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TEXAS HOME EQUITY AND REVERSE MORTGAGE
LINES OF CREDIT AND DEVELOPMENTS
I.

INTRODUCTION AND BACKGROUND

In 1997, the 75th Texas Legislature adopted and voters approved the most significant
changes to the Texas homestead law since enactment of the state's first Constitution1 and
simultaneously joined every other state in allowing homeowners to borrow against the equity
built up in their residences.2 HJR 31 took effect January 1, 1998 and amended Article XVI,
Section 50 of the Texas Constitution to broaden the types of liens that validly may be secured by
"homestead" property.3 As amended, Section 50(a)(6) of the Texas Constitution permits a
category of authorized lien on the homestead commonly known as a home equity loan. Section
50(a)(7) permits an authorized lien for a reverse mortgage.
In 2003, the 78th Texas Legislature adopted and voters approved a constitutional
amendment, SJR 42, which addressed certain concerns pertaining to home equity loans, and
authorized a form of revolving home equity line of credit (i.e., "HELOCs") that allows Texas
homeowners to borrow money secured by their homes in draws from time to time when a need
arises, subject to minimum draw, maximum credit limit, and other restrictions. The resolution
took effect on September 29, 2003.4
In 2005, the 79th Texas Legislature adopted and voters approved a constitutional
amendment, SJR 7, which authorized line-of-credit advances under a reverse mortgage.

1

2

3

4

Texas laws protecting the homestead are expansive and deeply rooted. Homestead rights trace back to
Texas' days as a republic, prior to admission into the Union. See Act of Jan. 26, 1839, 1839 Laws of Rep.
of Tex. 1236.
House Joint Resolution 31 ("HJR 31") amending the Texas Constitution was presented to the voters as
Proposition 8 on the November 4, 1997 ballot. Articles discussing Texas home equity lending include:
Michael K. O'Neal, Update on Texas Home Equity Lending, 56 Consumer Fin. L. Q. Rep. 117 (2002); Julia
Patterson Forrester, Home Equity Loans in Texas: Maintaining the Texas Tradition of Homestead
Protection, 55 S.M.U. L. Rev. 157 (2002); Charles C. Boettcher, Comment, Taking Texas Home Equity For
A Walk, But Keeping It On A Short Leash, 30 Tex. Tech L. Rev. 197 (1999); and J. Alton Alsup, Pitfalls
(and Pratfalls) of Texas Home Equity Lending, 52 Consumer Fin. L. Q. Rep. 437 (1998).
All references are to Article XVI of the Texas Constitution and are hereinafter omitted. Prior to HJR 31,
the Texas Constitution provided an exhaustive list of five exceptions to the prohibition of the forced sale of
the homestead for the payment of debts: 1) purchase money; 2) taxes due thereon; 3) an owelty of partition
resulting from a division of a family homestead in a divorce, 4) a refinance of a lien on the homestead,
including a federal tax lien; and 5) work and materials used in the construction of improvements thereon.
These exceptions were based upon the purpose for which the debt was incurred or the use of the proceeds,
or both. For example, a consumer could encumber the homestead only to the extent that the lien secured a
debt arising from the purchase price of the homestead, taxes paid on the homestead, or construction of
improvements made to the homestead.
On September 29, 2003, Governor Perry formally certified the ballot results of the September 13, 2003
election.

2006 Texas Land Title Institute – Texas Home Equity Lending Update

Page 1
Winstead
© 2006

Home Equity Loans – Basic Overview. Home equity loans are popular for several reasons.
One reason is the favorable tax treatment (interest is generally tax deductible). Another
advantage is the relatively low interest rates on home equity loans compared with most other
forms of consumer credit. For some homeowners, particularly those who encounter significant
disruptions in income (for example, job loss) or large and perhaps unexpected claims on their
income (for example, large medical expenses), drawing upon the equity in their homes may be
the only means available to obtain needed funds.
The equity that accumulates in homes is one of the largest components of household wealth.
Home equity credit is a way homeowners can convert their home equity (which is the difference
between the home's market value and its outstanding mortgage debt) into spendable funds.
Home equity credit generally takes either of two forms. One, referred to here as a "traditional
home equity loan," is a closed-end loan extended for a specified length of time and requires
repayment of interest and principal in equal periodic installments. The second form, a "home
equity line of credit," is a revolving account that permits borrowing from time to time at the
account holder's discretion up to the amount of the credit limit.

This paper is intended to provide an overview regarding Texas home equity and reverse
mortgage lines of credit and certain developments attendant to the same. THIS PAPER IS
NOT A DEFINITIVE EXPLANATION OF THE TEXAS HOME EQUITY OR REVERSE
MORTGAGE LENDING LAW AND IT IS NOT INTENDED AND SHOULD NOT BE
RELIED UPON AS LEGAL ADVICE REGARDING THE MEANING OF ANY
PROVISION OF THE LAW.
II.

CURRENT DEVELOPMENTS

In 2006 to date, a variety of developments have occurred pertaining to Texas home equity
lending including the following:
•

5
6

Courts considered and decided various cases pertaining to home equity
lending. (See "Litigation"). A significant decision was rendered on
April 29, 2006 in Association of Community Organizations for Reform
Now (ACORN), et al. v. Finance Commission of Texas, et al,5 a case in
which the plaintiffs challenged the validity of nine interpretations adopted
by the Finance Commission and Credit Union Commission (the
"Commissions").6
A copy of the Final Summary Judgment and
Temporary Stay Order is attached as Exhibit "D" in which the court
concluded that seven interpretations adopted by the Commissions are
invalid and denied relief with respect to two others. The Commissions,
the plaintiffs and an intervenor, the Texas Bankers Association ("TBA"),
have appealed. The order included a temporary stay for 30 days. The

No. GN 400269 (126th Dist. Ct., Travis County, Tex. Apr. 29, 2006).
The Finance Commission and Credit Union Commission have been granted the authority to issue
interpretations pertaining to the home equity constitutional provisions. See "Interpretations."
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Third Court of Appeals has now extended the stay until disposition of the
appeal.7 (See "ACORN Suit Challenging the Interpretations").

7

8
9
10
11

12
13

•

A court decided that homestead property, if subsequently re-designated for
agricultural use by a borrower of a home equity loan, is protected from
forced sale under Section 50(a)(6)(I), regardless of how the property was
designated when the borrower incurred the debt.8 (See "Litigation").

•

The Fourth Court of Appeals withdrew a panel opinion and substituted an
opinion which provides, among other things, the doctrine of equitable
subrogation cannot be applied to circumvent the penalty of forfeiture.9
(See "Litigation").

•

The Commissions repealed, revised and re-adopted three home equity
interpretations: 7 Tex. Admin. Code § 153.13 (Preclosing Disclosure); 7
Tex. Admin. Code § 153.18 (Limitation on Application of Proceeds); and
7 Tex. Admin. Code § 153.20 (No Blanks in Any Instrument)10 (See
"Interpretations").

•

Four state agencies issued a Legal Advisory regarding a typographical
error in recently re-adopted 7 Tex. Admin. Code § 153.13.

•

The Commissions adopted an amendment to 7 Tex. Admin. Code § 153.13
to correct the typographical error.11 The amendment took effect
November 9, 2006. (See "Interpretations").

•

The Commissions decided not to repeal and readopt a home equity
interpretation, 7 Tex. Admin. Code § 153.22, pertaining to document
copies.12 (See "Interpretations").

•

The Commissions adopted a resolution recommending the 80th Texas
Legislature consider constitutional amendments to clarify the Texas home
equity lending provisions.13

•

On September 25, 2006, Fannie Mae and Freddie Mac announced the joint
availability of non-executable Spanish translations of Fannie Mae/Freddie
Mac Uniform Instruments, including certain Texas home equity

Letter dated August 31, 2006, from Diane O'Neal, Clerk, Court of Appeals, Third District of Texas, a copy
of which is attached as Exhibit "E".
Marketic v. U.S. Bank Nat'l Ass'n, 436 F. Supp. 2d 842 (N.D. Tex. 2006).
LaSalle Bank National Ass'n v. White, 2006 WL 2871278 (Tex. App.-San Antonio Oct. 11, 2006).
31 Tex. Reg. 5080 (June 23, 2006)(effective June 29, 2006), a copy of which is attached as Exhibit "A".
31 Tex. Reg. 9022 (Nov. 3, 2006) adopting without change proposal published in 31 Tex. Reg. 7076
(Sept. 1, 2006), a copy of which is attached as Exhibit "B".
31 Tex. Reg. 8981 (Nov. 3, 2006).
The Commissions adopted the resolution at their October 20, 2006 meeting, a copy of which is attached as
Exhibit "F".
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instruments. The forms are available at www.efanniemae.com and
www.freddiemac.com/uniform.
III.

HOME EQUITY LOANS

Under Texas law, no mortgage, trust deed, or other lien may ever be properly fixed on the
homestead14 unless it secures a type of indebtedness expressly authorized by the Texas
Constitution.15 The only permitted liens that may be lawfully created upon a homestead property
under Texas law are prescribed under Sections 50(a)(1)-50(a)(8), respectively, of the Texas
Constitution. Section 50(a)(6) authorizes what are commonly known as "home equity loans."
Sections 50(a)(6) and 50(t) authorize home equity lines of credit, commonly known as HELOCs.
For lenders considering making home equity loans in Texas and counsel advising them,
understanding the home equity constitutional provisions is essential.
A.

Home Equity Loans ("HELs")

Since January 1, 1998, the Texas Constitution has permitted liens16 to be taken against
homesteads to secure loans based on the owner's equity in his or her homestead (hereafter "home
equity" or "equity" loans), subject to all of the conditions, restrictions and requirements set forth
in Section 50(a)(6). Certain provisions are discussed below.
1.
Fee Limitation. One of the most significant but difficult provisions of
Section 50(a)(6) is the limit on the amount of fees that may be charged to make equity loans.
According to the Texas Constitution, lenders may not charge or cause the borrower to pay fees in
excess of 3% of the original principal amount of an equity loan (e.g. $3,000 on a $100,000
loan).17 The cap relates to any required fees that are necessary to originate, evaluate, maintain,
record, insure, or service the loan.
The interpretations18, and their predecessor the Commentary,19 address numerous fee
issues. An interpretation, 7 Tex. Admin. Code § 153.5, states, in pertinent part, the following:

14

15
16

17

18
19

Section 50 of the Texas Constitution invalidates any lien against the "homestead," unless the lien secures a
debt described by that provision. Homestead property is a place used as a home or as a place to exercise a
calling or business for a family or a single, adult person. Tex. Const. art. XVI, § 50; Tex. Prop. Code §
41.002. Accordingly, certain residential real estate is homestead property (e.g., property used as primary
residence), and other residential real estate property is not (e.g., vacation home, rental property).
See Section 50(c); Tex. Prop. Code § 41.001(b).
Section 50(q) provides that any Texas statutes, including Tex. Prop. Code § 41.001, that purport to limit
encumbrances that may be fixed on homesteads are superseded to the extent that such encumbrances are
permitted for home equity loans and reverse mortgages.
Section 50(a)(6)(E). This section provides that a lender may not "require 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."
See "Interpretations" discussed below.
Following vote approval of the home equity provisions, the OCCC; the Texas Department of Banking; the
Texas Savings & Loan Department, and Texas Credit Union Department developed a regulatory
commentary (the "Commentary") pertaining to home equity loans, the latest version of which is dated
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(1) Optional Charges. Charges paid by an owner or an owner's spouse at their
sole discretion are not fees subject to the three percent fee limitation. Charges
that are not imposed or required by the lender, but that are optional, are not fees
subject to the three percent limitation. The use of the word "require" in
Section 50(a)(6)(E) means that optional charges are not fees subject to the three
percent limitation.
...
(3) Charges that are Interest. Charges an owner or an owner's spouse is required
to pay that constitute interest20 under the law, for example per diem interest and
points, are not fees subject to the three percent limitation.
...
(15) Subsequent Events. The three percent limitation pertains to fees paid or
contracted for by an owner or owner's spouse at the inception or at the closing of
an equity loan. On the date the equity loan is closed an owner or an owner's
spouse may agree to perform certain promises during the term of the equity loan.
Failure to perform an obligation of an equity loan may trigger the assessment of
the costs to the owner or owner's spouse. The assessment of costs is a subsequent
event triggered by the failure of the owner's or owner's spouse to perform under
the equity loan agreement and is not a fee subject to the three percent limitation.
Examples of subsequent event costs include contractually permitted charges for
force-placed homeowner's insurance costs, returned check fees, debt collection
costs, late fees, and costs associated with foreclosure.21

20

21

October 7, 1998. The guidelines are entitled "Regulatory Commentary on Equity Lending Procedures" and
are available at the OCCC's website (www.occc.state.tx.us).
The term "interest" is defined as "defined in Texas Finance Code § 301.002(4) and as interpreted by the
courts." 7 Tex. Admin. Code § 153.1(11). [The definition may contain a typo as the correct citation
appears to be Tex. Fin. Code § 301.002(a)(4).]
7 Tex. Admin. Code § 153.5. PiersonPatterson, LLP has a website (www.ppdocs.com) containing helpful
home equity information. Under "Library", the site contains various sample forms. Under "Tools", the site
contains various resources including a "Texas Home Equity Allowed Fees and Charges" summary. By
referencing the foregoing resources, the author makes no assurances or warranties pertaining to the same
including that they comply with applicable law.
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Development – ACORN Order Holding Interpretations Invalid. On January 29, 2004, the
Association for Community Organizations for Reform Now ("ACORN") and six individuals
filed a petition against the Finance Commission and Credit Union Commission in the District
Court of Travis County (126th Judicial District) challenging the validity of certain interpretations
adopted by the Commissions. Association of Community Organizations for Reform Now
(ACORN), et al. v. Finance Commission of Texas, et al., No. GN 400269, 126th Dist. Ct., Travis
County, Texas. The plaintiffs ultimately challenged the validity of nine home equity
interpretations. The validity was challenged generally as follows: (A) some interpretations are
new rules which the Commissions had no authority to enact; or (B) the Commissions exceeded
their authority to interpret the Texas Constitution because some interpretations contradict the
plain meaning and intent of the constitutional provisions, and some impose additional burdens
and restrictions in excess of or inconsistent with the constitutional provisions. On April 29,
2006, District Judge Scott Jenkins issued a Final Summary Judgment and Temporary Stay Order,
a copy of which is attached as Exhibit "D". Judge Jenkins determined the following
interpretations are invalid:
1.

Three Percent Fee Cap Rules: 7 Tex. Admin. Code §§ 153.1(11),
153.5(3), (4), (6), (8), (9) and (12).

2.

Closing Date – Oral Application Rule: 7 Tex. Admin. Code § 153.12(2).

3.

Preclosing Disclosure – Fee Variance Rule:
§ 153.13(4).

4.

Limitation on Application of Proceeds – Debt Consolidation Rule: 7 Tex.
Admin. Code § 153.18(3).

5.

Blank Spaces Rule: 7 Tex. Admin. Code § 153.20.

6.

Document Copy Rule: 7 Tex. Admin. Code § 153.22.

7.

HELOC Advance Devices and Methods Rule:
§ 153.84(1).

7 Tex. Admin. Code

7 Tex. Admin. Code

He denied the plaintiffs' relief pertaining to the following:
1.

Location of Closing – Power of Attorney Rule:
§§ 153.15(2), (3).

7 Tex. Admin. Code

2.

Customer Disclosure (Notice Concerning Extensions of Credit) –
Disclosure Mailing Rule: 7 Tex. Admin. Code §§ 153.51(1), (3).

