OFFICE OF CONSUMER AFFAIRS
1528 SHEAMAN, <nd Floor
DENVER, COLORADO 80203

Tespnone: (303} 839-3611

SANDRA B. MC CRAY
ADMINISTRATOR

JAMES T. DILLON -
DEFUTY ADMINISTRATOR Che ®tate of Colorado
UNIFOPM CONSUMER CREDIT CCDE DEPARTMENT OF LAW

December 16, 1980

Agminisarative Jnterpresatign Nos 35105 and 3.20]1-2210

A WRAP-ARQUND MQORTGAGE IS NQOT A FIRST MORTGAGE CR DEED OF
TRUST WITHIN THE COMTEMPLATIGON QOF SECTION S5-3-135« THE
®PRINCIPAL"™ OF 4 WRAP-ARQUND LCAN FOR PURPOSES OF CalCULATING
THE APR IS THE AMQUNT ACTUALLY ADVANCED BY THE wWRAP-AROUND
LENDER TO THE BORROWER.

The administrator has received several different requests
for her opinion 3s to the proper treatment of vari:ous aspects
of wrap-around mortgages under the Colorago Uniform Consumer
Cregit Codee. This interpretation deals only with two of

the issues raised by the requests received:

(l)s Whether 3 wrap-around mortgage is 3 first mortgage
within the meaning of that term in section 5-3-1057?

{2)e If the wrap-around mortgage is not a8 first mortgage
within section 5-3-105y what is the "principal®™ of a
wr3p-around mortgage for the purposes of calculating
the finance cnarge on the wrag=-around loan under saction
§-3-2017

Prior to rendering an opinion on the above two issuess it
is important to provide some background on the definition,
uses and effects of wrap=around financinge

8y definitions a wrap-around mortgage 1_ga_n is a lgan secureg
by a lien on real property upon whicCh thare exists one or
more prior liens securing prior indebtednesse I[In other
worase the real property securing the wrap-arcund mortgage
loan is subject to 3 prior {first) mortgage (or mortgages)
which remains outstanding and unsatisfiade I[f the trans-
action is a sales the borrower assumes the first mortgagae.
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The wrap-around loan is evidencad by a note. The face amount
of the note equals the sum of the outstanaing balance on

the prior mortgage loan plus the amount of additional funags
advanced D0y the wrap—-around lengdere The bDorrower pays the
wrap-around lender the amounts due On this note (ie.€e¢ ON
botn loansey the first mortgage l10an and the additional advances)e
The wrap=-around "mortgage” is really a covenant contained .
within 3 mortgage (or agdendum to a deed of trust)e Although
tne wrap-around lenger agrees, pursuant to the covenant in
the mortgages to make payments on the first mortgage he

does not assume the first mortgage or undertake personal
liability to make those paymentse The wrap—-around lender’'s
agreement to make payments on the first mortgage is congi=-
tioned upon the borrower’s making payments to the wrap-around
lenger. The borrower is ot released from the obligations

on the prior mortgagess

In this administrator’s experiences wrap-around financing
is used in three categories of consumer credit transacticns:

Ae A loan made in connection with the refinancing of a
first mortgage on a consumer dwellinge There is no
sale involved in sucn 3 transactione AS an example
of such a transaction: assume X owns Blackacres real
estate worth $75,000 subject to a $50,000 first mort-
gage pearing a finance charge of 8X. X wishes to refi-
nance the first mortgage ang borrow an additional
$10+000 in conjunction with the refinance on the equity
he has in his home; for such purpose X approaches L
(lender)e Insteaad of consummating the loan tnrough
tne issuance of a conventional second mortgages L
offers X the requestad loan on the condition that X
permit L to "wrap-around” the existing first mortgage
which remains in placea.

Be Seller financing in connection with a sale of seller's
home whicn is subject to an existing first mortgagee.
As an example of such a transaction: assume X owns
Blackacre worth $75,000 subject to a $50+000 first
mortgage dearing 3 finance charge of 8. P wishes to
buy Blackacre but only has $12¢500 as a down payment.
X agrees to sell ana carry-dback the financing in the
following manner. L will make the $12,500 advance to
X and will execute a wrap-around mortgage which requires
leaving the first mortgage in placee X is nameg as
mortgagees Thereupons X conveys the property to P
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and agrees to continue to discharge the remaining ooli=
gations under the outstanding first mortgage as they
maturee.

