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Dear Mr. Maloney:

This is in response to your letter dated May 22, 1981, which was one of several
requests we have received concerning the question you presented. I have delayed
somewhat in my reply in order to discuss this matter with a number of people and
to consider the correspondence we have received related to this question.

The issue you and several others have raised basically is as follows:

May "points'" (which I consider to be a prepaid finance charge) be contracted
for and collected on a secondary mortgage loan made pursuant to Chapter 5,
Article 5069, V.T.C.S.? :

I would first like to make some general observations. Prior to the enactment of
H.B. 1228, this Office has always considered it to be improper for a lender to
contract for & prepaid finance charge in connection with a Chapter 5 loan. One of
the primary considerations for this position has been the language of Articles
5.02(1) and (2) which authorized an add-on interest charge of $8 per $100 per
annun and required that the interest charged be added to the cash advance at the
time the loan was made. That being the case, there was no authorization for any
type of prepaid interest or "points." Also, Article 5.02(5) prohibited any
charges other than authorized by Chapter 5.

Also, this response is based on the assumption that 1f called upon to decide the
question, the Texas Supreme Court would hold that "points' and any other prepaid
finance charge, no matter how denominated, would be considered interest. Gonzalez
County Savings and Loan Association v. Freeman, 534 SW2d 903, (Sup. Ct. Tex.
1976); American Savings and Loan Association v. United States, Civil No. H-77-833
(S.D. Tex. 1978). 1In the latter case, which was not a final decision but only a
ruling on a motion for summary judgment (the case was later settled), the court
stated the following:
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“"Ihererore, the :=durt find: that where suzh a loaa disccunt is truly --
albeit indirectly -- pald by a borrower, the Texas Supreme Court would find
such a payment to be 1aterest, such as where the debtor is obligated to
reimburse the one making the payment or where the purchase price of property
is increased above the market value to reflezt the contemplated payment of a
loan dizccuar by the sellss to induce the making of a l:an to the buyer."

The court was of course speaking of "sellers points" in this case, but surely the
same reasdaning would be applizable to "borrowers points" or prepaid interest. I

mentlon these c3urt case: only ts fllustrate why I assume the Texas Supreme Court
would coasider "points” to be fatzrest.

As mentioned earlier, pridt ty enactment cf H B. 1228, Chapter 5 authorized only
add-on precomputed inte:zest osn a Chapter 5 contract. Article 1.04(4) now provides -
as fcllows:

"In any tontraczt, including a coatracr f£or an open-end azcount, which is
subject to Chapters 4, 5, 6, 6A, or 7 of this Title, rhe parties and their
assignees wiy coatract f£o¢ any rate or amount allowed by that Chapter, or any
simple or precomputed cintract rate or amdunt not erceeding those allowed by
this Article, but except to the extent 1nconsisteat with this Article in any
eavent the parties to any coatract under any of su:h Chaprers sr to any con-
tract under Chapter 3 of this Title shall comply with all of the other
rights, dutiles, and sbligatisn: unde: the applicable Chapter and the parttes
and their assignees have all other rights under the applicable Chapter,
including thcse provizion: reguiring certatn refuad credits in event of
prepayment or accelerattzn "

As can be szen from tne sbive languags, simple fnrerest (1nterest bearing) con-
tracts are now authorized for Chaprte: 5 rransa:tions. Our past position with
regatd t> points not being p:irmitted on prezomputed Chapter 5 contracts is sc1ll,
we believe, scund and w2 believe H B. 1228 did noching to alter that view as far
as precomputed contract: are cocncerned. However, we have reached a different
con:lusisa with regacd t: s:mple faterast (interest »eariag) coatracts  Article
5-02(6), added tc Chaprer 5 by H B. 1228, provides:

"(6) As an aiteznatire t: the rate provided f:r b, Sectfzn (1) of this
Artizle, tne parties may agree t: any rate not ext z¢ding a rate authortzed by
Artiiis 1.04 o1 tnis Ticle."

In effect this new section ststes that as an alternative to the $8 add-on, pre-
computed interest authorized by Artizle 5 02(1), the partZes may agree to and
contract for the Articie 1.0% rates which may be pre:cmputed or simple interest.
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In a precompured Chapter 5 contract but with Article 1.04 rates, our earlier
position with respect to points would still be applicable. However, if the note
were simple interest (interest bearing), the provisions of Chapter 5 relating to
the treatment of precomputed interest would of course not be applicable. There-
fore, on those types of loans, 'points" may be charged and any such charge would
be considered as interest. Since "points" would be interest they would have to be
included with the remainder of the interest charges in calculating the appropriate
annual percentage rate on the contract. Also, 1t would be imperative that the
inclusion of “points" in the total interest charge did not increase the overall
interest yield on the contract beyond the appropriate interest ceiling.

Additionally, I am of the opinion that the provisions of Article 1.07(a) would be
applicable to an interest-bearing Chapter 5 loan made pursuant to the provisions
of Article 1.04. Said Article 1.07(a) would not, however, be applicable on any
precomputed Chapter 5 loan even 1if made pursuant to Article 1.04 provisions since
the provisions of Chapter 5 relating to the treatment of precomputed interest
rexain in effect.

Sincerely yours,

;;y//mw/
Samm Kelley

Commissioner



