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This memorandum will provide an overview of home equity lending embodied in Article XVI, Section
50, of the Texas Constitution and will also discuss some of the issues lenders face. The full text of
Section 50, current to date, is attached to this memorandum (for ease of reference, the home equity
and HELOC provisions are highlighted in bold typeface). All references to “sections,” “subsections,”
and “parts” in this memorandum refer to the various provisions of Section 50, unless otherwise stated.

This 2015 update revises the April 11, 2014 memorandum as follows:

1. It adds the following new cases: Boren v. U.S. Nat. Bank Ass'n, 2014 WL 5486100 (S.D. Tex.
Oct. 29, 2014); Callan v. Deutsche Bank Trust Co. Americas, 11 F.Supp.3d 761 (S.D. Tex.
Mar. 27, 2014); In re Estate of Hardesty, 449 S.W.3d 895 (Tex. App.—Texarkana Nov. 18,
2014); Lynch v. JPMorgan Chase Bank, N.A., 2014 WL 5672652 (E.D. Tex.—Sherman
Division Oct. 31, 2014); Mendoza v. Wells Fargo Bank, N.A., 2015 WL 338909 (S.D.Tex. Jan.
23, 2015); Sims v. Carrington Mortg. Services, L.L.C., 440 S.W.3d 10 (Tex. May 16, 2014,
rehearing denied Oct. 03, 2014); Sims v. Carrington Mortg. Services, L.L.C., 583 F. App’x 344
(5th Cir. Oct. 22, 2014); Thweatt v. Deutsche Bank Nat. Trust Co., 2014 WL 2538691 (Tex.
App.—Houston [1st Dist.] Jun. 05, 2014); Williams v. Wachovia Mortg. Corp., 407 S.W.3d 391
(Tex. App.—Dallas 2013, review denied Feb. 14, 2014); Wood v. HSBC Bank USA, N.A., 439
S.W.3d 585 (Tex.App.—Houston [14th Dist.] Jul. 31, 2014, petition for review filed Oct. 15,
2014). For ease of reference, the name of each case identified above is highlighted in bold
typeface (see Section Il. below).

2. It includes the 2014 amendments to the home equity Interpretations by the Texas Finance
and Credit Union Commissions (herein “Commissions”) revising §8153.1(11), 153.5(3), (4),
(6), (8), (9) and (12), 153.15(2) and (3), and adding new §153.51(5). (See Section III.D. of this
memorandum.) The main purpose of the amendments by the Commissions is to implement
the Texas Supreme Court’'s decision in Finance Commission of Texas v. Norwood, 418
S.W.3d 566 (Tex. 2013), supplemented on January 24, 2014, infra in Section 11.H.1., which
held that the above portions of §8153.1, 153.5, and 153.15 previously adopted by the
Commissions were invalid. The amendments are effective January 1, 2015.

3. It makes editorial changes, typographical corrections to existing text and updates citations,
where applicable, to the cases summarized in Section Il below.

I. HOME EQUITY CONSTITUTIONAL AND INTERPRETATION AMENDMENTS

Since the home equity provisions were first added to the Constitution effective January 1, 1998, (see
Attachment) and the home equity interpretations (“Interpretations”) were first adopted into the

9575 KATY FREEWAY, SUITE 300 ¢ HOUSTON, TEXAS 77024 ¢ PHONE (713) 871-0005 e FAX(713)871-1358



Black, Mann & Graham, L.L.P.
Texas Home Equity Lending
March 9, 2015

Page 2 of 71 Pages

Administrative Code effective January 8, 2004 (see Section I11.D.), both have been revised from time to
time. In addition, new case law continues to clarify and interpret the constitutional home equity
provisions and the Interpretations. This memorandum attempts to incorporate these prior changes and
present Texas home equity law as it currently exists. For these reasons, a proper understanding and
application of home equity law and its interpretations may, and in some cases will, depend upon when
a particular transaction closed or when the violation occurred.

II. LITIGATION
A. Three Percent Fee Cap

Subsection 50(a)(6)(E) prohibits a home equity loan from requiring “the owner or the owner’s spouse
to pay, in addition to any interest, fees to any person that are necessary to originate, evaluate,
maintain, record, insure, or service the extension of credit that exceed, in the aggregate, three percent
of the original principal amount of the extension of credit.”

