Assignment: Recapture,
Profit Sharing, and Restrictions on the
Exercise of Options, on page 42 in this
issue. By using such a provision, the
landlord reserves the right to any
appreciation in the market value of the
leasehold interest if the premises are
subleased or assigned. The transfer fee
servitude creates a similar result in the
transfer of a fee simple interest by
allowing a seller to claim the appreciat-
ed value in subsequent sales of the

property.

How Transfer Fees Get Sold
At some point before the initial sale of
the real property, the broker approaches

the initial seller (the covenantor) with
an offer to use the transfer fee servi-

The transfer fee rights
servitude provides that
on any future sale the
future parties must pay
1% of the future gross
sales price back to the
consortfium that holds
these “transfer fee

rights.”

tude to give the covenantor a share of
future appreciation in the property. The
broker collects a commission from the
covenantor for bringing this offer. In
addition, the broker enjoys a share of
the future benefit. (Whether thisis a
contlict of interest will remain to be
seen; normally a fiduciary cannot par-
ticipate in an activity that results in a
benefit to itself at the expense of the
principal without the understanding
and consent of the principal. See
Restaterent (Third) of Agency §§ 802,
8.06 (2006).) The licensor pays for this
interest with a note for an amount that
is estimated to be the value of those
future sums generated by the servi-
tude. The amount of this note must
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float, because there is really no way to
determine how often, if at all, the prop-
erty will get resold. It appears that the
covenantor has thus paid a current
commission on the opportunity to
share in possible future income, in
exchange for a note that may or may
not have any value (depending on the
number of times the property is trans-
ferred in the future). The share that
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goes to the covenantor appears to be
the payoff for the note. So what are the
character and nature of the considera-
tion tendered? The servitude provides
that this obligation to share in the
future proceeds shall be a lien on the
property. Other marketing material
from the licensor in the offer made on
the Intemnet noted earlier in the article
assures the covenantor and the broker

that this will be collected on their behalf
by the title company on all future trans-
actions, so they can sit back, relax, and
wait for the money to flow in.

How to Opt Out

The transfer fee servitude provides
an exempbion for the original sale
from the covenantor to the first
buyer. This exemption helps camou-



flage the purported reservation of a
future interest. It will not be col-
fectible until that buyer attempts to

" resell the property. At that point, the
new seller has three choices: pay the
transfer fee, buy it out (if five years
have expired from the creation of the
CCR), or grant an option in lieu of
the payment (which may result in ter-
mination).

To pay the transfer fee, one needs
simply to tender 1% of the gross sales
price to the addresses shown in the
recorded document. The gross sales
price is defined as the total considera-
tion for the property, including cash,
any installment notes, trade, or agree-
ment paid by the new buyer. To buy
it out, five years must have expired,
and the current owner can then give

30-days’ notice to the holders of the
interests and tender 5% of the gross
sales price to them. The holders are
then required to cooperate in execut-
ing any releases needed for the public
record. If the future seller has some
time and money to spare, the option
route might be a choice. As described
in the servitude, the seller, in lieu of
payment of the fee, can grant the
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covenantor the right to buy the prop-
erty at 90% of the lowest of

» the purchase price (a loss of 10%
on the sale right off the top),

¢ the value of the property shown
on the tax roll (depending on the
area, this could be substantially
less than the current value), or

e the value determined by an
appraisal.

The covenantor has 90 days to
accept or reject the offer. If not accepted,
the seller can give written notice after
60 days declaring the servitude termi-
nated, and file an affidavit to that effect
in the public records. The seller then
would be free to sell without the lien,
albeit probably adding at least five
months to the normal transaction time
needed to convey complete simple fee
title. If the covenantor elects this option
to buy the property at the 90% figure,
then the seller must provide a survey, a
title policy showing only “standard
exceptions,” and a general warranty
deed. If the seller fails to close, then 2%
of the greater of the three bullet points
above is owed to the covenantor, and
the servitude remains.