Appeals are pending and a stay is in place. See "ACORN Suit Challenging the Interpretations."
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Development – ACORN Decision on Fee Cap Rule. In ACORN, the plaintiffs challenged the
interpretations, 7 Tex. Admin. Code §§ 153.1(11) and 153.5(3), (4), (6), (8), (9) and (12),
pertaining to charges which are considered interest and not fees subject to the three percent fee
limitation. Judge Jenkins ruled for the plaintiffs. In a letter dated October 7, 2005 in which
Judge Jenkins informed the parties on how he intended to rule, Judge Jenkins states:
Under the agencies' rules, and in particular Rule 153.5(3), a lender could charge a
point to originate the loan, a point to evaluate the loan, a point to maintain the
loan, and a point to service the loan, and even though none of those points bore
any relationship to the monthly interest rate being charged to the borrower, they
would not be subject to the three percent cap. In fact, it would not matter whether
any of these charges were in the form of points. Because all of these charges by
the lender are considered, at present, interest (as that term is technically defined in
usury law), they are not subject to the three percent fee cap. Because this seems
so contrary to the clear language, purpose and intent of Article 16,
Section 50(a)(6)(E), I have decided to rule for the Plaintiffs on this point.
Judge Jenkins also notes, among other things, the following:
•

"Furthermore, adopting Defendants' use of usury law to interpret the
Constitution so that it is 'consistent' would mean that any change in usury
law by the legislature could necessarily dictate a new and different
interpretation of the Constitution."

•

"The agencies did not specify 'discount points.' The agencies elected to
merely use the word 'points' in 153.5(3). As we all know, all points are
not discount points. Discount points are essentially pre-payment of
interest."

•

" … it seems to this Court that since discount points are clearly a
pre-payment of interest and measurably correspond to a lower monthly
interest rate, it would be reasonable to have a rule that discount points are
not subject to the three percent cap."

The decision may impact whether origination fees and points are within the three percent fee
limit. The order may support the conclusion that they are. Other cases and Judge Jenkins' letter
reflect a position that discount points (i.e., points paid for reducing the interest rate) are a form of
interest and, therefore, not fees within the three percent limit. Nonetheless, the order may create
uncertainty on this issue as well. See "ACORN Suit Challenging the Interpretations."
Practice Tip – Voluntary Nature. Lenders should take care when exempting a charge on the
ground that it is not "required." The charge should be truly optional and truly voluntary.
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2.
Agricultural Property Exclusion. An equity loan secured by a homestead
property designated for agricultural use as provided by statutes governing property tax22 is not
permitted, unless the homestead is used primarily for the production of milk.23
Practice Tip – Impermissible Agricultural Property Cure. A failure to comply is frequently
significant. If a home equity loan purports to be secured by any homestead property designated
for agricultural use prohibited by Section 50(a)(6)(I), the lender or holder may cure by sending
the owner a written acknowledgment that the loan is not secured by any impermissible
agricultural property pursuant to Section 50(a)(6)(Q)(x)(b). A violation may involve a
significant amount of impermissible agricultural property24 and may also implicate other
constitutional provisions.
Development – Agricultural Property Case. In LaSalle Bank National Association v. White,
2006 WL 2871278 (Tex. App.-San Antonio Oct. 11, 2006), the court addressed whether the
home equity loan was secured by homestead property designated for agricultural use. The
property, with the exception of one acre, was "qualified open-space land" and was valued under
Subchapter D of the Texas Property Tax Code. The court concludes "that article XVI, section
50(a)(6)(I)'s use of the phrase 'designated for agricultural use as provided by statutes governing
property tax' refers to land put to an agricultural use as defined by, and assessed for tax purposes
under both subchapter C and subchapter D of the Tax Code." White, 2006 WL 2871278 at *4
(See Tex. Prop. Tax Code ch. 23, Subchapters C and D.) The court also held that "Because
White's land was 'designated for agricultural use as provided by [subchapter D of] … [the]
property tax [code].' the Texas Constitution prohibited it from being used as security for a home
equity loan." White, 2006 WL 2871278 at *5. See "Litigation".
Development – Agricultural Property Case; Subsequent Designation. In Marketic v. U.S.
Bank Nat'l Ass'n, 436 F. Supp. 2d 842 (N.D. Tex. 2006), a court decided that homestead
property, if subsequently designated for agricultural use by a borrower of a home equity loan, is
protected from forced sale under Section 50(a)(6)(I), regardless of how the property was
designated when the borrower incurred the debt. See "Litigation".
3.
Only One Equity Loan at a Time. The homestead may be encumbered with
only one equity loan at a time.25 Any other debt concurrently secured by the homestead must be
22

23
24

25

See e.g., Tex. Prop. Tax Code ch. 23, Subchapter C (§§ 23.41-23.47). A tract is "designated" for
agricultural use by the chief appraiser of the appraisal district in which the tract is located upon annual
sworn application made by the homestead claimant. Tex. Prop. Tax Code §§ 23.43, 23.44.
Section 50(a)(6)(I).
It is not uncommon for a rural property to have a small portion of the tract subject to homestead tax
exemption with the remainder subject to agricultural use assessment.
Section 50(a)(6)(K). The homestead may be encumbered with only one equity loan at a time. Any other
debt concurrently secured by the homestead must be one of the other types of permitted encumbrances
specified in the Texas Constitution. The cited subsections generally provide the following exceptions to
the prohibition on the forced sale of the homestead for the payment of debts:
Subsection
Category
(a)(1)
purchase money
(a)(2)
taxes due thereon
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one of the other types of permitted encumbrances specified in the Texas Constitution, except that
an equity loan may not encumber a homestead that is also encumbered by a reverse mortgage.26
An interpretation says, "If under Texas law the property ceases to be the homestead of the owner,
then the lender, for purposes of Section 50(a)(6)(K), may treat what was previously a home
equity mortgage as a non-homestead mortgage."27
Practice Tip – Only One. HELOCs are a type of equity loan. Accordingly, a borrower may
have either an equity loan or a HELOC, but not both.
Practice Tip – Additional Home Equity Loan Cure. A failure to comply with Section
50(a)(6)(K) is significant. If a lender has made an equity loan on a homestead property that
already has an equity loan secured on the same property in violation of Section 50(a)(6)(K), the
lender or holder may cure by sending the owner a written acknowledgment that the accrual of
interest and all of the owner's obligations under the loan are abated while the prior equity loan
remains secured by the same homestead property.28
Practice Tip – Borrower's Knowledge of Limitations. Many consumers either don't know or
don't understand the limitations that a homeowner may have only one home equity loan and that
the owner cannot refinance an equity loan for one year other than to facilitate a cure. Lenders
should clearly explain these limitations. Of course, purchase money loans and home
improvement loans are not considered home equity loans; therefore, a homeowner may have
each of these loans in addition to a home equity loan.
4.
Payments. Prior to 2003, a home equity loan had to be repaid in substantially
equal successive monthly installments beginning no later than two months after the date the loan
is made.29 Repayment is now authorized in substantially successive periodic installments, not
more often than every 14 days and not less often than monthly.30 Thus, biweekly payments are

(a)(3)

an owelty of partition resulting from a division of a family homestead
in a divorce
(a)(4)
a refinance of a lien on the homestead, including a federal tax lien
(a)(5)
work and materials used in the construction of new improvements
thereon or repair or renovation of existing improvements thereon
(a)(8)
conversion and refinance of a personal property lien secured by a
manufactured home to a lien on real property
Subsections (a)(6) and (a)(7) are not listed. Accordingly, an equity loan may not encumber a homestead that is also
encumbered by an equity loan, a debt described and lien authorized by Section 50(a)(6), or a reverse mortgage, a
debt described and lien authorized by Section 50(a)(7).
26
Section 50(a)(6)(K).
27
7 Tex. Admin. Code § 153.10(2).
28
Section 50(a)(6)(Q)(x)(e).
29
Section 50(a)(6)(L). See Vincent v. Bank of America, N.A., 109 S.W.3d 856, 862 (Tex. App. – Dallas 2003,
pet. denied) (If a home equity loan, as originally entered into by the parties, is scheduled to be repaid in
accordance with § 50(a)(6)(L), it complies with the Constitution).
30
Section 50(a)(6)(L)(i); see also 7 Tex. Admin. Code § 153.11. Some lenders provide biweekly payments
as a way to differentiate their equity loans. This provides a borrower with lower overall interest charges.
For HELOCs, Section 50(t)(8) provides, among other things, that during the period during which the owner
may request advances, [commonly known as the "draw period"] each installment equals or exceeds the
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now authorized. All accrued interest must be paid with each installment. This restriction
effectively prohibits balloon or negative amortizing notes.31 An interpretation states, "Section
50(a)(6)(L)(i) does not preclude a lender's recovery of payments as necessary for other amounts
such as taxes, adverse liens, insurance premiums, collection costs, and similar items."32
The requirement pertaining to repayment in substantially equal successive periodic
installments raises an issue with respect to variable rate loans because a normal feature of
variable rate real estate loans is that the payments vary as the interest rate varies (or on some
other schedule) to insure that the loan amortizes. To give both Sections 50(a)(6)(L)(i) (i.e.,
substantially equal successive periodic installments requirement) and 50(a)(6)(O) (i.e., variable
rate authority) meaning, a lender may have to structure a variable rate loan with level payments
and no negative amortization, but provide that the number of payments will vary until the loan is
paid off. An interpretation, 7 Tex. Admin. Code § 153.16, provides, in pertinent part, the
following:
3.

The lender may contract to vary the scheduled installment amount when
the interest rate adjusts on a variable rate equity loan. A variable-rate loan
is a mortgage in which the lender, by contract, can adjust the mortgage's
interest rate after closing in accordance with an external index.

4.

The scheduled installment amounts of a variable rate equity loan must be:

5.

(A)

substantially equal between each interest rate adjustment;
and

(B)

sufficient to cover at least the amount of interest scheduled
to accrue between each payment date and a portion of the
principal.

An equity loan agreement may contain an adjustable rate of interest that
provides a maximum fixed rate of interest pursuant to a schedule of steps
or tiered rates or provides a lower initial interest rate through the use of a
discounted rate at the beginning of the loan.33

Thus, the interpretation expressly recognizes the authority for a variable rate equity loan.

31

32
33

amount of accrued interest, and after the period during which the owner may request advances [commonly
known as the "repayment period"], installments are substantially equal.
In the preamble, the following is noted "The Commissions believe that it is impossible for a fixed rate
equity loan that has interest only payments to comply with the constitutional requirement in Section
50(a)(6)(L)(i) that the loan be repaid 'in substantially equal successive periodic installments.'" 29 Tex. Reg.
89 (Jan. 2, 2004).
7 Tex. Admin. Code § 153.11(2).
7 Tex. Admin. Code § 153.16(3)-(5).
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Development – Lawsuits Regarding Adjustable Rate Home Equity Loans. Plaintiffs have
filed class actions and individual lawsuits34 generally challenging variable rate home equity loans
made prior to January 8, 2004, the effective date for the Commissions' interpretation, 7 Tex.
Admin. Code § 153.16. The class action lawsuits include:
1.

Trahan v. Long Beach Mortgage Corp. and Washington Mutual Bank, F.A.,
No. 9:05CV29, (E.D. Tex.-Lufkin Division)

2.

Moorehouse v. Ameriquest Mortgage Company, No. 9:05CV75, (E.D. Tex.-Lufkin
Division);

3.

Miller v. Aames Funding Corporation, No. 9:05CV183 (E.D. Tex.-Lufkin);

4.

Olivarez v. Fremont Investment & Loan Company, No. 9:06CV78 (E.D. Tex.-Lufkin);
and

5.

Vines and Henderson v. Option One Mortgage Corp., No. 9:05CV80, (E.D. Tex.-Lufkin).

In the suits, the plaintiffs allege their notes provide for a variable interest rate and, therefore,
provide for payments that are not substantially equal. They contend that this violates
Section 50(a)(6)(L), the requirement that an equity loan is scheduled to be repaid in substantially
equal successive periodic installments. The plaintiffs allege the notes are void and the lenders
should forfeit all principal and interest on these notes.
In Trahan, the defendants filed a Motion to Dismiss and Brief in Support. On November 15,
2005, the Magistrate issued an Amended Report and Recommendation of United States
Magistrate on Motion to Dismiss. The Magistrate Judge determined the plaintiffs have stated a
claim upon which relief can be granted. The Magistrate apparently decided that a lender may
need to structure a variable rate loan with level payments, no negative amortization and provide
that the number of payments will vary until the loan is paid off in order to give both
Sections 50(a)(6)(L)(i) (i.e., substantially equal successive periodic installments requirement)
and 50(a)(6)(O) (i.e., variable rate authority) meaning. On February 9, 2006, the court issued an
order denying the Motion to Dismiss. In Moorehouse and Vines, the defendants also filed
Motions to Dismiss. The motions also were denied. In Vines, the borrower signed an arbitration
agreement at closing and the defendants also filed a Motion to Refer to Arbitration. In light of
the Buckeye Check Cashing35 case, the plaintiffs ultimately dismissed the case without prejudice.
See "Lawsuits Regarding Adjustable Rate Home Equity Loans".

34

35

See e.g., Mikhail v. Long Beach Mortgage Company, et al., No. GN400071 (Travis County District Court,
53rd Judicial District) (individual suit with similar allegations).
See Buckeye Check Cashing, Inc. v. Cardegna, 126 S. Ct. 1204 (2006) (holding a challenge to the validity
of a contract as a whole, and not specifically to the arbitration clause, must go to the arbitrator).

2006 Texas Land Title Institute – Texas Home Equity Lending Update

Page 11
Winstead
© 2006

5.

Closing Date, Cooling Off Period.

12 Day Cooling Off Period. An equity loan may not be closed before the 12th day after
the later36 of (i) the date the owner submits an application, or (ii) the date the lender provides a
prescribed written notice (the "Notice") entitled "NOTICE CONCERNING EXTENSIONS OF
CREDIT" in connection with any equity loan.37 The Notice is set out in Section 50(g). An
interpretation, 7 Tex. Admin. Code § 153.12, states, in pertinent part, the following:
For purposes of determining the earliest permitted closing date, the next
succeeding calendar day after the date the lender provides the owner a copy of the
required consumer disclosure is the first day of the 12-day waiting period. The
equity loan may be closed at any time on or after the 12th calendar day after the
date the consumer disclosure is provided to the owner.
(1)

Submission of a loan application to an agent acting on behalf of the
lender is submission to the lender.

(2)

A loan application may be given orally or electronically.38

Due to the importance of triggering the 12-day waiting period, a lender should establish
procedures to verify when the owner receives the disclosure. Although the Constitution does not
require that the disclosure be signed and dated, adding these items to the disclosure may aid in
documenting the date of an owner's receipt of the form. If a lender mails the Notice to the
owner, the lender must allow a reasonable period of time for delivery. An interpretation states
that three calendar days, not including Sundays and legal holidays, constitutes a rebuttal
presumption for sufficient mailing and delivery.39
Development – ACORN Decision on Oral Applications. Judge Jenkins ruled that the
interpretation providing that a loan application may be given orally is invalid. See 7 Tex.
Admin. Code § 153.12(2). In his October 7, 2005 letter, Judge Jenkins notes:
The Constitutional language in question which prevents the closing from occurring
before the twelfth day after the date that the owner "submits an application" evinces a
clear intent for there to be a more formal application process by the owner than merely
saying "I would like to apply." While an electronic application that is substantially the
same as one that would be done on paper would certainly suffice, the Rule allowing for
an oral application creates ambiguity, confusion, and hardly seems consistent with the
language and clear intent of the twelve day waiting period following a formal application.