1. Hazard Insurance. Doody v. Ameriquest Mortgage Co., 242 F.3d 286 (5th Cir. 2001), held that
hazard insurance premiums do not count against the three percent fee cap mandated by subsection
50(a)(6)(E) because they do not constitute fees necessary to originate the home equity loan (see also
8153.5(16) of the Interpretations in Section 11.D.1). In addition, the Fifth Circuit court certified two
guestions to the Texas Supreme Court on a related three percent fee cap violation issue, which is
discussed in No. 2 below. Upon receiving the Texas Supreme Court’'s answer to the first certified
question, the Fifth Circuit court in a per curiam opinion (see Doody v. Ameriquest Mortg. Co., 263 F.3d
435 (5th Cir.) 2001)) vacated the district court’s dismissal order and remanded with instructions to
enter judgment for Ameriquest denying all relief sought by Doody.

2. Curing Three Percent Fee Violation. Doody v. Ameriquest Mortgage Co., 49 S.W.3d 342 (Tex.
2001), involves the following two certified questions from the Fifth Circuit in the related Doody case
discussed in No. 1 above, and one question from the plaintiff:

Certified Questions: (1) Under the Texas Constitution, if a lender charges closing
costs in excess of three percent, but later refunds the overcharge, bringing the
charge costs within the range allowed by section 50(a)(6)(E), is the lien held by the
lender invalid under section 50(c)?

(2) If this question is reached, may the protections of section 50
of the Texas Constitution be waived by a buyer who accepts a refund of any
overcharged amounts when the loan contract provides that accepting such refund
waives any claims under section 50?

Plaintiffs’ Question: (3) If a loan made pursuant to section 50(a)(6) requires the
borrower to pay, at the inception of the loan, premiums to insure the homestead from
casualty loss, do these premiums constitute "fees to any person that are necessary to
originate, evaluate, maintain, record, insure, or service the extension of credit" under
section 50(a)(6)(E)?

The Texas Supreme Court answered the first certified question favorably to lenders by permitting the
lender to cure the violation within a reasonable time (i.e., approximately three months after closing). In
interpreting the pre-2003 non-specific cure provision of subsection 50(a)(6)(Q)(x) to permit a cure of
the three percent fee cap violation, the Court also held that subsection 50(a)(6)(Q)(x) applied to all
curable violations of subsection 50(a)(6). Because the court answered “no” to the first certified
guestion, it was not necessary to answer the second certified question.

The Texas Supreme Court declined to answer plaintiffs’ question regarding hazard insurance
premiums because the Fifth Circuit had not certified that question to it.

Note: The Supreme Court’s refusal to answer this question leaves open the possibility that if this issue
is presented to the Texas Supreme Court in another case, the Court may decide this issue
independent of the Fifth Circuit's Doody decision, supra, and of Interpretation §153.5(16) (see Section
11.D.1).
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The expanded cure provisions of subsections 50(a)(6)(Q)(x)(a) through (f) added by the 2003
amendments to subsection 50(a)(6)(Q)(x) [see Section V.] and the Texas Supreme Court Doody
decision, supra, leave the following “cure” questions unanswered:

(1) When does the cure period commence as to other loans when a lender is notified of a
curable subsection 50(a)(6) violation in a specific loan, under circumstances in which the
lender may reasonably presume that the same violation has occurred in other home equity
loans of the lender?

(2) Excluding the specific cures enumerated in subsections 50(a)(6)(Q)(x) (a) through (e), are
there “curable” violations to which the Texas Supreme Court Doody decision would still be
applicable, or is the default cure provision of subsection 50(a)(6)(Q)(x)(f) the exclusive cure
for these other violations?

(3) If there are other curable violations to which the Texas Supreme Court Doody decision still
applies, what cure period is applicable — the 60-day limit in subsection 50(a)(6)(Q)(x) or a
“reasonable time” determined by the court?

