In a new report, the National Consumer Law Center has highlighted the risks and dangers
of so-called "Share Appreciation Loans" and "Home Equity Contracts."

Homeowners facing financial difficulties often turn to their home equity as a

solution. However, if they are not approved for a new mortgage or equity line of credit,
those same homeowners will be forced to look for alternatives. These "Share Appreciation
Loans" and "Home Equity Contracts" appear to be a light in the darkness, but there are
significant hidden dangers in these new "loan alternatives."

As stated by the NCLC: "Caveat emptor will not work here. These contracts are so
complex that consumers cannot spot the risks or unfair terms. Because the cost of
these contracts is so hard for consumers to predict, and because of basic human
psychology, most consumers will under-estimate how much they will owe in the future
and will be shocked when the bill comes due. The cost of these contracts will rob
homeowners of their most valued asset—the equity in their home."

If you are considering selling your equity through a "Share Appreciation Loan" or "Home
Equity Contract” please get in touch with us today at (949) 264-0966. There are numerous
legal considerations that must be addressed before giving away your hard-earned equity. At
Lawyers Realty Group, we offer free legal services to California homeowners in these
situations. Call (949) 264-0966 today and speak with an Attorney/Realtor for free.
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Homeowners in the United States collectively have trillions of dollars of equity in their
homes. Most plan to use it for a wide range of goals, including paying for retirement or at-
home care, leaving money to their children, paying down debts, paying for college, making
home repairs, starting a business, and other nonpurchase reasons.

The traditional tools for accessing this equity are highly regulated home equity loans
(including reverse mortgages). But some people who want to access their equity without
selling the home lack the income or credit to qualify for a traditional mortgage.

In recent years, new business models have emerged offering products that purport to help
people access their equity without a loan. These products come in different forms, but the
basic transaction provides homeowners with a cash advance in exchange for a share of the
future value of their home. For-profit companies market these products in various ways,
calling them “shared appreciation contracts,” “option contracts,” or home equity sharing
agreements.1 Wall Street calls them “home equity investments.”2 Some have also called it



“home equity stealing.”3 For the purposes of this issue brief, we will refer to these
contracts as home equity investment loans, or “HEls.”

Whatever this product is called, it is a loan masquerading as obligation-free cash. The
companies that market and sell them often use deception to lure financially struggling
consumers into unconscionable, high-priced loans. The time has come for policymakers to
protect homeowners from the risks this product poses and those who may abuse it. HEI
loans are really just another form of mortgage and should be regulated like other forms of
mortgage credit.

It’s the details of an HEI loan that matter. If the contract requires the homeowner to
turn over too much of their equity or home value, it’s not a wealth-building product.
While some products may expand cash-out or home-retention opportunities, they
may also prevent homeowners from refinancing when interest rates go down, and they
almost always result in unaffordable balloon payments.

HEI loans are structured differently from traditional loans but are just old wine in new
bottles.

In a traditional “forward” mortgage loan, a lender provides the homeowner cash up front,
and the homeowner agrees to repay it in predictable installments, no matter what happens
to the value of the home. Even with adjustable-rate mortgages, the payments are relatively
predictable, and honest lenders won’t make a loan unless they reasonably believe the
borrower can afford the payments. If the homeowner defaults, the lender can foreclose and
recover the amount owed by selling the home. In some states, the lender can also sue the
borrower for any remaining balance. Laws regulating consumer mortgages protect
homeowners from certain unfair lending practices, and many states regulate foreclosures
carefully.

Reverse mortgages are also subject to important consumer protections, such as
mandatory HUD-approved counseling before closing and certain disclosures. Most
importantly, reverse mortgage borrowers have the right to stay in their homes indefinitely,
as long as they remain current on their property insurance and taxes.

HEI loans offer homeowners money up frontin return for a share of the home’s future
value.4 HEI loan borrowers are usually not required to make any payments to the company
until the earlier of a maturity date specified in the contract or when they transfer the
property.5 Then they must make a balloon payment calculated as a percentage of the
home’s value. If they do not pay by maturity, they face foreclosure. Some companies offer
HE! loans to help buy a home, while others are offered to existing homeowners who might



otherwise seek a traditional home equity loan or reverse mortgage. In this papet, we only
focus on the kind of HEI loan offered to existing homeowners by for-profit companies.

HEI loans are confusing and complex. Most are designed to look like option agreements
where the company claims to buy an option to purchase a share of the consumer’s house
in the future. Companies point out that if they never exercise the option, the consumer will
not owe anything on the contract. Based on this premise, the company claims it is not
making a loan—just buying an option. But, in reality, the company almost always exercises
the “option.” When it does so, it becomes a co-owner of the home.

When the company exercises the option, the homeowner must put the house up for sate (if
the homeowner has not already done so) or buy the company’s share back. By this time,
the company’s share will typically be worth far more than what the homeowner originally
received for it—typically tens or hundreds of thousands of dollars more. This substantially
reduces the homeowner’s share of the equity in their own home.