36
37
38
39

Section 50(a)(6)(M)(i); see also 7 Tex. Admin. Code § 153.12.
Sections 50(a)(6)(M)(i) and 50(g).
7 Tex. Admin. Code § 153.12.
7 Tex. Admin. Code § 153.51(1).
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The ruling may impact lenders that take oral applications and may require them to take written or
electronic applications. The ruling may also impact timing for closing as an equity loan may not
be closed before the 12th day after the later of (i) the date the owner submits an application, or
(ii) the date the lender provides the owner with the Notice.
Development – ACORN Decision on Disclosure Mailing Rule. In ACORN, the plaintiffs also
challenged the interpretations, 7 Tex. Admin. Code §§ 153.51(1) and (3), pertaining to the
rebuttal presumption for sufficient mailing and delivery of the Notice. Judge Jenkins denied the
plaintiffs' request.
Preclosing Disclosure. A home equity loan may not be closed before "one business day
after the date that the owner of the homestead receives a final itemized disclosure of the actual
fees, points, interest, costs, and charges that will be charged at closing."40 Thus, a preclosing
disclosure is required.
Development – ACORN Decision on Preclosing Disclosures – Fee Variance Rule. The
Commissions adopted an interpretation, 7 Tex. Admin. Code § 153.13, regarding the preclosing
disclosure requirements. Judge Jenkins ruled a subsection of the interpretation, 7 Tex. Admin.
Code § 153.13(4), pertaining to a de minimis variance constituting good cause is invalid. In his
October 7, 2005 letter, Judge Jenkins states " … this portion of the rule is so poorly drafted as to
allow a dramatic increase in the total amount of the actual fees, costs, points and charges on the
date of closing over the amount in the pre-closing disclosure, provided that just one of the items
of the charges decreases."
In June 2006, the Commissions repealed the interpretation found invalid in ACORN and
issued a new one.41 They subsequently amended the readopted interpretation to correct an
error.42 The interpretation clarifies "bona fide emergency" and "other good cause" by setting out
principles and examples for these terms. The new readopted and amended interpretation
provides:
An equity loan may not be closed before one business day after the date that the
owner of the homestead receives a final itemized disclosure of the actual fees,
points, interest, costs, and charges that will be charged at closing. If a bona fide
emergency or another good cause exists and the lender obtains the written
consent of the owner, the lender may provide the documentation to the owner or
the lender may modify previously provided documentation on the date of closing.
(1) A lender may satisfy the disclosure requirement of this section by delivery to
the borrower of a properly completed Department of Housing and Urban
40

41
42

Section 50(a)(6)(M)(ii). This information is generally contained in the HUD-1 and HUD-1A settlement
statements. However, Regulation X, 24 C.F.R. § 3500.8(a), provides "The use of the HUD-1 or HUD-1A
is exempted for open-end lines of credit (home equity plans) covered by the Truth in Lending Act and
Regulation Z."
See 31 Tex. Reg. 5080 (June 23, 2006)(effective June 29, 2006).
See 31 Tex. Reg. 9022 (Nov. 3, 2006)(effective Nov. 9, 2006).

2006 Texas Land Title Institute – Texas Home Equity Lending Update

Page 13
Winstead
© 2006

Development (HUD) disclosure Form HUD-1 or HUD-1A.
(2) Bona fide emergency.
(A) An owner may consent to receive the preclosing disclosure or a modification
of the preclosing disclosure on the date of closing in the case of a bona fide
emergency occurring before the date of the extension of credit. An equity loan
secured by a homestead in an area designated by Federal Emergency
Management Agency (FEMA) as a disaster area is an example of a bona fide
emergency if the homestead was damaged during FEMA's declared incident
period.
(B) To document a bona fide emergency modification, the lender should obtain a
written statement from the owner that:
(i) describes the emergency;
(ii) specifically states that the owner consents to receive the preclosing disclosure
or a modification of the preclosing disclosure on the date of closing;
(iii) bears the signature of all of the owners entitled to receive the preclosing
disclosure; and
(iv) affirms the owner has received notice of the owner's right to receive a final
itemized disclosure containing all actual fees, points, costs, and charges one day
prior to closing.
(3) Good cause. An owner may consent to receive the preclosing disclosure or a
modification of the preclosing disclosure on the date of closing if another good
cause exists.
(A) Good cause to modify the preclosing disclosure or to receive a subsequent
disclosure modifying the preclosing disclosure on the date of closing may only be
established by the owner.
(i) The term "good cause" as used in this section means a legitimate or justifiable
reason, such as financial impact or an adverse consequence.
(ii) At the owner's election, a good cause to modify the preclosing disclosure may
be established if:
(I) the modification creates a material adverse financial consequence to the
owner; or
(II) a delay in the closing would create an adverse consequence to the owner;
(iii) The term "de minimis" as used in this section means a very small or
2006 Texas Land Title Institute – Texas Home Equity Lending Update
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insignificant amount.
(B) At the owner's election, a de minimis good cause standard may be presumed
if:
(i) the total actual disclosed fees, costs, points, and charges on the date of closing
do not exceed in the aggregate more than the greater of $100 or 0.125 percent of
the principal amount of the loan (e.g. 0.125 percent on a $80,000 principal loan
amount equals $100) from the initial preclosing disclosure; and
(ii) no itemized fee, cost, point, or charge exceeds more than the greater of $100
or 0.125 percent of the principal amount of the loan than the amount disclosed in
the initial preclosing disclosure.
(C) To document a good cause modification of the disclosure, the lender should
obtain a written statement from the owner that:
(i) describes the good cause;
(ii) specifically states that the owner consents to receive the preclosing disclosure
on the date of closing;
(iii) bears the signature of all of the owners entitled to receive the preclosing
disclosure; and
(iv) affirms the owner has received notice of the owner's right to receive a final
itemized disclosure containing all fees, costs, points, or charges one day prior to
closing.
(4) An equity loan may be closed at any time during normal business hours on
the next business day following the calendar day on which the owner receives the
preclosing disclosure or any calendar day thereafter.
(5) The owner maintains the right of rescission under Section 50(a)(6)(Q)(viii)
even if the owner exercises an emergency or good cause modification of the
preclosing disclosure
Accordingly, certain lenders may address the disclosure requirement by delivery of a
HUD-1 (or HUD-1A) settlement statement to the borrower. As with the Notice, a lender should
establish procedures to verify the owner receives the preclosing disclosure. A lender may
consider requiring the preclosing disclosure be signed and dated to aid in documenting the date
of an owner's receipt of the disclosure.
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Development – Legal Advisory and Amendment. Four state agencies – the OCCC, the Credit
Union Department, the Department of Savings and Mortgage Lending, and the Department of
Banking – issued a Legal Advisory regarding a typographical error in the re-adopted
interpretation, 7 Tex. Admin. Code § 153.13. The interpretation had stated, in pertinent part, the
following:

(B) At the owner's election, a de minimis good cause standard may be presumed
if:
(i) the total actual disclosed fees, costs, points, and charges on the date of
closing do not exceed in the aggregate more than the greater of $100 or
0.125 percent of the principal amount of the loan (e.g., 0.125 percent on a
$80,000 principal loan amount equals $100) from the initial preclosing
disclosure; or
(ii) each itemized fee, cost, point, or charge does not exceed more than the
greater of $100 or 0.125 percent of the principal amount of the loan than
the amount disclosed in the initial preclosing disclosure.
The advisory points out "the word 'or' between § 153.13(3)(B)(i) and (ii) should obviously have
been the word 'and'."
At an October 2006 meeting, the Commissions adopted an amendment correcting the error.43
The applicable provision now states:
(B) At the owner's election, a de minimis good cause standard may be presumed
if:
(i) the total actual disclosed fees, costs, points, and charges on the date of closing
do not exceed in the aggregate more than the greater of $100 or 0.125 percent of
the principal amount of the loan (e.g., 0.125 percent on a $80,000 principal loan
amount equals $100) from the initial preclosing disclosure; and
(ii) no itemized fee, cost, point, or charge exceeds more than the greater of $100
or 0.125 percent of the principal amount of the loan that the amount disclosed in
the initial preclosing disclosure.
The Real Estate Settlement Procedures Act ("RESPA")44 requires that the settlement
agent, upon request by the borrower, permit borrowers to inspect the HUD-1 settlement
statement, listing those items known at that time to the settlement agent, during the business day

43

44

31 Tex. Reg. 9022 (Nov. 3, 2006) adopting proposal without change published in 31 Tex. Reg. 7076
(Sept. 1, 2006).
12 U.S.C. §§ 2601-17.
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immediately preceding the date of closing.45 This provision is construed to not require that the
HUD-1 be completed and delivered to the borrower on the business day preceding a scheduled
closing, but instead merely to require that the HUD-1 be made available for the borrower's
inspection at the offices of the title company or other settlement agent during regular business
hours on the preceding business day. The provisions of Section 50(a)(6)(M)(ii) are more
restrictive than the RESPA requirements in that the preclosing disclosure must be delivered to
the owner one business day before the date of loan closing and it must contain an itemization of
"actual fees, points, interest, costs, and charges." In practice, actual fees and charges often are
not known until the lender's closing instructions and invoices from third-party settlement service
providers are received by the settlement agent responsible for preparing the settlement
statement – often right before a scheduled closing.
Practice Tip – Delivery. In issuing the prior interpretations in 2004, the Commissions noted the
following:
•

A lender is not prohibited from sending the preclosing disclosure by electronic means and
may require acknowledgement of the receipt of the disclosure at the closing, if it desires
to further protect its interests.46

•

The Commissions believe that the language in the constitution is clear in stating that the
preclosing disclosure must be received by the owner, and not "each owner."47

One Year Anniversary. A home equity loan may not be closed before one year after
any prior home equity loan, regardless of whether the previous equity loan has been paid in full,
except to facilitate a cure pursuant to Section 50(a)(6)(Q)(f).48 Thus, if the loan is to refinance
another home equity loan secured on the same homestead property, the loan may not be closed
before the first anniversary of the closing date of the prior equity loan, except to facilitate a cure.
An interpretation, 7 Tex. Admin. Code § 153.14, states:
An equity loan may not be closed before the first anniversary of the
closing date of any other equity loan secured by the same homestead
property. An equity loan may be refinanced any time after the first
anniversary of the loan's closing date.

45

46
47
48

24 C.F.R. § 3500.10. Under RESPA, no settlement statement is required for open-end home equity plans
subject to the Truth-in-Lending Act and Regulation Z. 24 C.F.R. § 3500.8. Nevertheless, Section
50(a)(6)(M)(i) requires the preclosing disclosure and certain lenders may use a settlement statement to
comply with this requirement.
29 Tex. Reg. 90 (Jan. 2, 2004).
29 Tex. Reg. 89 (Jan. 2, 2004).
Section 50(a)(6)(M)(iii). Section 50(a)(6)(Q)(x)(f) provides the cure if the failure to comply cannot be
cured under Subparagraphs (x)(a)-(e). The author refers to this as the "catch-all" and requires curing the
failure to comply by "a refund or credit to the owner of $1,000 and offering the owner the right to refinance
the extension of credit with the lender or holder for the remaining term of the loan at no cost to the owner
on the same terms, including interest, as the original extension of credit with any modifications necessary
to comply with this section or on terms on which the owner and the lender or holder otherwise agree that
comply with this section." Section 50(a)(6)(Q)(x)(f).
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(1)
Section 50(a)(6)(M)(iii) prohibits an owner who has obtained an
equity loan from:
(i)
refinancing the equity loan before one year has elapsed
since the loan's closing49 date; or
(ii)
obtaining a new equity loan on the same homestead
property before one year has elapsed since the previous equity loan's
closing date, regardless of whether the previous equity loan has been paid
in full.
(2)
Section 50(a)(6)(M)(iii) does not prohibit modification of
an equity loan before one year has elapsed since the loan's closing date. A
modification is a transaction in which one or more terms of an existing
equity loan is modified, but the note is not satisfied and replaced.
(i)
A modification of an equity loan must be agreed to in
writing by the borrower and lender, unless otherwise required by law. An
example of a modification that is not required to be in writing is the
modification required under the Soldiers' and Sailors' Civil Relief Act.
(ii)
The advance of additional funds to a borrower is not
permitted by modification of an equity loan.
(iii) A modification of an equity loan may not provide for new
terms that would not have been permitted by applicable law at the date of
closing of the extension of credit.50
Practice Tip – Prior Equity Loan by Different Borrower on Same Property. The language
requires that a new equity loan is not closed before "the first anniversary of the closing date of
any other extension of credit described by Subsection (a)(6) of this section secured by the same
homestead property."51 An issue has arisen regarding whether this limitation applies in
circumstances in which a new homeowner has acquired the property and is seeking an equity
loan on property that secured an equity loan by a previous owner. An example: Buck obtains a
49

50

51

The terms "closed" or "closing" are defined as "the date when each owner and the spouse of each owner
signs the equity loan agreement or the act of signing the equity loan agreement by each owner and the
spouse of each owner." 7 Tex. Admin. Code § 153.1(3).
7 Tex. Admin. Code § 153.14. If Chapter 342 applies to the equity loan, Section 342.456 of the Texas
Finance Code sets forth certain requirements for modifications. Section 342.456 states:
(a)
A lender and a borrower may enter into an agreement under which a term of a secondary
mortgage contract is amended, restated, or rescheduled.
(b)
An agreement under this section must be written and signed by the lender and borrower.
(c)
An agreement under this section must contain:
(1)
the date of the agreement;
(2)
the name and address of the lender; and
(3)
the name and address of each borrower.
Section 50(a)(6)(M)(iii).
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home equity loan secured by his homestead on January 1, 2006. Buck sells his home to Thelma
on July 1, 2006 and pays off his equity loan. Thelma applies for an equity loan on September 1,
2006, a date within one year from the date that Buck obtained his equity loan. Is this covered?
Although various arguments exist why the limitation should not apply, certain title companies
will not insure and will require the appropriate insuring condition to be deleted.
Practice Tip – Modification. The Commissions have interpreted this provision to not prohibit
modification of an equity loan before one year has elapsed since the loan's closing date as
discussed above. 7 Tex. Admin. Code § 153.14(2); see also Letter dated December 20, 2001
from Texas Department of Banking, Texas Savings & Loan Department, Office of the Consumer
Credit Commissioner and Texas Credit Union Department to Karen M. Neeley regarding Home
Equity Modification Interpretation. A modification is a transaction in which one or more terms
of an existing loan is modified, but the note is not cancelled.
6.
Closing Location. An equity loan may be closed only at the office of the lender,
an attorney, or a title company.52 Thus, no "kitchen table closings" are authorized. An
interpretation, 7 Tex. Admin. Code § 153.15, states:
An equity loan may be closed only at an office of the lender, an attorney at
law, or a title company. The lender is anyone authorized under
Section 50(a)(6)(P) that advances funds directly to the owner or is
identified as the payee on the note.
(1) An equity loan must be closed at the permanent physical address of
the office or branch office of the lender, attorney, or title company. The
closing office must be a permanent physical address so that the closing
occurs at an authorized physical location other than the homestead.
(2) A lender may accept a properly executed power of attorney allowing
the attorney-in-fact to execute closing documents on behalf of the owner.
(3) A lender may receive consent required under Section 50(a)(6)(A) by
mail or other delivery of the party's signature to an authorized physical
location and not the homestead.53
Practice Tip – Powers of Attorney. The use of powers of attorney ("POAs") can raise issues.
Consideration must be given to the following: (i) whether to permit their use and, if used,
making sure the Notice is provided to appropriate parties (e.g., owner, POA beneficiary), and
(ii) if title insurance is being obtained, the title company's requirements (e.g., some require POAs
to be executed after January 1, 1998, be specific, be given to the spouse only, and be durable).
Development – ACORN Decision on POAs. Judge Jenkins denied the plaintiffs' request to
hold the interpretation pertaining to POAs, 7 Tex. Admin. Code § 153.15(2), invalid and the
52
53

Section 50(a)(6)(N).
7 Tex. Admin. Code § 153.15.
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decision supports that the interpretation does not contradict the Constitutional provision in
question, Section 50(a)(6)(N).
7.
Fixed or Variable Rate. A lender may charge any fixed or variable rate
authorized under statute.54 An interpretation, 7 Tex. Admin. Code § 153.16, states:
A lender may contract for and receive any fixed or variable rate of interest
authorized under statute.
(1)

An equity loan that provides for interest must comply with
constitutional and applicable law. Interest rates on certain
first mortgages are not limited on loans subject to the
federal Depository Institutions Deregulation and Monetary
Control Act of 1980 and the Alternative Mortgage
Transaction Parity Act. Chapter 342 of the Texas Finance
Code provides for a maximum rate on certain secondary
mortgage loans. Chapter 124 of the Texas Finance Code
and federal law provide for maximum rates on certain
mortgage loans made by credit unions. These statutes
operate in conjunction with Section 50(a) and other
constitutional sections.