3. Discount Points. This section summarizes four cases deciding that discount points are interest and
not fees subject to the three percent fee cap. We recommend that lenders be cautious in allowing
borrowers the option of buying down the interest rate by paying discount points. Lenders should
carefully document the rate and fee options offered to borrowers. When discount points are being paid,
our home equity loan package includes a document the borrower signs electing to pay discount points
in order to obtain a lower interest rate. This document should be used only when points are being paid
to reduce the interest rate and not when the “discount points” include other fees. Central to the Penrod
v. Bank of New York Mellon decision, infra in this No. 3, is a discount point election document similar
to the one we use.

Finance Commission of Texas v. Norwood, 418 S.W.3d 566 (Tex. 2013), supplemented on January
24, 2014, infra in H.1.of this Section Il, clarifies that bona fide discount points are not subject to the
three percent fee cap. It defines interest as used in subsection 50(a)(6)(E) as “the amount determined
by multiplying the loan principal by the interest rate ... over a period of time.” It states “[l]egitimate
discount points to lower the loan interest rate, in effect, substitute for interest ... that true discount
points are not fees ‘necessary to originate, evaluate, maintain, record, insure, or service’ but are an
option available to the borrower and thus not subject to the 3% cap.” Norwood did not clarify or explain
what it meant in using the words “legitimate” and “true” as descriptive qualifiers for the discount point
exclusion instead of the commonly accepted qualifier “bona fide.”

Note: Due to the Texas Supreme Court’s Norwood decision, supra, and the conforming amendments
to Interpretation 8153.5(3), infra in Section II.D.1., the following cases in this Section 11.A.3. no longer
are authority for discount points as interest and not fees subject to the three percent fee cap. They are
retained for the other home equity issues addressed.

Tarver v. Sebring Capital Credit Corp., 69 S.W.3d 708 (Tex.App.—Waco, 2002, no pet.), involved
discount points which the plaintiffs asserted are not interest but fees subject to the three percent fee
cap. The appellate court affirmed the trial court's summary judgment decision; holding that true
discount points are “interest”, not subsection 50(a)(6)(E) “fees.” On appeal, the plaintiffs raised for the
first time the issue that if discount points are interest, then paying them up front violates subsection
50(a)(6)(L), which requires substantially equal monthly payments equal or exceeding accrued interest.
As that issue was not raised at trial, the appellate court declined to address it as outside the scope of
appellate review.

Accord, citing the Tarver case, supra, as authority: Pelt v. U.S. Bank Trust National
Association, 2002 WL 31006139 (N.D. Tex.—Dallas Division 2002); Grun v. Countrywide Home Loans,
Inc., 2004 WL 1509088 (W.D. Tex.—San Antonio Division, 2004); Marketic v. U.S. Bank National
Assoc., 436 F.Supp.2d 842 (N.D. Tex.—Wichita Falls Division, 2006); Maluski v. US Bank NA, 2008
WL 5102013 (S.D. Tex.—Houston Division 2008), aff'd by 349 F. App’x 971, 2009 WL 3403195 (5th
Cir. 2009), infra in No. 4; McCallum v. Wells Fargo Bank, N.A., 2009 WL 3166070 (W.D. Tex.—Austin
Division, 2009).

9575 KATY FREEWAY, SUITE 300 ¢ HOUSTON, TEXAS 77024 ¢« PHONE (713) 87 1-0005 e FAX (713)871-1358



Black, Mann & Graham, L.L.P.
Texas Home Equity Lending
March 9, 2015

Page 4 of 71 Pages

Cerda v. 2004-EQR1 L.L.C., 612 F.3d 781 (5th Cir. 2010). In this important Fifth Circuit decision, the
court decided in favor of the lender on issues involving the three percent fee cap, substantially equal
payments, and 12-day waiting period requirements of subsections 50(a)(6)(E), (L) and (O), and (M)(i),
respectively. In making its decision, the Fifth Circuit court applied the version of the Texas Constitution
that was in effect in 2002 when the home equity loan was made (home equity loan amendments do not
apply retroactively, see Fix v. Flagstar Bank, FSB, infra in F.3. of this Section Il) and treated the
Interpretations (see Section Ill.D.1.) only as persuasive authority (subsection 50(u)(1) provides that an
Interpretation applies only if the Interpretation is in effect when the loan is made). The Fifth Circuit
court addressed each of these home equity issues as follows:

