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Pre-construction sales (“pre-sales”) of condomirgurave been a very popular method of buying real
estate in British Columbia for over a decade. rRany, condominiums are not a home but an investment
This paper will discuss the recent changes to thegage qualification rules and their impact orsthe
investors and, in turn, all condominium owners.

Three significant changes to mortgaging in Canadh effect on April 19, 2010:

1. Purchasers must now qualify for a five-year fixatermortgage. Previously purchasers only had
to qualify for a three-year fixed-rate mortgagehisimay preclude buyers who would have
qualified under the old rules but who cannot gyalifider the new ones. Many first time home
buyers fall into this category.

2. Homeowners may only re-finance up to 90% of themh value rather than the previously
permissible 95%. This change is not expected ¥e hasignificant effect on pre-sales.

3. A minimum 20% down payment will be required for pesties not occupied by their owners.
Under the previous rules the down payment reqdoeduch properties was 5%. The minimum
down payment for owner-occupied homes remains at 5%

Pre-sales and typical home purchases - what's théfférence?

The starting point in this discussion must be tiffernce between pre-sales and the typical puechad
sale of a home that already exists, whether it t@na@ominium, detached house or any other type of
home.

In a typical sale the vendor and buyer negotigiarahase price, deposit and closing date. An imngus
standard four-page agreement is then signed alithgaw addendum that includes a number of subjects
typically for the benefit of the buyer. The vendord buyer agree to a date on which all of the stbje
must be removed. If the subjects are removedagheement becomes a binding contract. If the stehje
are not removed, the agreement is canceled ancktidor is free to sell the property to another
prospective buyer.

The most common subject states that the agreesenbject to the buyer obtaining approval for a new
first mortgage on terms set out by the buyerhédfibuyer cannot obtain that mortgage approval the
subject is not removed and the deal is cancelled.

A pre-sale is very different. The most obvioudatiénce is that the buyer has no opportunity tpeas

the property before he or she agrees to buy ithétime the agreement is entered into the prgpert
often nothing more than a vacant lot on which gppsed condominiurdevelopment is to be constructed.
A demonstration unit may be set up in a sales eerttowever it is unlikely to be an exact repli¢ahe
intended final product.

A pre-sale contract is much longer than the ingustiandard contract for an existing home. It carge
from 12 pages to more than 30 pages of fine pridtia written almost entirely in favour of the

GENERAL/990099.1



developer. In the heady days of the real estatentthe terms of these contracts - including priaere
generally non-negotiable. Even today, price is agasionally negotiable. A buyer may be able to
negotiate a decorating allowance, an additionaliapge, fireplace or the like. However, the vast
majority of contractual terms remain non-negotiable

Pre-sale contracts do not contain agreed upomgjakites. They typically contain a target comptetio
date that may be extended many months without pettathe developer. The buyer may be given as few
as 10 days’ notice of the eventual closing datthdfbuyer does not close on that date, the deselopy
keep the deposit and sell the property to somelsae e

There are no subjects in a pre-sale contract. Mottde pre-sale contract is not subject to thecpaser
obtaining a mortgage. If the buyer cannot obtaimoatgage when it comes time to close, the developer
will keep the deposit and sell the property to soneeelse. This, combined with the changes to the
mortgage qualification rules, has posed serioublpnes for some buyers.

Fortunately, all pre-sales are subject toRkal Estate Development Marketing Act (the “Act”), consumer
protection legislation that governs the marketing sale of pre-sales.

TheAct is a technical statute that imposes various olitigaton the developer. The purchaser may be
able to cancel the pre-sale and get his or hergitelpack if certain obligations are not met (efghé
developer fails to notify the purchaser of charigebe condo design).

How do the new mortgage qualification rules affecpre-sales?

A purchaser may have signed a pre-sale contr&00id expecting to complete the sale in 2010. The ne
mortgage rules could throw a significant wrenckhiose plans.

1. Tougher mortgage qualification standards

The requirement to qualify for the conservativefixear fixed-rate mortgage makes it more difficoit
many purchasers to complete on their pre-sale acistrAs the pre-sale purchase is not subject to a

mortgage pre-approval, purchasers who are unatabt&in financing will either:

(@) find a way to assign their pre-sale contract tosmme else (usually at a fee payable to
the developer);

(b) find a lawful way to cancel or rescind the pre-sadaetract (generally pursuant to a right
provided by théAct) and have the deposit returned; or

(©) lose the deposit and walk away from the deal.
In a declining market, the risks to purchasersdase.