(2)

An equity loan must amortize and contribute to
amortization of principal.

(3)

The lender may contract to vary the scheduled installment
amount when the interest rate adjusts on a variable rate
equity loan. A variable-rate loan is a mortgage in which
the lender, by contract, can adjust the mortgage's interest
rate after closing in accordance with an external index.

(4)

The scheduled installment amounts of a variable rate loan
must be:

(5)

54

(A)

substantially equal between each interest rate adjustment;
and

(B)

sufficient to cover at least the amount of interest scheduled
to accrue between each payment date and a portion of the
principal.

An equity loan agreement may contain an adjustable rate of
interest that provides a maximum fixed rate of interest
pursuant to a schedule of steps or tiered rates or provides a

Section 50(a)(6)(O).
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lower initial interest rate through the use of a discounted
rate at the beginning of the loan.55
Practice Tip – Out-of-State Closings. In a preamble, the Commissions addressed whether
attorneys must be licensed in Texas to close home equity loans and whether closings are
permitted within or outside Texas. The Commissions state: "The Commissions do not believe
that attorneys must be licensed in Texas to close home equity loans. The Commissions agree
that closings may occur within or outside the state." 29 Tex. Reg. 90 (Jan. 2, 2004). Of course,
the closings must occur at one of the three authorized locations.
8.
Authorized Lenders. Only specific types of lenders are permitted to make home
equity loans.56 These lenders are the following:
(i)
a bank, savings and loan association, savings bank, or credit union doing
business under the laws of the State of Texas or the United States; 57
(ii)
a federally chartered lending instrumentality or a person approved as a
mortgagee by the United States government to make federally insured loans;58
(iii)

a person licensed to make regulated loans, as provided by statute of this

state;
(iv)
a person who sold the homestead property to the current owner and who
provided all or part of the financing for the purchase;
(v)
a person who is related to the homestead property owner within the second
degree of affinity or consanguinity;59 or
(vi)
55

56
57

58

59

a person regulated in this state as a mortgage broker.60

7 Tex. Admin. Code § 153.16. Section 501 of the Depository Institutions Deregulation and Monetary
Control Act ("DIDMCA"), 12 U.S.C. § 1735-7a, preempts the application of state usury laws on loans
made by certain creditors secured by a first lien on residential real property. See also, 12 C.F.R. pt 590.
The Alternative Mortgage Transaction Parity Act ("AMPTA"), 12 U.S.C. § 3801 et seq., provides that an
alternative mortgage transaction may be made by a housing creditor, notwithstanding any state constitution,
law, or regulation. 12 U.S.C. § 3803(c). But see, 12 U.S.C. § 1462a(f) (Home Owners' Loan Act provision
limiting the authority of the OTS to supersede homestead provision of State Constitution); First Girbratar
Bank, FSB v. Morales, 42 F.3d 895 (5th Cir. 1995).
Section 50(a)(6)(P); see also, 7 Tex. Admin. Code § 153.17.
The Commentary provides that a bank chartered in another state need not obtain a regulated loan license
and cites Commissioner Interpretation Letter No. 85-4 (March 14, 1985). Commentary at 9.
An interpretation states that a HUD-approved mortgagee is entitled to make equity loans. 7 Tex. Admin.
Code § 153.17(2). Under the terms of the Constitution, a HUD-approved mortgagee may make equity
loans as first mortgage loans or secondary mortgage loans at a rate of interest of 10% or below. If a HUDapproved mortgagee makes a secondary mortgage loan at a rate greater than 10%, then the HUD-approved
mortgagee may need to comply with the provisions of Chapter 342 regarding licensure. 7 Tex. Admin.
Code §§ 153.17(3) and (4).
To determine who is included within the second degree of affinity or consanguinity, the Tex. Gov't Code
provides guidance. See Tex. Gov't Code § 573.021. Tex. Gov't Code § 573.023(c) states that brothers,
sisters, grandparents and grandchildren are relatives within the second degree of consanguinity.
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An interpretation, 7 Tex. Admin. Code § 153.17, provides further guidance.
Notwithstanding the foregoing, an entity is not eligible to make equity loans if it has been
found by a federal regulatory agency to have engaged in the practice of refusing to make loans
because the applicants for the loans reside or the property proposed to secure the loans is located
in a certain area. The Constitution does not clarify the nature of a federal agency's finding of
"redlining."
Practice Tip – Unauthorized Lender as Incurable Violation. A lender or holder of an equity
loan would expressly forfeit all principal and interest if the loan is made by a lender that is not
authorized by Section 50(a)(6)(P) to make home equity loans. Section 50(a)(6)(Q)(xi).
Practice Tip – Licensing. Various Texas laws establish licensing or registration requirements
for lending activities. Depending upon the lender and lien priority of the home equity loans it
will make, the lender may need to comply with the requirements of the Texas Finance Code
Chapter 342 (i.e., regulated lender license), Texas Finance Code Chapter 156 (i.e., the Texas
Mortgage Broker License Act), or Texas Finance Code Chapter 157 (i.e., the Texas Mortgage
Banker Registration Act).
9.
Application of Proceeds/Voluntary Debt Consolidation. A lender may not
require that the proceeds of an equity loan be applied to pay other debt, except debt secured by
the homestead or debt to another lender.61 In June 2006, the Commissions repealed a former
interpretation and issued a new one.62 The interpretation states that this provision does not
preclude an owner from voluntarily paying off a debt that is owed to the same lender (e.g., car
loan, boat loan), but an owner may not be required to pay off another debt, except a mortgage
secured by the homestead which is being refinanced.63 The new interpretation provides:
An equity loan must be made on the condition that 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) The lender may not require an owner to repay a debt owed to the lender,
unless it is a debt secured by the homestead. The lender may require debt secured
by the homestead or debt to another lender or creditor be paid out of the proceeds
of an equity loan. The lender may not otherwise specify or restrict the use of the
proceeds.

60
61
62
63

Section 50(a)(6)(P).
Section 50(a)(6)(Q)(i).
See 31 Tex. Reg. 5080 (June 23, 2006)(effective June 29, 2006).
7 Tex. Admin. Code § 153.18(2).
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(2) An owner may use the proceeds of an equity loan for any purpose. An owner
is not precluded from voluntarily using the proceeds of an equity loan to pay on a
debt owed to the lender making the equity loan.64
A lender must use caution to ensure that the payment is truly voluntary. The
Commentary recommends that "a lender should obtain a signed acknowledgment from the owner
evidencing the borrower's voluntary repayment of any existing debt if the owner directs that the
proceeds should be disbursed directly to existing creditors."65 Fannie Mae also recommends that
a lender document the voluntary nature of the payment, for example, by requiring the borrower
to sign a statement to that effect.66 Many practitioners have developed a document or
incorporated into their documents language evidencing the voluntary nature of such repayments.
Development - Voluntary Debt Repayment. In In re Box,67 a bankruptcy court concluded a
bank's lien on the borrowers' homestead is unenforceable because the bank "required" the
borrowers to apply the proceeds to a debt with the bank even though the borrowers signed
various documents stating that they were not required to apply the loan proceeds to any debt held
by the bank. In addressing this issue, the court states:
Accordingly, the issue before the court is whether mendacious recitals and
affirmations may validate a constitutionally prohibited lien. The Court finds they
may not.
The court also addressed the Commissions' former interpretation. The court noted that the
interpretation didn't apply because the loan was made prior to the effective date. In a footnote
(fn. 5), the court states the following:
FSB would have the Court hold that a lender may require the application of the
proceeds of a new loan to a pre-existing loan to the same lender whenever the
borrower completes a loan application that so provides. This interpretation
assumes that the Texas Finance Commission has rewritten the Constitution rather
than interpreted it. A more consistent interpretation would have subsection (3)
apply to the repayment of a loan to a third-party lender. If the Court attributed the
meaning suggested by FSB, it would mean that the Finance Commission had
ignored the Constitution and rendered § 50(a)(6)(Q)(i) to be meaningless. Not
only does the Court decline to give such interpretation to the acts of the Finance
Commission, any such meaning would exceed the "interpretive" authority
authorized by the Texas Constitution.68
The U.S. District Court for the Southern District of Texas, Houston Division, has affirmed the
bankruptcy court's order. See Box v. First State Bank, 340 B.R. 782 (S.D. Tex. 2006). The court
64

65
66
67
68

7 Tex. Admin. Code § 153.18. The Commissions repealed the former interpretation and issued a new one.
See 31 Tex. Reg. 5080, 5085 (June 23, 2006)(effective June 29, 2006).
Commentary at 10.
Fannie Mae Announcement No. 97-17 (Dec. 9, 1997) at 6.
324 B.R. 290 (Bankr. S.D. Tex. 2005).
Id.
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formed the issue as follows: "The issue is whether section 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."69
The court states "The undisputed evidence in this case showed that the lender restricted the
borrower's use of home-equity loan proceeds – to repay the existing unsecured debt owed to the
same lender – when it agreed to make the loan only if the borrower specified this use."70 The
court further states: "When, as here, the record contains undisputed evidence that the lender
would not have made the home-equity loan unless the homestead owner agreed to restrict the
proceeds to repaying prior unsecured debt owed to the same lender, the lender is requiring this
restricted use of proceeds. … If, on the other hand, the Bank had presented evidence that it was
willing to make the loan even if the proceeds had been paid directly to the borrower, without
restriction, the fact that the borrower agreed to use the proceeds to repay the existing debt would
not invalidate the lien."71
In ACORN, the plaintiffs challenged the Commissions' former interpretation, 7 Tex. Admin.
Code § 153.18(3), providing that when an owner applies for a debt consolidation loan, it is the
owner, not the lender, that is requiring that proceeds be applied to another debt. Judge Jenkins
ruled for the plaintiffs.
10.
No Blanks. An owner may not be required to sign any instrument in which
blanks are left to be filled in.72
Development – ACORN Decision on Blanks. In ACORN, Judge Jenkins ruled a former version
of an interpretation, 7 Tex. Admin. Code § 153.20, is invalid. The plaintiffs in ACORN
contended that the Texas Constitution places upon the lender the responsibility to ensure that no
blanks are left in any document.
The Commissions have repealed the prior interpretation and issued a new one.73 The new
interpretation defines the term "instrument" and clarifies what blanks constitute "blanks left to be
filled in" as that phrase is used in the Constitution. The recently readopted interpretation
provides:
A home equity loan must be made on the condition that the owner of the
homestead not sign any instrument in which blanks are left to be filled in.
(1) This Section of the Constitution prohibits the owner of the homestead from
signing any instrument in which blanks are "left to be filled in". This Section is
intended to prohibit a person other than the owner from completing one or more
blanks in an instrument after the owner has signed the instrument and delivered it
to the lender, thereby altering a party's obligation created in the instrument. Not
all documents or records executed in connection with an equity loan are
69
70
71
72
73

Box v. First State Bank, 340 B.R. 782, 785 (S.D. Tex. 2006).
Id. at 788.
Id. at 789.
Section 50(a)(6)(Q)(iii).
See 31 Tex. Reg. 5080, 5085 (June 23, 2006)(effective June 29, 2006).
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instruments, and not all blanks contained in an instrument are "blanks that are left
to be filled in" as contemplated by this Section.
(2) As used in this Section, the term instrument means a document or record that
creates or alters a legal obligation of a party. A disclosure required under state or
federal law is not an instrument if the disclosure does not create or alter the
obligation of a party.
(3) If at the time the owner signs an instrument, a blank is completed or box
checked which indicates the owner's election to select one of multiple options
offered (such as an election to select a fixed rate instead of an adjustable rate) and
the owner therefore by implication has excluded the non-selected options, the
instrument does not contain "blanks left to be filled in" when the non-selected
option is left blank.74
11.
Copies of Loan Documents. A lender is required, at the time the equity loan is
made, to provide the owner with copies of all documents signed by the owner relating to the
credit.75 Fannie Mae suggests that lenders require each borrower to sign a closing receipt that
itemizes the documents that he or she received at closing.76 An interpretation, 7 Tex. Admin.
Code § 153.22, states:
At closing, the lender must provide the owner with a copy of all
documents that are signed at closing in connection with the equity loan.
The lender is not required to give the owner copies of documents that were
signed by the owner prior to closing, such as those signed during the
application process. Because of their nature some documents, for
example, a notification of the election of an owner or an owner's spouse
not to rescind under the right of rescission must be signed after the date of
closing. The lender must provide the owner copies of documents signed
after the date of closing within three business days.77
On February 9, 2004, the Fifth Circuit issued a decision in Pelt affirming the District
Court's judgment in favor of U.S. Bank Trust National Association and New Century Mortgage
Corporation.78 The Fifth Circuit addressed Section 50(a)(6)(Q)(v) which requires "the lender, at
the time the extension of credit is made, provide the owner of the homestead a copy of all
documents signed by the owner related to the extension of credit." The court concluded the
following:
Here, § 50(a)(6)(Q)(v) states that a lender must provide to the borrower a
"copy of all documents signed by the owner" - - it does not require, as the
district court aptly pointed out in its supplemental instruction, that the
74
75
76
77
78

7 Tex. Admin. Code § 153.20.
Section 50(a)(6)(Q)(v).
Fannie Mae Announcement No. 97-17 (Dec. 9, 1997) at 11.
7 Tex. Admin. Code § 153.22.
Pelt v. U.S. Bank Trust Nat'l Ass'n, 359 F.3d 764 (5th Cir. 2004).
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owner be provided "a signed copy" of each of these documents. Instead,
the phrase "signed by the owner" simply identifies which - - of the
numerous documents presented at the closing of the home equity loan - must be copied and given to the borrower: only those that the borrower
actually signs in connection with the loan. In other words, the provision
does not further require that the documents be photocopied only after they
are signed.79
Development – ACORN Decision on Copies. Judge Jenkins decided the interpretation, 7 Tex.
Admin. Code § 153.22, is invalid. This ruling may support that lenders must give the owner at
closing all documents signed by the owner, including those signed prior to closing. In addition,
prudent practice may dictate providing signed copies rather than unsigned copies.
Development –Interpretation on Copies of Documents. The Commissions had proposed for
repeal and readoption the home equity interpretation, 7 Tex. Admin. Code § 153.22, pertaining
to document copies.80 At their October 20, 2006 meeting, the Commissions withdrew the
proposal and decided not to repeal and readopt.81
B.