Title Issues
As is often said, timing is everything.
In this situation, iming plays a big role
in the determination of the effect of the
servitude and may leave the covenan-
tor vulnerable to litigation before it has
the opportunity to receive any future
payments. If the covenantor signs a
purchase agreement to sell fee simple
title, and then attempts to reserve some
of that title before closing, the contract
has not been performed. Reliance on
the standard language excluding CCRs
of record may not protect the original
seller because the transfer fee servitude
may not be in the record at the time of
the contract. Even if the servitude is
recorded before the purchase agree-
ment is signed, reliance on the “restric-
tions of record” language without clear
disclosure to the buyer may be mis-
placed if the recording falls within the
“gap” {the period of time that runs
from the recording of the document to
the actual time it is indexed and dis-
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coverable by a search of those records).
The “gap” varies by recording jurisdic-
tion but is often more than three weeks
and can run in excess of 12 months.
The buyer could claim it was misled by
the covenantor who did not disclose
this attempt to reserve an interest in the
property, which, even if excluded by
the carveout from the warranties lan-
guage in the contract, was nevertheless
hidden from the buyer because of the
gap. The general understanding when
one purchases fee simple land is that

Timing plays a
big role in the
determination of the
effect of the servitude
and may leave
the covenantor
vulnerable to
litigation before it has
%e opportunity to
receive any future
payments.

the buyer is not obligated to share
future appreciation without clearly
consenting to do so. In addition, if the
transfer fee servitude is included with
the closing package, it will violate the
standard instructions from the lender
on what are acceptable exceptions
from title, as well as raise the issue

of whether it violates the original
contract.

Potential Legal Challenges

The transfer fee device could be
attacked on several grounds. Here are
four (there may be more), with the first
two being based on whether a court
views the device as an attempt by the
covenantor to retain part of the fee sim-
ple and with the second two being
based on whether a court views the
device as an enforceable servitude:

* As observed at the beginning of
this article, the authors view the
transfer fee rights device as an

attempt by the covenantor to
retain part of the fee simple title
without having any right of pos-
session presently or in the future.
The courts consistently have
turned back attempts by
landowners to create new estates
in land beyond those recognized
at common law, and any court
that finds this retained interest to
be the attempt to create a new
estate should void it on that basis
alone. See, e.g., Johmson v. Whiton,
34 N.E. 542, 542 (Mass. 1893)
(Holmes, J.) (“A man cannot cre-
ate a new kind of inheritance”),
The Restatement of Properiy
defines an estate as involving the
present or future right to posses-
sion, and the transfer fee rights
device attempts to create an
interest in the fee simple without
any right to possession. See
Restatement of Property

§9 (1936) (“estate” means an
interest in land that “is or may
become possessory”).

If the device is not found to be an
invalid attempt to create a new
estate in land, many courts may
still find it an impermissible
restraint on alienation. Courts
consistently hold that one of the
key incidents of fee simple own-
ership is the ability to convey.
Restraints on alienation are
invalid when the resiraint is
inconsistent with the free alien-
ability of the fee simple estate in
property. See generally American
Lawo of Property § 26.1 (1952). The
device requires payment of a
large sum of money (1% to 5% of
the value of the fee simple inter-
est) or gives the covenantor the
right to buy the fee simple inter-
est for 90% of its value. In the
1970s several state courts held the
exercise of a due-on-sale clause
by a lender unreasonable (with
no business purpose except to
increase retumn on investment)
and therefore an invalid restraint
on alienation, See, e.g.,
Wellenkantp v. Bank of Amierica, 582
P2d 970 (Cal. 1978). These cases
were preempted by federal law in



section 341 of the Garn-St
Germain Depository Institutions
Actof 1982.12 US.C. §1701j-3. In
the due-on-sale clause cases, the
seller was required to pay off the
seller’s mortgage loan on the
property’s sale in exchange for
the lender’s advancing the funds
necessary for the future seller to
buy the property. With the trans-
fer fee device, however, the future
sellers of the land would be
required to pay money on the
sale that they arguably agreed to
pay but for which they had
received no benefit. The argu-
ment that the future sellers
would have paid less for the land
because the servitude was in
place makes the point that the
existence of the servitude has
made the land more difficult to
sell, hence the lower price, and
thereby is a restraint on alien-
ation. This differs from a land-
lord’s prohibiting a sublease or
assignment because the courts

view the landlord’s right of pos-

session at the end of the lease as
giving the landlord an interest in
who occupies the premises dur-
ing the lease, thereby giving a
valid basis for the restraint on the
alienation of the tenant’s interest.
See generally American Law of
Property § 3.58 (1952).

If a court approaches the device
as a servitude under common
law doctrines, then it may find
the agreement unenforceable
because it does not “touch and
concern” the land. Typically,
under common law principles, a
court will enforce a servitude
against a future owner of land
only when three elements are
present: (1) the contract must
include the intent for the servi-
tude to run, that is, to bind future
owners; (2) the servitude (partic-
ularly the burden of the servi-
tude) must “touch and concern”
the land; and (3) there must be
“privity of estate” (a real
covenant running with the land)
or notice (equitable servitude).
See Neponsit Prop. Owners’ Ass'n,

Inc. v. Emigrant Indus. Sav. Bank,
15N.E.2d 793 (N.Y. 1938). There
is no question that the agreement
satisfies the first element (it clear-
ly states that it applies to all
future sales), and it likely com-
plies with the third (without
going into the details only a law
professor could love, there would
be privity of estate in most
American states, and in all states
the recording of the agreement
would constitute notice). “Touch

and concern,” however, typically
means that the agreement affects,
or is bound up in, the use of land.
The burden of the transfer fee
servitude has no effect on the use
of the land. Therefore, under the
common law view, the agreement
should be held not to touch and
concern the land and should not
be an enforceable servitude.