» 50(a)(6)(E) Fee Cap:

Discount Points. At closing, the lender received $11,025 as discount points, the mortgage
broker received a $3,675 yield spread premium from the lender, and the plaintiffs received $4,827 as a
lender credit. The court held that the discount points were interest that did not count against the three
percent fee cap, relying upon the Waco appellate court Tarver decision, supra, and not the conflicting
Austin appellate court ACORN decision, infra in H.2. of this Section Il, because, as the court noted, it
was without guidance from the Texas Supreme Court on this matter. The plaintiffs gave the following
reasons why the discount points were fees subject to the three percent fee cap and not “true” discount
points:

(1) it would be inconsistent for a lender to pay a yield spread premium on a loan with an above-
market interest rate while simultaneously charging discount points that reduce the interest
rate; and

(2) the lender credit - which was used to offset non-interest fees - was paid directly out of the
discount points.

The court first addressed the plaintiffs’ arguments generally, stating that neither of the above reasons
could overcome the district court's factual finding that the plaintiffs “have not shown by a
preponderance of the evidence, or in fact by any evidence, that the [$11,025] paid by the [plaintiffs] in
loan discount fees was not a legitimate discount point fee.” The court then addressed each reason
specifically:

(1) In addressing the $3,675 yield spread premium, the court stated that it was not implausible
that a yield spread premium and discount points could coexist within the same loan. The court
conceded that a yield spread premium, as stipulated by the parties, is “a payment to the broker for
selling a loan at an interest rate higher than market rates [,]” but stated that this definition does not
preclude the borrower from reducing that interest rate by paying up-front discount points. Further, the
court said there was nothing inherently illogical in a lender being willing to accept some of that interest
in advance.

(2) With respect to the $4,827 lender credit, the court relied on its previous decision in the
Maluski case, infra in No. 4, where it affirmed the grant of summary judgment to the lender. In Maluski,
the defendant bank admitted that it lacked evidence of how the lender credit was applied. Maluski
speculated that a portion of the credit could have been applied to interest charged at closing. The
Maluski court stated that this unsubstantiated argument of how the credit theoretically could have been
applied was insufficient to defeat summary judgment for the lender.

The court concluded by stating it accorded “the district court greater deference here because it sat as
the trier of fact in a bench trial ... and we discern no clear error in the district court's finding that the
discount points were the legitimate prepayment of interest.”

Accord, following Cerda as authority: Bardwell v. Bank of New York as Trustee for Certificate
Holder CWABS, Inc., Asset Backed Certificates Series 2006-26 Co., 2010 WL 3446915 (N.D.Tex.
2010); Poswalk v. GMAC Mortg., LLC, 2012 WL 2193982 (N.D.Tex. 2012) affd by 519 F. App’x 884,
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2013 WL 1277095 (5th Cir. 2013); Sierra v. Ocwen Loan Servicing, LLC, 2012 WL 527940 (S.D.Tex.
2012).

Yield Spread Premium. At closing, the mortgage broker received a $3,675 yield spread
premium from the lender. The court relied on its previous decision in the Maluski case, infra in No. 4,
as persuasive in holding that the yield spread premium (selling a loan at an interest rate higher than
market rates) paid to the mortgage broker by the lender did not count toward the three percent fee cap.

* 50(a)(6)(L) and (O) Substantially Equal Payments: The loan provided for a variable interest rate
with the following features: (i) start rate of 8.99% for the first two years; (ii) followed by semi-annually
adjusted rate equal to the six-month LIBOR plus 7.1%; (iii) periodic rate caps of 1.5%; (iv) floor of
8.99%; and (v) lifetime cap of 15.99%. Acknowledging that some tension exists between subsection
50(a)(6)(L), which requires that periodic payments be substantially equal in amount, and subsection
50(a)(6)(0O), which authorizes variable rates of interest, the court turned for guidance to the informal
interpretations of these subsections in the Regulatory Commentary on Equity Lending Procedures
(see Section 1l.D.1.) and the formal interpretations of these subsections in §8153.11 and 153.16,
respectively, of the Interpretations, noting that the Regulatory Commentary and these Interpretations
contain essentially the same construction. The court found the Regulatory Commentary and these
Interpretations persuasive authority, in that their construction gives effect to both subsections, and held
that the loan, by complying with the construction contained in the Regulatory Commentary and these
Interpretations, did not in that regard violate subsection 50(a)(6).