Ce Third party lender financing in connection with the
purchasae of real property subject to a first mortgage.
As an example of such 3 transaction: assume X oOwns
Blackacre worth $75,000 subject to a $504000 first
mortgage with 8 finance charge at 8. P desires to
purchase Blackacre but only offers $124500 as a down
payment. X and P approacn L to secure financing of
tne sales Instead of consummating the loan tnrough
thne issuance of a conventional second mortgages L
agrees to finance the transaction through a8 wrap-around
mortgage which requires leaving the existing first
mortgage in place.

Of coursey the particular facts of any wrap-around mortgage
may vary within eacn of tnese cateqgories. For purposes of
the first issue gealt with in tnis interpretationy the dif-
ferences petween the categories as wall as the factual varia-
tions witnin the categories are irrelevant since the gefini=
£ion of a wrap-around mortgage is constantes For purposes

of the second issue dealt with in this interpretation, only
the third categorys the purchase money wrap-around mortgage
with thirgd party financings will De discussed since it is
tnat category which has generated the requestse.

Issue No. 1: wWhether 3 wrap=-arqund morsgage is a_firss _mort=
gage.within the meaning of that teem in sectign 5-3-105 of
tne_Golorago uniform Consumer Cregit_G(odee.

Section 5-3-105s as amended Dy Senate bill 20,4 exempts from
the provisions of the Uniform Consumer Credit Code (incluging
thne rate ceiling and certain otner prohibitions) all loans
primarily secured by an interest in land ifs joter alias a
loan is secured by & first _mortgage or deed of tryst against
a dwelling to finance the acguisition or construction of a
"dwellinge™l/ This section defines a "first mortgage or

deed of trust®™ as:

ees A mortgage or deed of trust haying
prigrity 3s _a lien cver the lien of
any_Qrher _morigage _or deed of tryst
Qo _the same _dwelling _and sybiect t0
the liep of taxes levieg on that dwell-
inge.
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By definitions a wrap-around mortgage is only used to wrap
around an existings unsatisfied first mortgagee It is clear,
thens that 3 wrap-around mortgage is not a mortgage having
oriority as a lien over the lien of any other mortgage or
deea of trust on the same dwelling and subject to the lien

of taxes levied on that dwellinge

However, some lenders have argued that the adminstrator
snoula find that 3 wrap-around mortgage is a first mortgage
within the meaning of that term in section 5-3-105 since

tne Federal Home Loan Bank Board nas taken the position

tnat wrap-around mortgage loans are "first lien® loans for
purposes of the usury preemption provisions in the Deposi tory
Institutions Deregulation and Monetary Control Act.

Section 501(a)(l)(A) of the above act has preempted state
usury ceilings on certain loans "secured by a first lien on
residential real property."™ The act itself does not define
"first liens™ nor does the act contain a provision granting
autnority to the Federal rHome Loan Bank Board to define tne
term “first liens The act does contain a provision authoriz-
ing the Federal Home Loaen Bank Board to “issue rules ana
regqulations ang interpret3tions governing the implementation
of this section."

Pursuant to the above rulemaking authority the Federal Home
Loan Bank Board has issued regulations for federally related
mortgage 10ans which provide the following definition of
“first lienc®

Section 590.2(Cc) “Loans which are
s@cured dy first liens on real estate®
means loans on the security of any
iNStrument esee whicCh makes the interest
"in real estate e.e. specific security
for the payment of the obligation
sS@Ccurqed by the instrument: Qraovided
that the instrument is of such a nature
thaty in the event of defaulty the
£eal estate described in the insirument
cauld _bDe subjected t9 the satisfaction
Qf_the obligasion with the _same prigr-
ity _3s a3 firsg mortgage of (sig). 2
first _deed of trust_in_the_jurisdigiion
wpnere_the_real gstate is._locatege.
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Thuse the doard has provideds in essences that state law
(the jurisdiction where the real estate is located) will
determine yltimately whether the instrument 8t issue is a
“first lien.” This position is in line with the rule of

law that state law defines and governs property interestsel/

It is true that in May and August 1980 staff counsel to tne
Fegeral Home Loan Bank Board in a letter stated that the
pnrase loans "secured by a first lien on residential real
property” includes a wrap-around mortgage loan.3/ This
letter is of course not a requlation and does not carry tne
force of lawe In 3gcgition it is not at all clear that the
Federal Home Loan Bank 3o0ard can by regulation or interpreta-
tion valigly preempt long settled state law on lien prior-
ities since

le Tne creation and dgefinition of property interests
have long been the province of state law: and

2. Tne act itself goes not attempt to define or Jelegate
tne duty to define "first lien."® Further there is no
language in the act: (a) evidencing an intent to
oust state law as to the definition of liens ang their
priorities or (b) setting forth purposes or objectives
which would bDe thwarted by retaining state law gefini-
tions of *first liene"s/

In sumne the clear and unambiquous language of section 5-3-105
of tne code defines a first mortgage or first dee~ of trust
8s One nhaving priority over any other mortgage or deed of
trust on the same dwelling anag subject to the lien of taxes
levieg on tnat dwellinge A wrap-around mortgagee by gefini=
tions does not have sucn s$tatus.$/

Accordinglys it is =my opinion that a wrap-around mortgage

is not a "first mortgage or deed of trust” within tne meaning
of that term in section 5-3-105 as amended by Senate pil}

20.