The touch-and-concern require-
ment, however, is not rigidly
enforced in many states. As the
20th century progressed, courts
more easily found that servitudes
touched and concerned land (for
example, the burden of the obli-
gation to pay homeowners’ asso-
ciation assessments usually is
held to touch and concern on the
basis that the owner of the land
receives the benefit of whatever
the association undertakes to do
in maintaining common areas or
providing services). See generally
Candlewood Lake Ass'n v. Scott, No.
01AP-631, 2001 WL 1654288 (Dec.

27, 2001). In addition, the
Restatement (Third) of Property:
Servitudes advocates doing away
with the touch-and-concern
requirement completely.
Restaternent (Third) of Proerty:
Servitudes § 3.2 (2000). The
reporter for the Restatement on
Servitudes suggests that whether
an agreement violates public
policy is a more relevant inquiry
in determining if it should be
enforced as a servitude than
whether it touches and concerns
the land. Id. cmt. a. Although a
court may engage in “touch-and-
concern lite,” or follow the
Restatement and ignore the touch-
and-concern requirement com-
pletely; if the court nonetheless
examines the effect of the servi-
tude on future owners, it may
well find that this attempt to
share equity (particularly in the
case of a non-investor-owned sin-
gle-family home) violates the
public policy that encourages
homeownership and free trans-
ferability. Id. §§ 3.2, 35, 3.7.

Conclusion

Regardless of what future litigation
may find these future interests to be,
real estate practitioners should think
about a number of issues when pre-
sented with the transfer fee concept by
a client, whether a covenantor, a broker,
or the purchaser of a property bur-
dened by a transfer fee agreement. The
lending community is becoming
increasingly aware of this issue and
may not be willing to loan on proper-
ties subject to such agreements. The
conflicts raised by the participation of
all of the parties, the timing of record-
ing the agreement after signing the con-
tract to sell “fee simple ttle” and then
attempting to reserve rights, the vulner-
ability to future litigation to determine
the consequences of these “rights,” and
the effect on the marketability of title
need to be understood and explained
to the client. Finally, anyone relying on
the future enforceability of the transfer
fee servitude needs to be aware of the
legal challenges that may be raised
when enforcement is sought. W
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February 23, 2009

The Honorable Jon Riki Karamatsu, Chair
House Committee on Judiciary

State Capitol, Room 325

Honolulu, Hawaii 96813

RE: H.B 874, H.D. 1 - Relating to Residential Real Property
HEARING DATE: Tuesday, February 24, 2009 at 2:05 p.m.
Aloha Chair Karamatsu and Members of the Committee:

I am Gary Slovin with Goodsill Anderson Quinn & Stifel, here to testify on behalf of the
Hawai‘i Association of REALTORS® (HAR) and its 9,600 members in Hawai‘l. HAR
supports the intent of H.B. 874 H.D. 1, which prohibits private transfer fees required by
a deed restriction or covenant, with certain exceptions.

Private transfer fees are deed restrictions or covenants imposed by an owner of real
property, which require a fee to be paid to a specific individual or entity every time the
property is sold. These restrictions run with the land and, oftentimes, are not disclosed to
subsequent buyers until the closing of a property sale. Sometimes, such fees may be
imposed as part of a new housing development upon the buyer and subsequent purchasers
of the property. Presently, there is no regulation over the imposition of such fees, no
limitation on the application of the fees, and no accountability or oversight of the
recipients of the fees.

HAR believes that private transfer fees may create significant barriers to homeownership,
particularly because these fees are typically imposed at the closing of a transaction. This
puts a burden on the homeowner, at a critical time when money may already be short.

HAR supports H.B. 874 H.D.1, which improves upon the original bill by placing the
provisions in Hawaii Revised Statutes Chapters 501 and 502, and by including certain
exceptions for customary administrative fees that are collected during property transfer
transactions. HAR is continuing to review the bill to see if additional amendments would
help to clarify the measure, and looks forward to providing its further comments to the
Committee.

Mahalo for the opportunity to testify on this measure.