Home Equity Lines of Credit ("HELOCs")

1.
General Requirements.
Home equity lines of credit ("HELOCs") are
82
authorized.
Section 50(a)(6)(F) provides that open-end accounts are prohibited "unless the
open-end account is a home equity line of credit." The term "home equity line of credit" is
defined in subsection (t).
Section 50(t) defines an authorized Texas HELOC as "a form of an open-end account that
may be debited from time to time, under which credit may be extended from time to time."
Section 50(t) then lists eight (8) requirements. Although Section 50(t) lists only eight
requirements, a Texas HELOC is subject to the conditions of Section 50(a)(6) applicable to other
Texas home equity loans, except as modified by Section 50(t). A Texas HELOC conforming to
these constitutional requirements differs from typical HELOC loan programs in other states.
The requirements are discussed below.
a.
Owner Requests. An HELOC is defined, in part, as an open-end account under
which the owner requests advances, repays money, and reborrows money.83 An interpretation,
7 Tex. Admin. Code § 153.82, clarifies: "Any owner who is also a named borrower on the

79
80

81
82
83

Id. at 768.
31 Tex. Reg. 5511 (July 14, 2006). The Commissions had earlier proposed repealing the existing
interpretation and issuing a different version. 31 Tex. Reg. 1393 (March 3, 2006). The Commissions,
however, subsequently withdrew the March version and issued a proposed July version. 31 Tex. Reg.
5511, 5601 (July 14, 2006).
31 Tex. Reg. 8981 (Nov. 3, 2006).
Section 50(a)(6)(F) and (t).
Section 50(t)(1).

2006 Texas Land Title Institute – Texas Home Equity Lending Update

Page 26
Winstead
© 2006

HELOC may request an advance. A HELOC agreement may contain provisions that restrict
which borrower may request an advance or require all borrowers to consent to the request."
b.

Minimum Draw. The minimum debit or advance is $4,000.84

c.
No Card or Solicitation Checks. Credit cards, debit cards, or pre-printed
solicitation checks or "similar devices" are not authorized to access the line of credit.85 An
interpretation, 7 Tex. Admin. Code § 153.84(1), provides, in pertinent part, the following: "A
lender may offer one or more non-prohibited devices or methods for use by the owner to request
an advance. Permissible methods include contacting the lender directly for an advance,
telephonic fund transfers, and electronic fund transfers. Examples of devices that are not
prohibited similar devices include prearranged drafts, convenience checks, or written transfer
instructions."
The interpretation also provides the following:
•

An owner may, but is not required to, make in-person contact with the
lender to obtain a HELOC advance.

•

A credit card, which is a prohibited device under Section 50(t)(3), is a card
that may be used for personal, family, or household use to debit an
open-end account.

•

A preprinted solicitation check, which is a prohibited device under
Section 50(t)(3), is a check that: (A) is provided to an owner for the
purpose of originating a HELOC or to a borrower for the purpose of
soliciting additional advances on an existing HELOC; (B) contains at least
one preprinted key payment term, such as the amount or payee; and (C) is
not requested by the borrower or owner.86

Development – ACORN Decision on Restrictions on Devices and Methods to Obtain a
HELOC – Convenience Check Interpretation. The plaintiffs challenged the interpretation
permitting convenience checks as a permitted method by which to access a HELOC. Judge
Jenkins ruled for the plaintiffs and held that 7 Tex. Admin. Code § 153.84(1) is invalid. The
ruling may create uncertainty regarding the permissible access methods or devices for Texas
HELOCs. See "ACORN Suit Challenging the Interpretations."

84
85

86

Section 50(t)(2).
Section 50(t)(3). In a preamble to the interpretations, the following is noted. "The Commissions believe
that the phrase 'similar devices' refers to unnamed devices, whether they now exist or are produced in the
future, and that the term was used by the drafters in lieu of a list of devices that may not be exhaustive." 29
Tex. Reg. 2308 (March 5, 2004).
7 Tex. Admin. Code § 153.84(2)-(4).
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d.
Line of Credit Fees. Any fees (described by the three percent fee limit of
Section 50(a)(6)(E)) are charged and collected only at the time the line of credit is established
and no fee is charged or collected in connection with any debit or advance.87
Section 50(a)(6)(E). Section 50(t)(4) permits a lender to charge and collect any fees
described by Subsection (a)(6)(E)88 only at the time the extension of credit is established. A
description of fees described by Subsection (a)(6)(E) is discussed herein in the section entitled
"Fee Limitation" under Home Equity Loans. Importantly, the interpretations support that interest
and certain fees (e.g., fees charged to or paid by the owner after the inception of the loan) are not
covered by Section 50(a)(6)(E).89
Advance Fees. Section 50(t)(4) also prohibits a lender from charging or collecting a fee
"in connection with any debit or advance." According, a typical advance fee is prohibited. It is
not clear whether certain other fees (e.g., an annual fee) are considered to be charged or collected
"in connection with any debit or advance." Hopefully, the Commissions can provide clarifying
interpretations.
e.
80% Cap. The maximum principal amount that may be extended under the
account added to the aggregate total of the outstanding principal balances of all indebtedness
secured by the homestead cannot exceed 80% of the fair market value ("FMV") of the
homestead.90 An interpretation, 7 Tex. Admin. Code § 153.86, provides:
A HELOC is a form of an open-end account that may be debited from time to
time, under which credit may be extended from time to time and under which the
maximum principal amount that may be extended under the account, when added
to the aggregated total of the outstanding principal balances of all indebtedness
secured by the homestead on the date the extension of credit is established, cannot
exceed 80 percent of the fair market value of the homestead on the date the
extension of credit is made.
(1)

At the time the initial or subsequent advance is made, the
principal amount of the advance must comply with
Section 50(t)(5). The following amounts when added
together must be equal to or less than 80 percent of the fair
market value:
(A)

87

88

89
90

the amount of the advance;

Section 50(t)(4). An interpretation, 7 Tex. Admin. Code § 153.85(b), clarifies that the time the extension of
credit is established for a HELOC refers to the date of closing.
Section 50(a)(6)(E). This section provides that a lender may not "require 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."
See 7 Tex. Admin. Code § 153.5(3) and (15).
Section 50(t)(5). See also, 7 Tex. Admin. Code § 153.86.
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(B)

the amount of the principal balance of the HELOC at the
time of the advance; and

(C)

the principal balance outstanding of all other debts secured
by the homestead on the date of the closing of the HELOC.

(2)

An advance under Section 50(t)(5) must meet the
requirements of Section 50(t)(2).

(3)

The maximum principal balance of the HELOC that may
be outstanding at any time must be determined on the date
of closing and will not change through the term of the
HELOC.

(4)

For purposes of calculating the limits and thresholds under
Section 50(t)(5) and (6), the outstanding principal balance
of all other debts secured by the homestead is the principal
balance outstanding of all other debts secured by the
homestead on the date of the closing of the HELOC.91

f.
50% Cap. No additional debits or advances are authorized if the total principal
amount outstanding exceeds 50% of the FMV of the homestead (as determined on the date the
account is established).92 Section 50(t)(6) states:
no additional debits or advances are made if the total principal amount
outstanding exceeds an amount equal to 50 percent of the fair market
value of the homestead on the date the account is established.93
The limit is 50 percent of the fair market value of the homestead on the date the account
is established. According to the interpretations, the use of the word "additional" permits a credit
limit or debit or advance that takes the total principal amount beyond 50 percent of the fair
market value of the homestead on the date the account is established, provided no additional
debits or advances are made until the amount outstanding is sufficiently reduced to at or below
this limit to permit another advance.94

91
92
93
94

7 Tex. Admin. Code § 153.86.
Section 50(t)(6). See also, 7 Tex. Admin. Code § 153.87.
Section 50(t)(6).
7 Tex. Admin. Code § 153.87. A note of caution if an initial advance is reasonably contemplated to an
amount significantly beyond the 50% advance limit of Section (t)(6). Under Regulation Z, the term "openend credit" is generally defined as consumer credit extended by a creditor under a plan in which the creditor
reasonably contemplates repeated transactions. 12 C.F.R. § 226.2(a)(20). Thus, the creditor must
reasonably contemplate repeated transactions. A HELOC under which only a single credit extension is
reasonably contemplated presumably may remove the credit from the open-end category and possibly cause
the TILA open-end credit disclosure to be attacked.
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An interpretation, 7 Tex. Admin. Code § 153.87, states:
A HELOC is a form of an open-end account that may be debited from time to
time, under which credit may be extended from time to time and under which no
additional debits or advances can be made if the total principal amount
outstanding exceeds an amount equal to 50 percent of the fair market value of the
homestead as determined on the date the account is established.
(1)

A subsequent advance may be made only when the
outstanding principal amount of the HELOC is 50 percent
or less of the fair market value.

(2)

A subsequent advance is prohibited if the outstanding
principal amount of the HELOC exceeds 50 percent of the
fair market value.

(3)

If the outstanding principal amount exceeds 50 percent of
the fair market value and then is repaid to an amount equal
to or below the 50 percent of the fair market value,
subsequent advances are permitted subject to the
requirements of Sections 50(t)(2) and (5).

In the preamble, the following is noted:
Section 153.87 interprets the application of the fair market value limitation
contained in Section 50(t)(6). The constitution allows for the principal amount of
a HELOC to exceed the 50 percent fair market value limitation contained in
Section 50(t)(6) but not the 80 percent fair market value limitation contained in
Section 50(t)(5). The 50 percent fair market value limitation, however, is a
restriction on additional advances if the aggregated amount of the HELOC
exceeds 50 percent of the fair market value of the homestead. It is not the
maximum loan to value amount of a HELOC. Under Section 50(t)(6), advances
are prohibited until the principal balance of the HELOC is repaid to an amount
equal to or less than 50 percent of the fair market value of the homestead. Each
time a HELOC is paid down to 50 percent or less of the fair market value of the
homestead, additional advances may be made by the lender, up to the limitation
set forth in Section 50(t)(5). Paying a HELOC balance to zero does not prohibit
further advances, unless the parties contract otherwise.95
Exhibit "G" is entitled "Value Limit Examples" and sets forth examples with respect to
the 80% and 50% limits.

95

29 Tex. Reg. 2309 (March 5, 2004).
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g.
HELOC.96

Amendment. A lender or holder may not unilaterally amend the terms of the

h.
Line Repayment. Section 50(t)(8) provides repayment is to be made in regular
periodic installments, not more often than every 14 days97 and not less often than monthly,
beginning not later than two months from the date the extension of credit is made, and the
following:
(i)
during the period during which the owner may request advances,
[commonly known as the "draw period"] each installment equals or exceeds the amount
of accrued interest; and
(ii)
after the period during which the owner may request advances [commonly
known as the "repayment period"], installments are substantially equal.98
Section 50(t)(8) does not expressly establish a maximum or minimum draw period nor a
maximum or minimum repayment period. However, the requirement that "after the period
during which the owner may request advances, installments are substantially equal" may indicate
there must be a repayment period of some length.
An interpretation, 7 Tex. Admin. Code § 153.88, clarifies timing and provides the
following:
Repayment of a HELOC is not required to begin until two months after the initial
advance. For example, if an advance is not made at the time of closing, the
repayment period is not required to begin until after the first advance. If there is
no outstanding balance, then a payment is not required.99
Development – Interagency Guidance. Five federal regulatory agencies issued "Interagency
Credit Risk Management Guidance for Home Equity Lending." See e.g., OCC Bulletin 2005-22
(May 16, 2005). On October 4, 2006, the agencies issued an addendum which provides
additional guidance for managing risks associated with HELOCs that contain interest-only
features. See e.g., OCC Bulletin 2006-43 (Oct. 4, 2006). The agencies also have issued
"Interagency Guidance on Nontraditional Mortgage Product Risks" which provides consumer
protection recommendations for closed-end home purchase, refinance, and home equity
mortgage products. See OCC Bulletin 2006-41 (Oct. 4, 2006).
96

97

98
99

Section 50(t)(7); cf. 12 C.F.R. § 226.5b(f)(3). Under Regulation Z, a creditor is permitted to make certain
changes after an account is opened (e.g., beneficial changes, insignificant changes)).
See 7 Tex. Admin. Code § 153.88. Section 153.88(a) allows for semi-monthly scheduled payments not
more often than every 14 days. In computing a period of days, the first day is excluded, and the last day is
included. In the preamble, the following is stated: "Another commenter requested that language
explaining that February is an anomaly and an exception to the requirement that payments not be made
more often than once every 14 days be included in the interpretation and not just the preamble. The
Commissions declined to modify the interpretation or address the issue in this preamble, but will further
study the impact of February semi-monthly payment schedules." 29 Tex. Reg. 2309 (March 5, 2004).
Section 50(t)(8); see also, 7 Tex. Admin. Code § 153.88.
7 Tex. Admin. Code § 153.88(b).
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2.
Finance Code Chapter. A lender will need to decide which chapter of the Texas
Finance Code it will want to apply to its Texas HELOCs. The applicable chapter is generally
contingent upon loan characteristics such as lien priority (i.e., first or subordinate); interest rate
(i.e., greater than 10%; equal to or less than 10%); and the purpose for which the loan proceeds
will be used (i.e., personal, family or household use; or commercial, business, investment or
similar purposes).
Chapter 346 of the Texas Finance Code contains a provision, Tex. Fin. Code
§ 346.004(a), which provides that "Unless the contract for the account provides otherwise, this
chapter applies to a revolving credit account described by Section 346.003 if the loan or
extension of credit is primarily for personal, family, or household use." Thus, Chapter 346 may
apply to a Texas HELOC unless a lender elects to opt-out.100 A determination of whether to optout involves an analysis of various factors some of which are discussed below.
a.
First Lien. For a first lien HELOC (consumer purpose), a lender appears to have
a choice to make the loan either under Chapter 346, or to opt-out and make the loan under
Subtitle A (Chapters 302, 303).
b.
Second Lien. For a subordinate lien HELOC (consumer purpose), a lender has
the choice to make the loan either under Chapter 346, Chapter 342 (if the rate exceeds ten
percent), or Subtitle A (if the rate is ten percent or less). Given both Chapter 346 and 342 permit
the higher alternative rates under Chapter 303 and have very similar limits on authorized
charges, there is not a big difference between the chapters as discussed below.
Chapter 346 authorizes various fees under Section 346.103101 and Section 346.202. In
particular, Chapter 346 authorizes a creditor to contract for, charge and receive the fees or
charges permitted under Chapter 342 for secondary mortgage loans.102 Chapter 346 also
authorizes interest on an account at an annual rate that does not exceed the greater of 18 percent
a year or the applicable alternative rate ceiling under Chapter 303.103
A disadvantage of Chapter 346 is that it only authorizes a "late charge not to exceed the
lesser of $15 or five percent of the payment due after the payment continues unpaid for 10 days
or more after the date the payment is due, including Sundays and holidays."104 In addition, a
specific notice on the customer's monthly statement is required.105

100

101

102
103
104

If a lender elects to opt-out, it will generally use language such as "Chapter 346 of the Texas Finance Code
(which regulates certain revolving accounts) does not apply to this Agreement." in its line of credit
documents.
Several fees authorized under Chapter 346 are not available for HELOCs given the restriction on fees in
Section (t)(4). An example is a cash advance charge.
Tex. Fin. Code §§ 346.103 and 346.202; see also, Tex. Fin. Code §§ 342.307 and 342.308.
Tex. Fin. Code § 346.101(a).
Tex. Fin. Code § 346.103(a)(2). On a first lien this is likely not an issue based on preemption. Section
302.103 of the Texas Finance Code provides: "On loans subject to 12 U.S.C. Sections 1735f-7 and 1735f7a, as amended, any late charges assessed are interest that is included in computing the amount or rate of
interest on the loan and, therefore, covered by the federal preemption of state interest rate limitations."
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Practice Tip – Chapter 346 Monthly Disclosure. If Chapter 346 applies, Section 346.103(c)
requires that a customer's monthly statement must contain the following notice printed or typed
in at least 10-point type that is boldfaced, capitalized, underlined, or otherwise conspicuously set
out from the surrounding written material: "A LATE CHARGE OF FIVE PERCENT OF THE
PAYMENT DUE OR A MAXIMUM OF $15 WILL BE ASSESSED FOR A PAYMENT
MADE 10 DAYS OR MORE AFTER THE DATE PAYMENT OF THIS BILL IS DUE."
Section 342.302(e) of the Texas Finance Code provides that "A secondary mortgage loan
that includes simple interest may provide for additional interest for default if any part of an
installment remains unpaid after the 10th day after the date on which the installment is due,
including Sundays and holidays." Section 342.302(c) provides "The additional interest for
default under this section may not exceed five cents per $1 of a scheduled installment."
If the effective interest rate does not exceed ten percent, Chapter 342 does not apply. A
lender could opt-out of Chapter 346 and make the HELOC under Subtitle A. If under Subtitle A,
Section 302.001(d) of the Texas Finance Code authorizes a delinquency charge on a loan
providing for a rate of interest of ten percent a year or less. The statute authorizes "a
delinquency charge on the amount of any payment in default for a period of not less than 10 days
in an amount not to exceed the greater of five percent of the amount of the payment or $7.50."106
As the foregoing summary indicates, a lender will need to consider various factors in
deciding the chapter under which it will make its Texas HELOCs.
IV.
A.