» 50(a)(6)(M)(i) Waiting Period: In this case, the plaintiffs applied by telephone for a $344,000
loan. The court held that the 12-day waiting period is triggered by an oral application, including a
telephonic application. The court reasoned that because the term “application” in subsection
50(a)(6)(M)(i) is not restricted by the word “written,” it encompasses oral applications, including
telephonic applications.

Note: Interpretation §153.12(2), which states “[a] loan application may be given orally or electronically”
did not apply as it did not become effective until 2004, which was after the date of the home equity
loan.

As stated above, the plaintiffs applied by telephone for a $344,000 loan, but ultimately they signed a
loan application at closing for a $367,500 loan. Notwithstanding this discrepancy in loan amounts, the
court agreed with the trial court’s conclusion that the telephonic application “was part of the same loan
transaction as the final loan for $367,500, and thus was sufficient to begin the 12-day period” and held
that the trial court’s conclusion was not clearly erroneous.

Note: This holding by the court was based on the particular facts of this case and should not be
presumed to apply in all cases in which the loan amount originally applied for changes.

Penrod v. Bank of New York Mellon, 824 F.Supp.2d 754 (S.D.Tex. 2011). Plaintiffs alleged the
following section 50(a)(6) violations in the closing of their $88,000 home equity loan: (1) three percent
fee cap violation under subsection 50(a)(6)(E); and (2) 80 percent fair market value violation under
subsection 50(a)(6)(B).

*Three Percent Fee Cap Violation: Plaintiffs argued that the $4,400 in discount points they paid
were not properly excluded from the three percent fee cap because of a fact question whether or not
the discount points bought down the loan’s interest rate. The court, without citing case authority or
analyzing the law, held that the discount points were properly excluded from the three percent limit. In
reaching this conclusion, the court relied exclusively on the Discount Point Acknowledgment the
plaintiffs admitted they signed in order to induce the making of the loan, which read: “| acknowledge
that | am electing to pay discount point(s) in this extension of credit transaction in order to obtain a
lower interest rate. | acknowledge that | could have obtained a loan with fewer or no discount point(s),
but that the loan would have had a correspondingly higher interest rate. | acknowledge that discount
point(s) are “interest” under Texas law and that, accordingly, they are excluded from the 3% limit on
fees [under Section 50(a)(6)(E)].” The court stated this “demonstrates that the discount points are
properly excluded from the three percent limit.”
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+80 Percent Fair Market Value Violation: In support of their claim that at closing the loan violated
the 80 percent fair market value limit, the plaintiffs proffered a printout from the Appraisal District that
showed a lesser market value ($91,780) than as stated in the appraisal and in the Acknowledgment as
to Fair Market Value signed by plaintiffs ($110,000). The court stated that the printout from the
Appraisal District, even if properly authenticated, did not establish fair market value of the homestead
as it is relevant to valuation for taxation purposes only, citing Houston Lighting & Power Co. v. Fisher,
559 S.W.2d 682, 686—87 (Tex.Civ.App.—Hou. [14th Dist.] 1977, writ ref'd n.r.e.). (“[I]t is generally held
that the value placed upon real property for the purposes of taxation by assessment without
participation of the landowner is not evidence of its value for purposes other than taxation. ... [S]ince
tax assessments rarely reflect the true market value.”) The court held that the loan did not violate the
80 percent rule, basing its holding, without expressly stating it, on the appraisal and the
Acknowledgment as to Fair Market Value signed by plaintiffs.

Accord as to fair market value issue, citing Penrod as authority, Poswalk v. GMAC Mortg.,
LLC, 2012 WL 2193982 (N.D.Tex. 2012) aff'd by 519 F. App’x 884, 2013 WL 1277095 (5th Cir. 2013);
but see, Wells Fargo Bank, N.A. v. Leath, 425 S.W.3d 525 (Tex. App.—Dallas Jan. 6, 2014), infra in
G.10. of this Section I, for a contrary decision involving an appraisal and the Acknowledgment as to
Fair Market Value based on the appraisal.