Purchasers who fail to complete may face a laweuiadditional losses. The purchase price is lodked
when the pre-sale contract is signed. If the retdte market declines and the purchaser failsrptzie
when the unit is ready, the developer will sell timit for less than the price set out in the pile-sa
contract. If the developer ultimately sells thé for an amount that does not equal: a) the regete
plus b) the deposit already paid by the original passr, the developer might sue for the difference.

In 2009 some condos were re-sold for 40% lesstfimagreed upon purchase price. If the original
purchaser paid a 15% deposit, the developera$il25% of the money it expected to receive. Many
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developers have sued the original purchasers &2 difference in addition to the deposit alsead
paid. Purchasers who have already lost signifidapbsits are being asked to pay even more.

2. I ncreased down payment for investment properties

Perhaps the most worrisome rule change for prepatghasers is the quadrupling of the minimum down
payment from 5% to 20% for non owner-occupied prips

Pre-sales have been a popular form of investmeogdhe 1990s. In addition to gains in equity,
completed condos can serve as a valuable inconerajérg asset.

Most investors enter into pre-sale agreements titbelief that their investment will increase alue.
They will pay a deposit to the developer (typicallyout 15% of the purchase price) and, if all goel,
the unit will be worth more at closing. Obtainiagnortgage for the balance of the purchase price

(including 12% HST) will be fairly easy.

Of course, things don’t always go as planned. WUttt old rules many purchasers — both investals an
those purchasing a home — have been confrontedavgiimation in which the value of the unit is now
equal to or less than the price they agreed to pay.

If the unit has dropped significantly in value iaynbe worth less than the purchase price lessepesit.
The bank may view the purchaser’s 15% deposit ast.rfidis would have posed a difficult problem for
many when the minimum down payment was 5%. At 20%impossible for most.

An illustration aptly demonstrates the significanpact of the increased minimum down payment.
Assume an investment pre-sale was purchased f@, 330 with a 15% deposit. The illustration below
shows the amount of cash the purchaser will reqticdosing under the old and new mortgage
qualification rules. It is assumed that the maxkgtie of the unit is equal to the $500,000 purehatce.

Old Mortgage Qualification Rules

Pre-sale purchase price $500,000
Less 15% deposit - $75,000
HST $25,000
Amount owing at closing $450,000
Amount bank will finance (95% of market value) 7$4000
Cash needed at closing $ 0

New Mortgage Qualification Rules

Pre-sale purchase price $500,000
Less 15% deposit - $75,000
HST $ 25,000
Amount owing $450,000
Amount bank will finance (80% of market value) 0$4000
Cash needed at closing $ 50,000

In the above illustration the investment purchamerds $50,000 cash in order to even be considered f
mortgage. In a declining market, the situationgdqurchaser only gets worse. Using the above eeamp
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a 10% decrease in market value results in the pssstrequiring $90,000 cash at closing in ordéeto
considered for a mortgage.

Some investment purchasers have foreseen thisapnadohd consulted a lawyer long before the
anticipated completion date. However, unless thveldger is in breach of th&ct, a purchaser’s only
option may be to walk away from his or her depasi hope the developer does not re-sell at a loss
greater than the amount of the deposit.

Will this affect other condominium owners?

The effect of the changes to the mortgage qualifinaules on real estate investors as a whole irenta
be seen. ltis likely that the changes will prdelsome who would otherwise buy an investment
condominium from doing so. This would, in turradeto fewer non-owner occupied condominiums.

Those who live in stratas with a high number otakuanits are likely aware of the difficulty in diety

owner approval for significant expenses. Investnogmers are loathe to spend money on anything that
does not yield immediate results. Proposed expahse do not increase rental or asset value legky li

to be opposed by non-occupying owners.

Strata councils in some new buildings may be spsnetk of the difficulties of managing and operating
building not occupied by many of its owners, bulydime will tell if the changes to the mortgage
gualification rules will have this consequentidgket.

Wesley J. McMillan is an associate with Harper Grey LLP in Vancouver. He has helped a significant number of pre-sale
purchasersand in strata, real estate, construction and commercial litigation.

If you have questions about a strata property or other real estate matter, you are welcome to contact Wesley at any timevia
phone (604 895 2843) or email: wmcmillan@harpergrey.com

*** Disclaimer ***

While every effort is made to ensure the accuracy of these materials, they are produced for information
purposes only and do not amount to legal advice. Provision of these materials is not intended to, and
does not, create a solicitor and client relationship between the author and the reader. The reader should
always seeks the advice of a qualified professional in respect of his or her specific situation.
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