INTERPRETATIONS

Interpretive Authority and Development

Following voter approval of the original home equity constitutional provisions in 1997,
the Office of Consumer Credit Commissioner (the "OCCC"), the Texas Department of Banking,
the Texas Savings and Loan Department107, and the Texas Credit Union Department developed

105
106
107

Tex. Fin. Code § 302.103, see also, Tex. Fin. Code § 339.005. An OTS regulation, 12 C.F.R. § 560.33,
prohibits a federal savings bank from assessing a late charge for any home loan payment received by it
within fifteen (15) days after the due date of the payment. The Alternative Mortgage Transaction Parity
Act ("AMTPA"), 12 U.S.C. § 3801 et seq., permits state chartered housing creditors to make, purchase, and
enforce alternative mortgage transactions if the creditors comply with regulations governing such
transactions issued by federal regulators. AMTPA applies to loans with alternative payment features that
vary from conventional fixed-rate, fixed-term mortgage loans, such as variable rates. It allows state
chartered housing creditors to engage in alternative mortgage transactions notwithstanding "any State
constitution, law, or regulation," provided the transactions are made in conformity with regulations issued
by one of three federal regulators. 12 U.S.C. § 3803(c). The OTS revised its AMTPA regulations effective
July 7, 2003, eliminating AMTPA preemption of state laws on prepayments and late charges for affected
state housing creditors engaging in alternative mortgage transactions. 12 C.F.R. § 560.220.
Tex. Fin. Code § 346.103(c).
Tex. Fin. Code § 302.001(d).
Now known as the Texas Department of Savings and Mortgage Lending. The agency's website is
(www.sml.state.tx.us).
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the Regulatory Commentary on Equity Lending Procedures (the "Commentary")108 pertaining to
home equity loans, the latest version of which was issued on October 7, 1998.
Due to the complexity and ambiguity of many of the home equity provisions, the
Commentary was at the time the most significant statement of what Texas state regulators
thought the home equity law meant in practice.109 It did not, however, have the force of law, nor
did it create "safe harbors" for lenders making home equity loans in accordance with its analysis.
The Commentary was intended only to inform the regulated community of the guidelines that
would be used to enforce the home equity provisions of the Texas Constitution.
In this context, the Attorney General of Texas concluded that while the legislature may
not, absent express constitutional authority, empower a state agency to definitively construe the
Texas Constitution, the legislature may authorize a state agency to adopt rules implementing the
requirements of the Texas Constitution. The Attorney General further stated the Texas
Constitution may be amended to authorize a state agency to implement or construe provisions of
the constitution.110 This opinion served as the basis for SJR 42 and SB 1067, which were
adopted in 2003 to provide the Finance Commission and Credit Union Commission authority to
issue interpretations.
Interpretive Authority with Safe Harbor. Administrative interpretive authority
relating to home equity lending law is now granted to the Finance Commission, and to the Credit
Union Commission for credit unions, with a safe harbor for lenders who conform to such
interpretations.111 Section 50(u) of the Texas Constitution reads as follows:
The legislature may by statute delegate one or more state agencies the
power to interpret Subsections (a)(5)-(a)(7), (e)-(p), and (t), of this section.
An act or omission does not violate a provision included in those
subsections if the act or omission conforms to an interpretation of the
provision that is: (1) in effect at the time of the act or omission; and (2)
made by a state agency to which the power of interpretation is delegated
as provided by this subsection or by an appellate court of this state or the
United States.
The enabling legislation is established in Sections 11.308 and 15.413 of the Texas Finance Code.
Section 11.308 provides:
The finance commission may, on request of an interested person or on its
own motion, issue interpretations of Sections 50(a)(5)-(7), (e)-(p), (t), and
(u), Article XVI, Texas Constitution. An interpretation under this section
108

109

110
111

The October 7, 1998 guidelines are entitled "Regulatory Commentary on Equity Lending Procedures." The
Commentary is available at the OCCC's website (www.occc.state.tx.us).
Fannie Mae stated at the time that "we strongly encourage lenders to comply with the interpretations and
recommendations that are included in the [Commentary], unless (and to the extent that) it is superseded by
other guidance that has greater legal authority." Fannie Mae Announcement No. 97-17 (Dec. 9, 1997) at 3.
Tex. Att'y Gen. Op. No. DM-495, December 21, 1998.
Section 50(u). This authority also extends to home improvement loans and reverse mortgages.
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is subject to Chapter 2001, Government Code, and is applicable to all
lenders authorized to make extensions of credit under Section 50(a)(6),
Article XVI, Texas Constitution, except lenders regulated by the Credit
Union Commission. The finance commission and the Credit Union
Commission shall attempt to adopt interpretations that are as consistent as
feasible or shall state justification for any inconsistency.112
The Commissions have worked together and have adopted interpretations pertaining to
home equity loans.113 The interpretations are available online.
Practice Tip – Online Resource. The Finance Commission has established helpful resource
information online. The index page is entitled "Home Equity Lending in Texas Resources &
Information" and a link follows: www.fc.state.tx.us/HOME%20Equity/HEINDEX.HTM.
B.

ACORN Suit Challenging the Interpretations

On January 29, 2004, the Association for Community Organizations for Reform Now
("ACORN") and six individuals filed a petition against the Commissions in the District Court of
Travis County (126th Judicial District) challenging the validity of certain interpretations adopted
by the Commissions.114 The validity was challenged generally as follows: (A) some
interpretations are new rules which the Commissions had no authority to enact; or (B) the
Commissions exceeded their authority to interpret the Texas Constitution because some
interpretations contradict the plain meaning and intent of the constitutional provisions, and some
impose additional burdens and restrictions in excess of or in a manner inconsistent with the
constitutional provisions. All parties moved for summary judgment, and a summary judgment
hearing was held in October 2005.
On October 7, 2005, District Judge Scott Jenkins issued a letter in which he informed the
parties on how he intended to decide the cross motions for summary judgment, a copy of which
is attached as Exhibit "C". On April 29, 2006, Judge Jenkins issued a Final Summary Judgment
and Temporary Stay Order (the "ACORN Order"), a copy of which is attached as Exhibit "D", in
which he concluded that seven interpretations are invalid and denied relief with respect to two
others. A summary follows.
7 Tex. Admin. Code §§ 153.1(11) and 153.5(3), (4), (6), (8), (9), (12). Three Percent
Fee Cap Rules. A challenged interpretation provides the charges an owner or an owner's spouse
is required to pay that constitute interest under Texas law, for example per diem interest and
points, are not fees subject to the three percent fee limitation. The plaintiffs contended that cases
interpreting usury statutes are not controlling. Judge Jenkins ruled for the plaintiffs. The ruling
impacts whether origination fees and points are within the percent fee limit. The ruling supports
the conclusion that they are. Other cases and Judge Jenkins' October 7, 2005 letter reflect a
112
113

114

Tex. Fin. Code § 11.308 (statute includes Subsection (u)).
The Commissions also have adopted interpretations pertaining to home improvement loans. See 7 Tex.
Admin. Code ch. 152.
Association of Community Organizations for Reform Now (ACORN), et al. v. Finance Commission of
Texas, et al., No. GN 400269 (126th Dist. Ct., Travis County, Tex. Apr. 29, 2006).
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position that discount points (i.e., points paid for reducing the interest rate) are a form of interest
and, therefore, not fees within the three percent limit. Nevertheless, the decision may create
uncertainty on this issue as well.
7 Tex. Admin. Code § 153.12(2). Closing Date – Oral Application Rule. The
plaintiffs challenged the interpretation providing that a loan application may be given orally and
the Judge ruled for the plaintiffs. The ruling may impact lenders that take oral applications (e.g.,
via telephone) and may require them to take written or electronic applications. The ruling may
also impact the timing for closing as an equity loan may not be closed before the 12th day after
the later of (i) the date the owner submits an application, or (ii) the date the lender provides the
owner with the Notice.
7 Tex. Admin. Code § 153.13(4). Preclosing Disclosure – Fee Variance Rule. A
lender cannot close an equity loan until one business day after providing an itemized disclosure
of fees that will be charged at closing.115 A variance would mean a lender would need to
redisclose and wait one business day to close. The Commissions adopted an interpretation
permitting a de minimis variance and the plaintiffs challenged the interpretation. Judge Jenkins
ruled for the plaintiffs. The Commissions repealed the interpretation in question, readopted a
new one, and amended the readopted interpretation to correct an error.116
7 Tex. Admin. Code §§ 153.15(2), (3). Location of Closing – Power of Attorney
Rule. The challenged interpretation provides that a lender may accept a properly executed
power of attorney allowing the attorney-in-fact to execute closing documents on the owner's
behalf. The Judge ruled for the Commissions. This ruling will support the ability to use powers
of attorney.
7 Tex. Admin. Code § 153.18(3). Limitation on Application of Proceeds – Debt
Consolidation Rule. The plaintiffs challenged an interpretation providing that when an owner
applies for a debt consolidation loan, it is the owner, not the lender, that is requiring that
proceeds be applied to another debt. Judge Jenkins ruled for the plaintiffs. The Commissions
repealed the interpretation in question and readopted a new one.
7 Tex. Admin. Code § 153.20. No Blanks in the Equity Loan Agreement – Blank
Spaces Rule. Blanks are prohibited and the challenged interpretation provides that the phrase
"blanks that are left to be filled in" refers to omitted contract terms in the equity loan agreement.
Judge Jenkins ruled for the plaintiffs. The plaintiffs contend the Texas Constitution places upon
the lender the responsibility to ensure that no blanks are left in any document. The Commissions
repealed the interpretation in question and readopted a new one.
7 Tex. Admin. Code § 153.22. Document Copy Rule. The plaintiffs challenged an
interpretation pertaining to the documents the lender must provide the owner at closing. The
interpretation provides "The lender is not required to give the owner copies of documents that
were signed by the owner prior to closing, such as those signed during the application process."
The plaintiffs contend documents signed before closing, such as various disclosures and the
115
116

Section 50(a)(6)(M)(ii).
See 31 Tex. Reg. 7076 (Sept. 1, 2006), 31 Tex. Reg. 9022 (Nov. 3, 2006).
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application for a home equity loan, are "related to the extension of credit," and, therefore, a
lender is constitutionally required to give the owner copies of these documents. Judge Jenkins
ruled for the plaintiffs and his ruling may support that lenders must give the owner at closing all
documents signed by the owner, including those signed prior to closing. (Best practices may
also dictate providing signed copies rather than unsigned copies.) The Commissions withdrew a
proposal to repeal and readopt a new interpretation pertaining to document copies.117
7 Tex. Admin. Code §§ 153.51(1), (3). Customer Disclosure (Notice Concerning
Extensions of Credit) – Disclosure Mailing Rule. The plaintiffs challenged the interpretation
providing that a period of three calendar days, not including Sundays and federal legal public
holidays, constitutes a reasonable presumption for sufficient mailing and delivery of the Notice.
Judge Jenkins ruled for the Commissions and the ruling supports the interpretation's validity.
7 Tex. Admin. Code § 153.84(1). Restrictions on Devices and Methods to Obtain a
HELOC Advance – Convenience Check Rule. The plaintiffs challenged the interpretation
permitting, among other ways, convenience checks as a permitted method by which to access a
HELOC. Judge Jenkins ruled for the plaintiffs and held all subsection (1) invalid. Subsection
(1) lists permissible methods (i.e., contacting lender directly, telephonic funds transfers, and
electronic funds transfers) and permissible devices (i.e., prearranged drafts, convenience checks,
and written transfer instructions). The ruling may create uncertainty regarding the permissible
access methods and devices for Texas HELOCs.
Order and Appeal. Judge Jenkins signed the ACORN Order on April 29, 2006. The
Commissions (i.e., the defendants) filed a Notice of Appeal on April 12, 2006118 and an
Amended Notice of Appeal on May 2, 2006. The plaintiffs filed a Notice of Appeal on May 23,
2006. The Texas Bankers Association ("TBA"), an intervenor, also filed a Notice of Appeal. In
addition, the TBA filed with the Third Court of Appeals of Texas an "Emergency Motion For
Determination Regarding Status of Interpretations."
The ACORN Order included a temporary stay for 30 days (i.e., until May 29, 2006). The
Third Court of Appeals adopted the trial court's stay and has now extended that stay pending
disposition of the appeal.119

117
118

119

31 Tex. Reg. 8981 (Nov. 3, 2006).
The Commissions filed this Notice of Appeal prematurely. A prematurely filed notice of appeal is effective
and deemed filed upon the event that begins the period for perfecting the appeal, which in this case is the
signing of the final judgment. See Tex. R. App. P. 27.1(a).
Letter dated August 31, 2006, from Diane O'Neal, Clerk, Court of Appeals, Third District of Texas, a copy
of which is attached as Exhibit "E".
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Development – New Interpretations. The Commissions have repealed three home equity
interpretations which were held invalid in the ACORN Order and adopted new ones: 7 Tex.
Admin. Code §§ 153.13 (Preclosing Disclosure); 153.18 (Limitation on Application of
Proceeds); and 153.20 (No Blanks in Any Instrument). The interpretations appear in the June 23,
2006 edition of the Texas Register. 31 Tex. Reg. 5080 (June 23, 2006). The new interpretations
took effect on June 29, 2006. In this context, the Commissions have adopted an amendment to 7
Tex. Admin. Code § 153.13 to correct a typographical error, 31 Tex. Reg. 9022 (Nov. 3,
2006)(effective Nov. 9, 2006). The Commissions decided to withdraw and not repeal and
readopt the home equity interpretation, 7 Tex. Admin. Code § 153.22, pertaining to document
copies. 31 Tex. Reg. 8981 (Nov. 3, 2006).
V.