4. Lender Credit/YSP. Maluski v. US Bank NA, 349 F. App’x 971, 2009 WL 3403195 (5th Cir. 2009)
involves a general closing cost credit given by the lender to the borrower at settlement and the
payment of a yield spread premium (YSP) by the lender to the mortgage broker, and how they relate to
a violation of the three percent fee cap.

The court held that the lender's general closing cost credit disclosed on the HUD-1 Settlement
Statement, which was not disclosed as being applied to specific charge(s), reduced the total fees
subject to the three percent fee cap disclosed on the HUD-1 Settlement Statement to the permitted
three percent limit, even though the Bank lacked evidence of how the credit was applied and, as
asserted by Maluski, the credit theoretically could have been applied to interest charged at closing.

See also, McCallum v. Wells Fargo Bank, N.A., 2009 WL 3166070 (W.D. Tex.—Austin
Division, 2009) in which the court held that fees subject to the three percent cap that were paid by the
lender are not used in calculating the total fees subject to the three percent fee cap, citing the Tarver
case, supra in No. 3, as authority (in Tarver, the lender had absorbed excess fees as a credit to
comply with the three percent fee cap).

The court also held that the YSP paid to the mortgage broker by the lender is not included in the
three percent fee cap because, although the lender may ultimately recoup the YSP over the life of the
loan through the higher interest rate charged, “this indirect payment [of the YSP by the borrower] is not
contemplated by a plain reading of the state constitution [subsection 50(a)(6)(E)].”

Accord, citing Maluski as authority, Cerda v. 2004-EQR1 L.L.C., 612 F.3d 781 (5th Cir. 2010),
supra in No. 3.

Note: The Fifth Circuit has determined that this opinion should not be published and is not precedent
except under the limited circumstances set forth in Fifth Circuit Rule 47.5.4.

B. Paying Off Unsecured Debt

Subsection 50(a)(6)(Q)(i) states, “the owner of the homestead is not required to apply the proceeds of
the extension of credit to repay another debt except debt secured by the homestead or debt to another
lender.”

1. Debt to Another Lender. Prior to the 2003 amendments to the 12-day notice in subsection 50(g),
the notice stated that the home equity loan “must not require you to apply the proceeds to another debt
that is not secured by your home or to another debt to the same lender.” This language difference
between subsection 50(a)(6)(Q)(i) and the subsection 50(g) notice caused confusion regarding what
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unsecured debt the lender could require the owner to pay with home equity proceeds and was
addressed in the two cases summarized below, in which the plaintiffs alleged that they were
improperly required to use equity loan proceeds to pay third-party unsecured creditors:

«Stringer v. Cendant Mortgage Corp., 23 S.W.3d 353 (Tex. 2000), involved the following
certified question from the U.S. Fifth Circuit to the Texas Supreme Court:

Under the Texas Constitution, may a home equity lender require the borrower to pay
off third-party debt that is not secured by the homestead with the proceeds of the
loan?

The Texas Supreme Court answered the certified question in the affirmative, holding “that under the
Texas Constitution, a home-equity lender may require a borrower to use loan proceeds to pay third-
party debt that is not secured by the homestead.” Based on this answer, in a per curiam opinion, 229
F.3d 466 (5th Cir. 2000), the Fifth Circuit court dismissed the Stringers’ appeal filed in Stringer v.
Cendant Mortgage Corp., 199 F.3d 190 (5th Cir. 1999).

*McMahan v. Long Beach Mortgage Co., 235 F.3d 1340 (Table of Decisions Without Reported
Opinions), 2000 WL 1672729 (5th Cir. 2000), unpublished opinion (No. 99-51001), held that the
resolution of the language conflict between subsections 50(a)(6)(Q)(i) and 50(g) was controlled by the
Texas Supreme Court’s decision in the Stringer case, supra.

The 2003 amendments changed the 12-day notice language in subsection 50(g) to read as follows:
“not require you to apply the proceeds to another debt except a debt that is secured by your home or
owed to another lender.” This amended language finally resolved the language conflict between
subsection 50(a)(6)(Q)()) and the 12-day notice in subsection 50(g) and made moot the Texas
Supreme Court's decision in Stringer, supra, and its accompanying recommendation that lenders add
the Stringer court’s drafted clarification language to the 12-day notice to resolve this discrepancy.