Understanding the cost and benefits of an HEI loan is sometimes made even more difficult
by contract terms that discount the initial value of the house.6

Companies often advertise that the transaction is not a loan and that the homeowner will

not owe anything if the home loses value. But companies use sophisticated projection
models to predict home values and securitization to insulate themselves from bearing any
risk.

In practice, these companies will almost always get repaid.
As with other mortgages, if homeowners can’t make their payments, they lose their home.

When the time comes (at the end of the term or sooner), the homeowner must pay the
company a share of what the house is worth. Most people will do so in one of three ways:
by selling the home, by using money from savings, or by getting a traditional mortgage. If the
homeowner does not, or cannot, do any of these, the contract may authorize the company
to sell the home out from under the borrower. Because these contracts do not treat the
transaction as a loan, the company might not follow state foreclosure laws. For the
homeowner, however, the end result is the same as a foreclosure—the homeowner gets
evicted.

There are no clear limits on how much equity a company can take.

The percentage the company takes, and how much cash it is willing to offer the
homeowner, vary and are usually determined by the investor’s analysis. Homeowners may
be attracted by a large payment now in return for an unspecified bill in the distant future.



But when the time comes, that may leave the homeowner owing far more than they
originally received.One court refused to void a 50-year contract transferring 100% of the
future increase in value.7 And another court enforced a contract that gave the funder a
2,000% return on the amount initially paid to the homeowner.8 Such unconscionable
contract terms take advantage of loopholes in the law and prevent the homeowner from
using their equity as they originally planned.

Imagine a 10 or 30 year mortgage with only one payment that’s due at the end, but
nobody can tell you what the interest rate is or what the payment will be untit it comes
due. That’s what you get when you sign a home equity investment contract.

Do existing consumer protections or disclosure requirements apply?

Yes. Many states have consumer protection laws against unfair and deceptive acts and
practices that apply to HEI loans, as well as lending and disclosure laws that should apply.
In truth, HEIs are mortgage loans. But companies offering HE! loans claim they are not
making loans and that mortgage laws do not apply. They claim the terms and conditions in
their contracts place them beyond the reach of disclosure and lending laws.

Despite such ctaims, it is important to analyze these transactions based on how they
function, rather than what they purport to be.

Because mortgage loans are complicated and put a consumer’s home at risk, state and
federal laws require lenders to provide disclosures that summarize and emphasize the
most important terms. This helps consumers understand how much the loan witt cost, how
long it will last, and whether they can get a better deal somewhere else. There are also
extensive federal and state laws restricting certain abusive loan terms and lending
practices.

Without the application of mortgage taws, consumer protections for HEI loans are far more
limited, despite the extreme complexity and risk in these transactions. Homeowners may
even be prevented from defending their home in court, because these contracts often
include forced-arbitration clauses—something that would be prohibited if these contracts
were treated as mortgages.9

In reality, home equity investment contracts are subprime mortgage loans.

Some companies claim these transactions are not loans because the company is not
obligated to exercise the option. They say the consumer might not owe anything if the
property value goes down. But in reality, companies only offer these products for homes
that are almost certain to increase in value. And the contract terms are often structured in



a way that almost guarantees that the company will get its original payment to the
consumer back.

As a result, it is almost certain that the consumer will have an obligation to pay. Industry
participants argue that they do not always exercise the option, and they do sometimes lose
money. But, while there is little public data, available evidence suggests that this is very
rare. Instead, industry losses on HEI loans are probably comparable to defaults on
mortgages. And nobody would argue that a mortgage isn’t a loan just because the lender
sometimes loses money.

From the consumer’s perspective, HEls are loans—the consumer gets money upfront and
the lender expects repayment later.

Three states have already recognized this. Connecticut,10 llinois,11 and Maryland12 have
passed laws declaring that these equity products are, in fact, loans. As explained in our
recommendations, other states should too.

Option-based equity products are unfair to homeowners.

HEI loans have the potential to be grossly unfair to homeowners. While the contracts vary
widely, problems include:

« Hidden, subprime effective interest rates. Although the contract does not specify
an interest rate, like a traditional loan, the difference between the balloon payment
and the upfront payment to the borrower acts like interest. As a result, a rapid
increase in property values becomes a double-edged sword for the homeowner.
Yes, the homeowner gets more equity, but they have to pay more to the investor,
resulting in what is effectively a hidden subprime interest rate.

o Borrowers cannot predict what they will owe. There's no way for the borrower to
predict what they will owe, and companies don't accurately disclose their own
projections to borrowers.

« Companies do not provide information for comparison to traditional
mortgages. Because companies claim their products are unregulated, they do not
disclose an annual percentage rate (APR). As a result, consumers cannot compare
the cost to traditional mortgage financing, which is normally much cheaper and
comes with consumer protections.