LITIGATION

Litigation has arisen pertaining to the construction of the home equity provisions.
Certain cases are summarized as follows:
•

A court has concluded a bank's lien on the borrowers' homestead is
unenforceable if the bank required the borrowers to apply the proceeds to
a debt with the bank notwithstanding the borrowers signed various
documents stating they weren't required to apply the loan proceeds to any
debt held by the bank.120

•

A court has concluded that seven interpretations adopted by the
Commissions are invalid and denied relief with respect to two others.121

•

A court has held the doctrine of equitable subrogation cannot be applied to
circumvent the penalty of forfeiture and that the phrase "designated for
agricultural use as provided by statues governing property tax" in Section
50(a)(6)(I) refers to both Subchapters C and D of Chapter of the Texas
Property Tax Code.122

•

A court has decided that homestead property, if subsequently redesignated for agricultural use by a borrower of a home equity loan, is
protected from forced sale under Section 50(a)(6)(I), regardless of how the
property was designated when the borrower incurred the debt.123

Certain cases and lawsuits are discussed in more detail below.

120

121
122
123

In re Box, 324 B.R. 290 (Bankr. S.D. Tex. 2005), aff'd, Box v. First State Bank, 340 B.R. 782 (S.D. Tex.
2006).
ACORN, No. GN 400269 (126th Dist. Ct., Travis County, Tex. Apr. 29, 2006).
LaSalle Bank National Association v. White, 2006 WL 2871278 (Tex. App.-San Antonio Oct. 11, 2006).
Marketic v. U.S. Bank Nat'l Ass'n, 436 F. Supp. 2d 842 (N.D. Tex. 2006).

2006 Texas Land Title Institute – Texas Home Equity Lending Update

Page 38
Winstead
© 2006

A.

Debt Repayment Cases

Section 50(a)(6)(Q)(i) provides that a lender may not require that the proceeds of an
equity loan be applied to pay other debt, except debt secured by the homestead or debt to another
lender.124 In In re Box,125 a bankruptcy court concluded a bank's lien on the borrowers'
homestead is unenforceable because the bank "required" the borrowers to apply the proceeds to a
debt with the bank. The borrowers signed various documents stating that they were not required
to apply the loan proceeds to any debt held by the bank. In addressing this issue, the court states:
Accordingly, the issue before the court is whether mendacious recitals and
affirmations may validate a constitutionally prohibited lien. The Court
finds they may not.
The court also addressed the Finance Commission's interpretations. The court noted that
the interpretations didn't apply because the loan was made prior to the effective date. In a
footnote (fn. 5), the court states the following:
FSB would have the Court hold that a lender may require the application
of the proceeds of a new loan to a pre-existing loan to the same lender
whenever the borrower completes a loan application that so provides.
This interpretation assumes that the Texas Finance Commission has
rewritten the Constitution rather than interpreted it. A more consistent
interpretation would have subsection (3) apply to the repayment of a loan
to a third-party lender. If the Court attributed the meaning suggested by
FSB, it would mean that the Finance Commission had ignored the
Constitution and rendered § 50(a)(6)(Q)(i) to be meaningless. Not only
does the Court decline to give such interpretation to the acts of the Finance
Commission, any such meaning would exceed the "interpretive" authority
authorized by the Texas Constitution.126
The U.S. District Court for the Southern District of Texas, Houston Division, has
affirmed the bankruptcy court's order.127 The court formed the issue as follows: "The issue is
whether Section 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."128 The court states "The undisputed
evidence in this case showed that the lender restricted the borrower's use of the home-equity loan
proceeds – to repay the existing unsecured debt owed to the same lender – when it agreed to
make the loan only if the borrower specified this use."129 The court further states: "When, as
here, the record contains undisputed evidence that the lender would not have made the homeequity loan unless the homestead owner agreed to restrict the proceeds to repaying prior
124
125
126
127
128
129

Section 50(a)(6)(Q)(i).
324 B.R. 290 (Bankr. S.D. Tex. 2005).
Id.
Box v. First State Bank, 340 B.R. 782 (S.D. Tex. 2006).
Box v. First State Bank, 340 B.R. at 785.
Id. at 788.
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unsecured debt owed to the same lender, the lender is 'requiring' this restricted use of proceeds.
… If, on the other hand, the Bank had presented evidence that it was willing to make the loan
even if the proceeds had been paid directly to the borrower, without restriction, the fact that the
borrower agreed to use the proceeds to repay the existing debt would not invalidate the lien."130
B.

Lawsuits Regarding Adjustable Rate Home Equity Loans

Plaintiffs have filed class actions and individual lawsuits131 challenging variable rate
home equity loans made prior to January 8, 2004, the effective date for the Commissions'
interpretation, 7 Tex. Admin. Code § 153.16. The class action lawsuits include the following:
1.

Trahan v. Long Beach Mortgage Corp. and Washington Mutual Bank, F.A.,
No. 9:05CV29, (E.D. Tex.-Lufkin Division);

2.

Moorehouse v.
Tex.-Lufkin);

3.

Miller v. Aames Funding Corporation, No. 9:05CV183 (E.D. Tex.-Lufkin);

4.

Olivarez v. Fremont Investment & Loan Company, No. 9:06CV78 (E.D. Tex.Lufkin); and

5.

Vines and Henderson v. Option One Mortgage Corp., No. 9:05CV80, (E.D.
Tex.-Lufkin).

Ameriquest

Mortgage

Company,

No. 9:05CV75,

(E.D.

In the suits, the plaintiffs allege their notes provide for a variable interest rate and, therefore,
provide for payments that are not substantially equal. They contend that this violates
Section 50(a)(6)(L), the requirement that an equity loan is scheduled to be repaid in substantially
equal successive periodic installments. The plaintiffs, individually and on behalf of the class,
allege the notes are void and the lenders should forfeit all principal and interest on these notes.
On February 9, 2006, the Court issued an order denying the Motion to Dismiss. In
Moorehouse and Vines, the defendants also filed Motions to Dismiss. The motions also were
denied. In Vines, the borrower signed an arbitration agreement at closing and the defendants also
filed a Motion to Refer to Arbitration. In light of the Buckeye Check Cashing132 case, the
plaintiffs ultimately dismissed the case without prejudice.

130
131

132

Id. at 789.
See e.g., Mikhail v. Long Beach Mortgage Company, et al., No. GN400071 (Travis County District Court,
53rd Judicial District) (individual suit with similar allegations).
See Buckeye Check Cashing, Inc. v. Cardegna, 126 S. Ct. 1204 (2006) (holding a challenge to the validity
of a contract as a whole, and not specifically to the arbitration clause, must go to the arbitrator).
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C.

Agricultural Property and Equitable Subrogation

In LaSalle Bank National Ass'n v. White,133 the court addressed whether the home equity
loan was secured by homestead property designated for agricultural use and, if the home equity
loan was constitutionally invalid, whether the bank was entitled to equitable subrogation for the
portion of the loan proceeds used to pay the borrower's purchase money lien and outstanding
property taxes. On October 11, 2006, the Texas Fourth Court of Appeals withdrew a prior panel
opinion and judgment dated May 3, 2006 in this case, and substituted an opinion. The Fourth
Court of Appeals has held the following:
•

Article XVI, Section 50(a)(6)(1)'s use of the phrase "designated for
agricultural use as provided by statutes governing property tax"
refers to land put to an agricultural use as defined by, and assessed
for tax purposes under, both subchapter C and subchapter D of the
Tax Code;134

•

"Because White's land was 'designated for agricultural use as
provided by [subchapter D of] … [the] property tax [code]' the
Texas Constitution prohibited it from being used as security for a
home equity loan";135 and

•

the doctrine of equitable subrogation cannot be applied to
circumvent the constitutionally-mandated penalty of forfeiture.136

In Marketic v. U.S. Bank Nat'l Ass'n,137 the court decided that homestead property, if
subsequently re-designated for agricultural use by a borrower of a home equity loan, is protected
from forced sale under Section 50(a)(6)(I), regardless of how the property was designated when
the borrower incurred the debt. The court outlined several reasons including the following:

133
134
135
136
137
138
139

•

The Texas Legislature must have known that a property's
designation may vary from year-to-year and, therefore, had the
legislature intended for the property tax designation to be relevant
only at the time the "debt" underlying the foreclosure action was
incurred, it would have written such a condition into the
constitutional text.138

•

The court found nothing in the legislative history to indicate it was
the Legislature's intent that the only relevant property tax
designation is at the time the loan was executed.139

LaSalle Bank National Ass'n v. White, 2006 WL 2871278 (Tex. App.-San Antonio Oct. 11, 2006).
White, WL 2006 WL 2871278 at *4. See Tex. Prop. Tax Code ch. 23, Subchapters C and D.
White, 2006 WL 2871278 at *5.
White, 2006 WL 2871278 at *6.
436 F. Supp. 2d 842 (N.D. Tex. 2006).
Marketic, 436 F. Supp. 2d at 850.
Marketic, 436 F. Supp. 2d at 851.

2006 Texas Land Title Institute – Texas Home Equity Lending Update

Page 41
Winstead
© 2006

The court also notes the following:
•

The amendment does not prevent homestead property designated
for agricultural use from being pledged as collateral for a home
equity loan; it merely "protects" the homestead property from
"forced sale." See Tex. Const. art. XVI, § 50(a)(6)(I). In this
regard, § 50(a)(6)(I) places the risk on the lender to ensure that any
homestead property that may be securitized as collateral for a loan
will not be designated for agricultural use in the event of
foreclosure.140

•

Furthermore, because this Court is a federal court, its interpretation
of § 50(a)(6)(I) on this narrow issue of law is not binding
precedent in the Texas state courts.141

•

Because Marketic has presented evidence that the property is
currently designated for agricultural use, the Court finds that a
genuine material issue of fact remains on whether the land subject
to US Bank's lien qualifies as land that is designated for
agricultural use and is therefore immune from foreclosure.
Accordingly, the Court denies Defendant's motion for summary
judgment on this issue.142

In Marketic, the court also addresses "discount fees" for purposes of the three percent fee
limit under Section 50(a)(6)(E) and concludes they are interest rather than fees. The court
states:
The Court disagrees with Plaintiff's analysis. A Defendant
correctly notes, the 3% percent cap on fees was not exceeded
because the $3,900 that Marketic paid for discount points qualifies
as "interest" under § 50(a)(6)(E). In Texas, "discount points" that
are charged to originate a home-equity loan are not "fees" related
to the origination of the loan for purposes of § 50(a)(6)(E), as long
as the points are charged at the beginning of the loan term and
were paid in consideration for a lower interest rate on the
outstanding debt. See Tarver v. Sebring Capital Credit Corp., 69
S.W.3d 708, 712-13 (Tex. App.-Waco 2002, no pet.)(holding that
discount points do not qualify as "fees" because they are not
charged to "originate, evaluate, maintain, record, insure, or service
the extension of credit.")(citing Tex. Const. art. XVI,
140
141

142

Marketic, 436 F. Supp. 2d at 852.
Id. In an Order dated July 14, 2006, denying the Defendant's Motion for Reconsideration, the court again
repeated the non-binding nature of its decision and states "More significantly, the Court explicitly stated in
its memorandum opinion that its interpretation of § 50(a)(6)(I) was not binding precedent anywhere in the
state of Texas and anticipates that the issue will be ultimately decided by the Texas state courts."
Marketic, 436 F. Supp. 2d at 852.
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§ 50(a)(6)(E)). Instead, such payments qualify as "interest" for
purposes of § 50(a)(6)(E), even though both points and interest
may be computed on the principal amount of the loan. Id.; accord,
Pelt v. U.S. Bank Trust Nat. Ass'n, 2002 WL 31006139*4 (N.D.
Tex. 2002).143
VI.

CURES

In Doody,144 the Texas Supreme Court found that Section 50(a)(6)(Q)(x) was a "cure
provision" that permits lenders to cure failures to comply. SJR 42 amended this section to
provide clear guidelines regarding the timing and procedural requirements that lenders or holders
must follow to cure violations.
60-Day Period to Cure. Section 50(a)(6)(Q)(x) is a detailed cure provision. As amended,
Section 50(a)(6)(Q)(x) states:
except as provided by Subparagraph (xi) of this paragraph, the lender or
any holder of the note for the extension of credit shall forfeit all principal
and interest of the extension of credit if the lender or holder fails to
comply with the lender's or holder's obligations under the extension of
credit and fails to correct the failure to comply not later than the 60th day
after the date the lender or holder is notified by the borrower of the
lender's failure to comply.
Accordingly, the obligation to cure is triggered upon notice by the borrower145 of a lender's
failure to comply. To correct a violation, the lender or holder must take one or more of the
specific actions set out in subsections (Q)(x)(a)-(f), as applicable. An overview146 follows.
Refund of Overcharges. If the owner has paid an amount to the lender or holder that
either exceeds the 3% fee cap [Subsection (a)(6)(E)], is a prohibited prepayment penalty
[Subsections (a)(6)(G)], or unauthorized interest [Subsection (a)(6)(O)], the lender or holder
must pay to the owner an amount of money equal to any such overcharge. 147
Acknowledgment of Partial Lien Invalidity. If the principal amount of the loan at closing
exceeds the limitation under Subsection (a)(6)(B) of 80% of the fair market value of the
homestead property (when added to the aggregate balances of all other valid encumbrances of
record), the lender or holder must send the owner a written acknowledgment that the lien

143
144
145

146

147

Marketic, 436 F. Supp. 2d at 847.
49 S.W.3d 342 (Tex. 2001).
Section 50(a)(6)(Q)(x) uses the term "borrower". Subsections (x)(a)-(f) and (xi) use the terms "owner" and
"borrower".
See Memorandum dated January 13, 2004 from Al Alsup, entitled "Home Equity Lending Update", which
is available at www.loanlawyers.com.
Section 50(a)(6)(Q)(x)(a).
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securing the equity loan is valid only in the amount and to the extent that the loan amount does
not exceed the 80% loan-to-value limitation.148
If the loan purports to be secured by any real or personal property other than the
homestead property as additional collateral prohibited by Subsection (a)(6)(H), the lender or
holder must send the owner a written acknowledgment that the loan is not secured by any
impermissible property.149
If the loan purports to be secured by any homestead property designated for agricultural
use prohibited by Subsection (a)(6)(I), the lender or holder must send the owner a written
acknowledgment that the loan is not secured by any impermissible agricultural property.150
Modification of Prohibited Terms. If the home equity loan contains any other amount,
percentage, term, or other provision prohibited by Section 50 (e.g., recourse, impermissible
non-judicial foreclosure provision, impermissible acceleration provision; impermissible
repayments), the lender or holder must (i) send the owner a written notice modifying the loan to
conform to an amount, percentage, term, or other provision permitted by Section 50, and
(ii) adjust the account of the borrower to ensure that the borrower is not required to pay more
than an amount permitted by the Texas Constitution and is not subject to any other term or
provision prohibited by Section 50.151
Delivery of Signed Documents. If the lender has (i) failed to provide the owner a copy of
all documents signed by the owner related to the equity loan at the time of closing as required by
Subsection (Q)(v), or (ii) failed to obtain the required signatures of the owner and/or the lender
on the written acknowledgment of fair market value as required by Subsection (Q)(ix), the lender
or holder must deliver the required documents to the owner.152
Acknowledgment of Abatement of Interest and Obligations. If the lender has made an
equity loan on a homestead property that already has an equity loan secured on the same property
made under Subsection (a)(6) or a reverse mortgage secured on the same property made under
Subsection (a)(7) in violation of Subsection (a)(6)(K), the lender or holder must send the owner a
written acknowledgment that the accrual of interest and all of the owner's obligations under the
loan are abated while any such prior (a)(6) or (a)(7) lien remains secured by the same homestead
property.153
Payment of $1,000 Penalty and Offer of "No Cost" Refinancing. If the lender when
making an equity loan has failed to comply with any constitutional obligation that cannot be
cured under any of the foregoing subdivisions (a) – (e),154 the lender or holder may cure the
148
149
150
151
152
153
154

Section 50(a)(6)(Q)(x)(b).
Id.
Id.
Section 50(a)(6)(Q)(x)(c).
Section 50(a)(6)(Q)(x)(d).
Section 50(a)(6)(Q)(x)(e).
This may include failure to provide the 50(g) notice under Section 50(a)(6)(M)(i), failure to provide the
itemized fee disclosure under Section 50(a)(6)(M)(ii), or an impermissible closing location under Section
50(a)(6)(N).
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failure to comply by (i) a refund or credit to the owner of $1,000, and (ii) offering the owner the
right to refinance the equity loan with the lender or holder for the remaining term of the loan at
no cost to the owner on the same terms, including interest, as the original equity loan, with any
modifications in terms necessary for the loan to comply with Section 50, or on such terms as the
lender or holder and the owner otherwise agree that comply with Section 50.155 Although the
refinance of an equity loan before the first anniversary of the closing date of the loan is generally
prohibited, Section 50(a)(6)(M)(iii) permits a refinancing made under the cure provisions of
Section 50(a)(6)(Q)(x)(f).
Practice Tip – Multiple Violations. A lender may have multiple failures to comply rather than
a single violation. We will discuss curing equity loans in which multiple violations are
identified.
Incurable Violations. Two violations are excepted from the cure provision pursuant to
Subsection (Q)(xi). A lender or holder of an equity loan would expressly forfeit all principal and
interest of the loan if either:
•

the loan is made by a lender that is not authorized by Subsection (a)(6)(P)
to make home equity loans, or

•

the lien was not created under a written agreement with the consent of
each owner and each owner's spouse, unless each owner and owner's
spouse who did not initially consent subsequently consents.