2. Debt to Same Lender. Box v. First State Bank, Bremond S.S.B., 340 B.R. 782 (S.D. Tex.—Houston
Division, 2006), involved the issue whether subsection 50(a)(6)(Q)(i) allows a borrower voluntarily to
agree to use home equity loan proceeds to repay a prior unsecured debt to the same lender if the loan
would not have been made unless the borrower agreed to this restricted use. At the bank’s suggestion,
plaintiffs obtained a home equity loan from the bank to repay an unsecured preexisting debt owed to
the bank. Plaintiffs testified they voluntarily closed the loan to maintain a good relationship with the
bank, hoping to obtain future loans. The bank testified it would not have made the loan if the proceeds
had not been paid to the bank. The court concluded that the bank “required” the loan proceeds to be
applied to its unsecured prior debt in violation of subsection 50(a)(6)(Q)(i) by conditioning approval of
the loan on that basis, notwithstanding plaintiffs’ voluntary consent to apply for the loan and to use the
loan funds for that purpose. The court also held that the Interpretation in former §153.18(3) (see Qur
Comment on 8153.18 in Section IIl.D.1.) did not apply because (i) the loan occurred before the
Interpretations became effective, and (ii) the loan application could not be a “debt consolidation
application” as there was only one debt to pay.

Chambers v. First United Bank & Trust Co., 419 B.R. 652, 2009 WL 3245420 (Bankr. E.D. Tex.—
Sherman Division 2009) aff'd by 2013 WL 5915238 (5th Cir. 2013). The debtors were experiencing
serious financial difficulties, as a result of which they were unable to make payments to the lender on
their 1999 home equity loan and on a loan they guaranteed for purchase of their personal vehicles,
and were unable to cure the overdrafts on a bank account they maintained with the lender. In 2004, at
the suggestion of the lender and because the lender threatened to exercise its legal rights (including
foreclosure of the 1999 home equity loan, legal action to collect the overdrafts, and repossession of
the vehicles), the debtors refinanced the 1999 home equity loan with a bigger home equity loan from
the lender in order to cure the above deficiencies. In this bankruptcy adversary proceeding, the debtors
alleged that their 2004 home equity loan violated subsection 50(a)(6)(Q)(i), because part of the loan
proceeds were used to pay the overdrafts on the bank account they maintained with the lender, and
subsection 50(a)(6)(A), because their consent to the loan was not voluntary.

Subsection 50(a)(6)(Q)(i) prohibits a lender from requiring the borrower to apply home equity proceeds
to pay non-homestead debt owed to the lender. While this claim, at first blush, appears to have some

9575 KATY FREEWAY, SUITE 300 ¢ HOUSTON, TEXAS 77024 ¢« PHONE (713) 87 1-0005 e FAX (713)871-1358



Black, Mann & Graham, L.L.P.
Texas Home Equity Lending
March 9, 2015

Page 8 of 71 Pages

merit, the court summarily disposed of it on the facts, stating “the fact that the home equity loan
satisfied the overdraft in the ... account flowed naturally from the fact that the [debtors] used that
account [personally] as well as the fact that the account was materially overdrawn when the funds
were deposited. The [debtors] could have, but did not, open a [new] bank account and demand that
the proceeds of the home equity loan be placed in the new account.”

Subsection 50(a)(6)(A) requires that a home equity loan be secured by a voluntary lien under a written
agreement with the consent of the owner and the owner’s spouse. Relying on Texas case law that a
contract may be invalid or unenforceable due to economic duress where undue or unjust advantage
has been taken of [the debtors’] economic necessity or distress to coerce [the debtors] into making the
[loan], but that the economic duress must be based on the acts or conduct of the [lender] and not on
the financial circumstances of the [debtor], the bankruptcy court held that the 2004 home equity loan
was not the result of coercion, fraud, or undue influence by the lender. As the court stated, “[IIf the
Court were to follow the [debtors’] reasoning, no Texas homeowner would be able to ref