« Home equity investments are asset-based lending.13 The transaction is based
solely on the value of the property. There is no underwriting for whether the
homeowner can afford the baltoon payment at maturity. Instead, the investor
expects the homeowner to pay by selling or mortgaging the house. Asset-based



mortgage lending has long been recognized as a form of predatory lending. It is
prohibited by the Home Ownership and Equity Protection Act (HOEPA)14 and has
contributed to many foreclosures.15

« HEIlloans include restrictions on using your own home. HEI loans usually restrict
what consumers can do with their home during the contract term. They may be
prohibited from renting the home out if they decide to move. Their ability to use the
property for a business may be limited. And they usually cannot get a traditional
second mortgage for home improvements, repairs, or any other purpose without the
company’s permission. Refinancing to a lower interest rate is also nearly impossible
because it would require paying out a portion of the equity.

« HEIl loans are very hard to understand. HEI loans involve legal and economic
concepts that are not easily explained to someone without experience in the law or
finance. Understanding the range of what the consumer will potentially owe on the
contract requires making economic predictions that professional economists
struggle with, including the future value of real estate appreciation and the rate of
inflation a decade in advance.

« Companies mislabel the product as an “option contract.” The typical consumer
understands what a loan is. But very few have experience with so-called option
contracts. As a result, they are at the mercy of a financially sophisticated counter-
party that will have targeted them using complex mathematical models to maximize
their profit. Moreover, because the company almost always exercises the option,
labeling it as an option hides the truth—that the contract is really a mortgage loan.

« Contracts often restrict access to justice. Many HEI loans restrict the
homeowner’s ability to protect their rights in a court of law by using forced-
arbitration clauses that would be prohibited by the federal Truth in Lending Act
(TILA) if these contracts were recognized as mortgages.

« Thereis no standardized HEI loan form (as there is for traditional mortgages), so it
is necessary to read every word of the deal documents to know what the
consumer’s obligations are. But the typical contract and associated agreements
can be more than 100 pages long. These transactions also exploit aspects of
consumer psychology that can trap even financially sophisticated people.16

Recommendations For Federal and State Policymakers

Caveat emptor will not work here. These contracts are so complex that consumers cannot
spot the risks or unfair terms. Because the cost of these contracts is so hard for consumers
to predict, and because of basic human psychology, most consumers will under-estimate



how much they will owe in the future and will be shocked when the bill comes due. The
cost of these contracts will rob homeowners of their most valued asset—the equity in their
home. State and federal policymakers should take the following steps to protect buyers:

States should:

Clarify that HEIl loans are mortgage loans, that create a debt, and that they are
subject to the same state laws as other residential mortgages, including state
foreclosure laws and other mortgage protections, as well as state usury caps.

Impose limits on contract terms:
o Limitthe maximum term for HEI loans to 10 years, to limit home equity loss.

o Require all HEI loans to include a contractual cap, limited by statute to a
reasonable amount, on how much the homeowner will be required to pay
when payment is due.17

o Declare that a contract shall be automatically void if it lacks a cap or exceeds
the statutory cap.

Require the consumer to be represented by an independent attorney of the
consumer’s choice and at the lender’s expense at closing.

Require the lender to pay all closing costs.

Require the lender to give the homeowner a new, market-rate mortgage at the end of
the contract term if the homeowner cannot otherwise repay the debt without selling

the property.
Specify that any violation of the HEI! loan protections recommended here
constitutes a violation of the state deceptive practices statute.

Ramp up state investigations and enforcement actions against companies when
they fail to comply with consumer protection and other applicable laws.

The Consumer Financial Protection Bureau (CFPB) should:

Clarify that HEI loans are mortgage loans and a form of credit that is subject to the
same federal laws as other mortgage loans, including:

o The Truthin Lending Act (TILA) (including its ban on forced arbitration in
residentialt mortgages and the Home Ownership and Equity Protection Act);

o The Real Estate Settlement Procedures Act; and



o The Garn-St. Germain Act (which allows heirs to assume loans on the family
home).

e Issue guidance stating that an HEI loan is unfair and abusive18 if it lacks a cap on
how much the consumer must pay under the contract;

e Amend TILA’s Regulation Z by:
o clarifying that the definition of credit includes HEI loans;

o amendingthe commentary to Reg. Z § 1026.2(a)(14) by eliminating the
exemption for option contracts secured by a consumer’s residence; and

e requiring HEI loan transactions to be disclosed according to a new model disclosure
that is based on the following assumptions:

o theloan amountis the amount paid to the consumer at origination;

o the amount financed is the loan amount, plus any borrower-paid closing
costs excluded from the finance charge under Regulation Z;

o aballoon payment will be required at maturity, amounting to the lesser of the
maximum amount allowed by the cap stated in the contract or state law;

o the lender exercises any option provision in the contract;

o the total finance charge should be the difference between the amount
financed and the balloon payment, plus any other charges required by the
creditor;

o the annual percentage rate will be calculated assuming the transactionis a
single-advance, single-payment loan.

e Issue guidance clarifying that HEI loans are unfair, abusive, and deceptive where
they do not provide protections, such as those discussed here, to promote informed
decision making.

For further discussion, please contact National Consumer Law Center Senior Attorney
Andrew Pizor at apizor@nclc.org.
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