Practice Tip – Applicable Law. Section 50(a)(6)(Q)(x) addresses curing failures to comply
with obligations under the extension of credit established pursuant to the Texas Constitution.
Certain failures to comply may also or only violate other laws -- Federal (e.g., Truth-in-Lending
Act) or state (e.g., Chapter 342) -- or contractual terms. The ability to cure these other violations
will depend upon the particular failure.
Cure Interpretations. The Commissions have issued cure interpretations156 which address
various issues including counting the 60-day cure period, methods of notification, and methods
of curing a violation.
VII.

TEXAS LEGISLATION

The 80th Texas Legislature convenes January 9, 2007. Prefiling of legislation begins
November 13, 2006. Various bills and joint resolutions pertaining to Texas home equity loans
are expected to be filed and considered.

155
156

Section 50(a)(6)(Q)(x)(f).
7 Tex. Admin. Code §§ 153.91-153.96.
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VIII. REVERSE MORTGAGES
On January 1, 1998, Section 50, Article XVI of the Texas Constitution was amended to
broaden the types of liens that validly may be secured by "homestead" property to add reverse
mortgages.157 Deficiencies with the law initially prevented a reverse mortgage market from
developing in Texas. In 1999, voters approved changes that were intended to permit
development of a reverse mortgage market.158 In 2005, voters approved a constitutional
amendment, SJR 7, which authorized line-of-credit advances under a reverse mortgage. An
overview regarding reverse mortgages follows.159
Development – Agency Guidance. Additional guidance regarding Texas reverse mortgage
lines of credit is set forth in the following:
•

HUD Mortgage Letter 2006-06 (March 17, 2006), a copy of which is attached as
Exhibit "H", in which the FHA announced the availability for HECMs loans with
a line of credit payment option closed on or after March 1, 2006. The letter
contains guidance on various matters including the need for lenders to adapt all
forms to ensure compliance with existing FHA requirements and Texas law.

•

Fannie Mae Reverse Mortgage Lender Letter 2006-2 (February 23, 2006), a copy
of which is attached as Exhibit "I", in which Fannie Mae announced it would
commence purchasing Texas Home Keeper reverse mortgage loans with line of
credit features beginning March 1, 2006. The letter contains, among other
guidance, a recommendation for lenders to consult with Texas counsel when
drafting Texas reverse mortgage documents and a listing of several issues lenders
should consider.

In general, reverse mortgages are so called because they work like conventional
mortgages but in reverse. In the same way that a borrower pays off a home mortgage in monthly
installments over the years, a reverse mortgage pays a homeowner in regular installments, a lump
sum payment, or through a line of credit that a homeowner can draw down as needed. Unlike the
loan balance of a conventional mortgage, which becomes smaller with each monthly installment,
the loan balance on a reverse mortgage grows larger over time. The loan principal increases with
each payment received, and interest and other charges accrue each month on the total funds
advanced. Reverse mortgages typically do not require repayment until the homeowner sells the
home, conveys title or moves away, or dies.160
157
158

159

160

See Sections 50(a)(7), (k)-(r).
Senate Joint Resolution 12 (SJR 12) amending the Texas Constitution was presented to the voters as
Proposition 2 on the November 2, 1999 ballot. The resolution took effect November 29, 1999.
Articles discussing Texas reverse mortgages include: Jack C. Harris, Reversal of Fortune, Tierra Grande
(April 2004) and J. Alton Alsup, The New and Improved Texas Reverse Mortgage, 55 Consumer Fin. L.Q.
Rep. 189 (2002). See also, "FAQ: Texas' Thoroughly Modern Reverse Mortgage" and Memorandum
dated May 8, 2000 entitled "Texas Reverse Mortgage Law" from J. Alton Alsup, which are available at
www.loanlawyers.com.
See, e.g., 12 C.F.R. § 226.33(a).
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Unlike the traditional home mortgage loan, a reverse mortgage is underwritten based on
the home's appraised value and the loan term or actuarial life expectancy of the owner, and not
on the income or earning capacity of the owner, who is most often retired and living on a fixed
income. Actuarial formulas are used to determine life expectancy rates for purposes of
determining the principal loan limit, which cannot exceed the expected value of the home at loan
maturity. Generally, the younger the borrower, the lower the monthly payments for which the
borrower qualifies because payments generally must be disbursed over a longer period than with
an older borrower. Significantly, loan advances made to the homeowner under a reverse
mortgage generally are not taxable as income and do not affect the homeowner's eligibility for
Social Security, Medicare and Medicaid benefits.161
Fannie Mae has developed a reverse mortgage product, the "Home Keeper®." The
Department of Housing and Urban Development ("HUD") has developed a product, the Home
Equity Conversion Mortgage (or "HECM").162 An overview of the two products follows:
HECM (Home Equity Conversion Mortgage). HECMs are designed and
insured by FHA.163 Available amounts are capped by FHA loan limits.
HECMs are intended for use with an existing home.
Home Keeper. Designed by Fannie Mae, Home Keeper was created to
serve additional consumers whose needs cannot be met adequately by
HECMs. Specifically, it is intended to provide more funds for properties
with values higher than the FHA limits, as well as to make reverse
mortgages more accessible to owners of condominium units. Like
HECMs, the Home Keeper is also utilized with an existing home.
In Texas, the authority for reverse mortgages is set forth in Section 50(a)(7) and Sections
50(k) – (r). The Texas Constitution establishes the following requirements or limitations:
Voluntary Lien. The mortgage must be secured by a voluntary lien on the
homestead created by a written agreement with the consent of each owner
and each owner's spouse.164 Each owner and each owner's spouse must
consent to the lien regardless of whether the spouse claims an ownership
interest in the property or is an applicant for, or obligor on, the debt.

161

162

163

164

However, a borrower electing a lump-sum advance of proceeds should seek counseling regarding their
continued eligibility for Medicaid benefits if retaining the advance as a liquid resource.
HUD issued Mortgagee Letter No. 00-9 (March 8, 2000) in which it announced, subject to instructions and
modifications to certain of the model loan document forms set out in the letter, FHA would immediately
begin insuring reverse mortgages under its HECM program in Texas.
The purposes of the Home Equity Conversion Mortgage Insurance program are set out in § 255(a) of the
National Housing Act, Pub. L. 73-479, 68 Stat. 1246, 12 U.S.C. § 1715z-20. The basic payment options
are: the tenure payment option (equal monthly payments are made by the mortgagee to the mortgagor as
long as the property is the principal residence of the mortgagor), the term payment option (equal monthly
payments are made by the mortgagee to a mortgagor for a fixed term of months chosen by the mortgagor),
the line of credit payment option or combination of the same. 24 C.F.R. § 206.17(a).
Section 50(k)(1).
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Age Limit. A reverse mortgage is available only to a person who is or
whose spouse is 62 years or older.165 This requirement differs from the
requirements of the HECM and Home Keeper loan programs which
require the youngest borrower to be 62 years of age, or older.
Nonrecourse. A reverse mortgage, like a Texas equity loan, is only
permissible without personal liability recourse against the owner or
spouse.166 When due, a lender may look only to the proceeds of the sale
of the home for repayment of the reverse mortgage and neither a deceased
homeowner's estate nor his or her heirs have any liability for payment of
any deficiency that may result.
Advances – Based on Equity. Under a reverse mortgage, the loan amounts
or the borrower's eligibility for the loan must be based upon the borrower's
age and the equity in the borrower's homestead property only.167 The
authorized advance methods include the following:
•

an initial advance at any time and future advances at
regular intervals;

•

an initial advance at any time and future advances at
regular intervals in which the amounts advanced may be
reduced, for one or more advances, at the request of the
borrower;

•

an initial advance at any time and future advances at times
and in amounts requested by the borrower until the credit
limit established by the loan documents is reached; and

•

an initial advance at any time, future advances at times and
in amounts requested by the borrower until the credit limit
established by the loan documents is reached, and
subsequent advances at times and in amounts requested by
the borrower according to the terms established by the loan
documents to the extent that the outstanding balance is
repaid.168

Restrictions. A reverse mortgage must provide that:

165

166
167
168

Section 50(k)(2). Regulation B provides that a creditor may not discriminate on a prohibited basis
regarding any aspect of a credit transaction. 12 C.F.R. § 202.4. A "prohibited basis" includes age
(provided the applicant has the capacity to enter into a binding contract). 12 C.F.R. § 202.2(z). HUD
regulations governing HECMs requires the youngest mortgagor be 62 years of age or older. 24 C.F.R.
§ 206.33.
Section 50(k)(3).
Section 50(k)(4).
Section 50(p).
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•

the owner does not use a credit card, debit card, preprinted
solicitation check, or similar device to obtain an
advance;169

•

after the time the extension of credit is established, no
transaction fee is charged or collected solely in connection
with any debit or advance;170 and

•

the lender or holder may not unilaterally amend the
extension of credit.171

A lender cannot reduce the amount or number of advances because of an
adjustment in the interest rate if periodic advances are to be made.172
Repayments. The borrower must have no legal obligation to repay a
reverse mortgage, or any portion or principal or interest thereon, until the
loan balance is due based on one of the following:
(1)

all borrowers have died;

(2)

the homestead property is sold or otherwise transferred,

(3)

all borrowers cease occupying the homestead property for a
period of longer than 12 consecutive months without
written approval from the lender; or

(4)

the borrower:
(A)

defaults on an obligation specified in the loan documents to
repair and maintain, pay taxes and assessments on, or
insure the homestead property;

(B)

commits actual fraud in connection with the loan; or

(C)

fails to maintain the priority of the lender's lien on the
homestead property, after the lender gives notice to the
borrower, by promptly discharging any lien that has
priority or may obtain priority over the lender's lien within
10 days after the date the borrower receives the notice,
unless the borrower:
(i)
agrees in writing to the payment of the obligation
secured by the lien in a manner acceptable to the lender;

169
170
171
172

Section 50(v)(1). Section 50(t)(3) imposes a similar requirement for Texas HELOCs.
Section 50(v)(2). Section 50(t)(4) imposes a similar requirement for Texas HELOCs.
Section 50(v)(3). Section 50(t)(7) imposes a similar requirement for Texas HELOCs.
Section 50(k)(5).
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(ii)
contests in good faith the lien by, or defends against
enforcement of the lien in, legal proceedings so as to
prevent the enforcement of the lien or forfeiture of any part
of the homestead property; or
(iii) secures from the holder of the lien an agreement
satisfactory to the lender subordinating the lien to all
amounts secured by the lender's lien on the homestead
property.173
Forfeiture. A reverse mortgage must provide that the lender forfeits all
principal and interest if the lender fails to make loan advances as required
in the loan documents and fails to cure the default as required in the loan
documents after notice from the borrower.174 However, this subsection
does not apply when a governmental agency or instrumentality takes an
assignment in order to cure a default.
Counseling/Affirmation. A reverse mortgage may not be made unless the
owner attests in writing that the owner has received counseling regarding
the advisability and availability of reverse mortgages and other financial
alternatives.175
Repayment Disclosure. A lender is required to disclose to the borrower in
writing the circumstances under which the borrower is required to repay
the loan.176
Foreclosure. A lender must give the borrower a written notice of the
existence of a ground for foreclosure and a specified period of time to
effect any of the specified cures of the default. Foreclosure of the lien by
court order is required unless the default is based on the death of all of the
borrowers or the collateral is sold or otherwise transferred.177
Lenders Advances. Lenders may make loan advances at any time, on
behalf of the borrower, to pay amounts the borrower is obligated to pay
under the loan documents to the extent necessary to protect the lender's
interest in or the value of the collateral.

173
174
175
176
177

Section 50(k)(6).
Section 50(k)(10).
Section 50(k)(8).
Section 50(k)(9).
The Texas Supreme Court was directed to promulgate rules for expedited foreclosure proceedings for
foreclosure of reverse mortgage liens that require a court order. The proposed rules were published for
comment on the March edition of the Texas Bar Journal in accordance with administrative rule making
procedures. The rules took effect April 15, 2000.
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Interest Rate. Interest rate can be fixed or adjustable and may also provide
for interest contingent on appreciation in value of the homestead.178
Impact on Assistance Programs. For the purposes of determining
eligibility under any statute relating to payments, allowances, benefits, or
services provided on a means-tested basis by the State of Texas, including
supplemental security income, low-income energy assistance, property tax
relief, medical assistance, and general assistance; the Texas Constitution
provides that (1) reverse mortgage loan advances made to a borrower are
considered proceeds from a loan and not income; and (2) undisbursed
funds under a reverse mortgage loan are considered equity in a borrower's
home and not proceeds from a loan.179
The various requirements for Texas home equity loans180 do not apply to reverse
mortgages. For example, the 80 percent loan to value cap and the three percent fee limit do not
apply to reverse mortgages.
Reverse mortgages are an important financial tool for many older homeowners who
describe themselves as "house rich and cash poor." The HUD website has more information
about reverse mortgages and the HECM
program.
A
link
follows:
www.hud.gov/buying/rvrsmort.cfm.
Fannie Mae has information on its website
(www.fanniemae.com).

178
179

180

Section 50(m).
50(o). However, funds disbursed under a reverse mortgage are counted as an asset or resource and could
disqualify recipients from assistance, if the recipient does not spend the loan advance during the calendar
month in which he or she receives it. If the recipient retains the loan advance past the end of the calendar
month, then the payment will count as a "liquid resource."
See § 50(a)(6).

2006 Texas Land Title Institute – Texas Home Equity Lending Update

Dallas_1\4516552\4
999993-130 11/3/2006

Page 51
Winstead
© 2006