Issue No. 2: 1f _a _wrap-around mortgage_is_pot a_ficsg mors=-
g2ge_within section 5:-3:-105: whax is_ghe 2pripcipald of
urap-around dortgage _for _purposes of _calculating she_finance
charge on_tpe wrap=around _loan _under _sectiopn _23:-3:-2017?

AS noted previouslye this analysis of the apove issue covers
only the calculation of the finance charge on 8 wrap=-around
1oan which is described generally in paragraph C above:
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that iSs 3 purchase money wrap-around mortgage with third
party financinge

For purposes of analysis of this issues 3asSumey pursuant to
the earlier example recited in paragraph C+ X Oowns Blackacre
worthn $75+000 suDject to 3 $50,000 first mortgage with a
finance charge at 8%. P desires to purchase Blackacre for
the price of $75,000 but only offers $12+,500 as a down pay-
mente X and P approach L to secure financing of the sale.

L agrees to finance the sale through a loan which wraps
around the first mortgage which remains in placees P pays
$12+500 as a down payment to sellers P assumes the first
mortgage (tne result will be the samey howevers if P doa@s
not assume the first mortygage)s L goes ngt assume any
liapility on the first mortgages but agrees to make all pay-
ments on the first mortgage proyiged that P makes monthly
payments to L sufficient to cover the first mortgage as

well as the new acvance under the wrap loan.

L makes a wrap=-around loan in tne face amount of $62¢500.

This loan is mace up of: (3a) the $50,000 first mortgage.
payments of which L agrees to make if (and only if) P makes
monthly payments to L sufficient to cover the amounts due

on the $50+000 as well as on the $12+500 (that ise payments

on the total amount of 362¢539) and (D) the $12,500 in casnh
actually advanced to P by Le L calculates the finance charge
rate on the face amount of the loane $62¢500e In our exampley
the stated finance charge rate is 12% of $62+500 or $7500.4/

The question now isy has L correctly calculated the finance
chnarge rate on the above transaction? [In my opinione L has
not calculateg the finance charge rate correctly under the
codee. Section 5-3-201 provides that:

(l) wWith respect to a8 consumer 103Neaees
"a lender may contract for and receive

3 loan finance charjey eee NOt exceeg-

ing 12X per year on the unpaid balances

of the pringipale.

In the above hypothetical transactions L has incorrectly
assumed that the "principal®™ of the 1oan is $624500.7/ The
true "principal” of the above hypothetical loan is $12+500.
[t is this latter amount upon which the finance charge rate
must be calculateds A look at the actual figures in our
nypotnetical example will illustrate the differences In
our exampley L calculated his finance charge rate on the

.
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basis of a principal of $62,500 which yielded a finance

cnarqge of $7500. Thne $7500 or 123 APR on $62+500 is within

tne code rate ceiling under section 5-3-20l. Ifs however,

the $7500 finance charge is received on 3 principal of $12+5C0
the annual percentage rate is 28%y well above the code rate.d/

In actual facts the amouynt of the l1oan made in the wrap-—-around
transaction is the $12+500 advanced to P by L since tnis
latter amount is the only amount "loaned™ Dy Le L has not
"loaned" the $500000 due under the existing first mortgage

on the dwellinge L could not recover from P the face amount
of the wrap=-around notes but rather could recover only up

to the amount of the "new money"” provided Pe The “principal™
of a loan presumes the existence of a lgap in the first
instancee« A "loan®” in turn presumes the existence of a

debt (see seCe 5-3~106)s The $504000 first mortgage is not

a debt of P owed to L: there isS no debtor-creditor relation-
ship petween P and Le The fact that L has agreed to make

all payments on tne first mortgage does not change the analy-
sise Tne latter agreement is congditioned upon L receiving
from P sufficient money each month to meet the monthly pay-
ments on the first mortgage. Thereforey L is merely a con-
duit for the payment of the debt owed by P to the first mort-

gagee.3/

One commentator has argued that the amount and rate of the
finance charge should dbe viewed from the deptor's perspective
instead of from tne perspective of the lender.]ld/ This
commentator argues that since the borrower (P in our
hypothetical) does not actually pay a total finance charge

in excess of 12% on the total amount financedy the fact

tnat the wrap—-around lender doesn't actualiy advance the
+total face amount of the loan should not preclude that lender
from calculating the finance charge on the face amount of

tne loane This argument can be expressed as foliows:

P pays L 12% on $62+500 or $7500. Ls in turn, pays the
finance charge on the existing first mortgage in the amount
of $4000 (3504000 x 8Z)s Thuse the actual yield in this
transaction to L is 33500 ($7500 =~ $4000})e Py it is arguedy
has only paid 12% on the entire transaction. This argument
is fallaciouse P hasy in truthy paid a finance charge far
in excess of the 123 stated ratae.

A loan finance charge is defined uncer the code as:
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Section 5-3-109(1l) eee the sum of 311
charges payable directly or indirectly
by the debtor and imposed directly or
ingirectly by the iender as an incigent
to or as a condition of the extension
of credity whether paid or payable by
the debtors the lendere Or 3ny otner
person on behalf of the debtor to the
lenger or to a third partyeeces

In our nypothetical exampley L hasy instead of issuing a con-
ventional second mortgages required P to give up the advanta-
qeous low=interest first mortgage as a3 condition to granting
the loane The fact that P has bDeen raguired to give up the
benefits of an advantageous agreement is 3 charge imposed

Dy the lender %"as an incidgdent to or as a condition of the
extension of credite™ This fact can be illuminated by looking
at alternative financing for P unger our hypothetical.
Instead of taking a wrap=-around loany P persconally assumes
the $504000 first mortgage at 8%. The finance charge paid

by P in this loan is $400Ce P then gets a conventional
second mortgage loan in the amount of $12,500 at 18% (the
highest rate allowed under the Uniform Consumer Credit Code)e
The finance charge paid by P on this loan is $2250e. The
total finance charge paid by P on the entire credit trans-
action is thens $6250, or $1250 less than the finance charge
requireg uynder the wrap-around transaction.

Looked at another ways it can be stated that as a condition
for the extansion of credit L required a wrap~-aroung loan
which gave L rather than ? the benefit of the low rate first
mortgagee. As a result of the wrap-around transaction, P

wds required to pay 12X on the $504000 first mortgage rather
than the stated 8% rate. Thusy P paid a rate 4% higher on
tnat 250.000 (or $2000 more in finance charge) than he would
have without the wrap-around loan. Such 3 charge is a "loan
finance charge”® within the definition of that term under
5-3-109¢« Thuse it is clear that even from P*s point of
viewe the APR on the wrap=-around transaction is 28%ell/

To summarize: It is my opinion that a wrap~-around mortgage
is not a first mortgage or deed of trust as those terms are
used in section 5-3-105; the "principal™ of a wrap=around
1oan for purposes of caluclating the APR as required in
section S5-3-201 is the amount actually advanced by the
wrap-around lender to the borrowere.
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l/ Even exempt loans are subject to sections 5-3-301 and
5-5-201 of the codes

2/ Butper ys United _3Statase 440 UeSe 48 (1979) ("property
interests are created and defined by state law."); HQQpestan
£0s ¥a Cuyllane 318 UeSe 313 (1943) ("the states have long
helag great authority over property within their Dorgers eee
(state law) is the source of law for .. the construction
of willse trustss ana mortgages and many other legal prin-
ciples affecting property interestse™)e.

3/ 0On Fridays December 124 1980s Milan C. Miskovskys gen-
er3al counsel to the Federal Home Loan Bank Boardy stated in
3 speech before the Savings and Loan League attorney's con-
ferences that these staff opinion letters were not official
opinion letters and are no: therefore bindinge.

4/ Seey City of Philadelohia_ve New_Jerseys 37 UeSe 617
(1978); 83y vs_Atlantic Righfield CQose 435 UeSe 151 (1978);
Katherine GibDs _Sehocl vg FeTeCav 612 Fe2d 658 (2nd Cire
1979); Merrills Lynche Pierce Fenner & _Smithe INnCe v ey
414 UeSe L17 (1973)e

S/ For purposes of this analysisy [ have assumed the
real estate is subject to one wrap-around mortgage loane.
Howevery, there can bdDe (anag often are) transactions in whigch
tne real estate at issue is "wrapped™ a half gozen or more
Ti1imes,e

&/ For purposes of this nypothetical 1 have assumed that
the face amount cf the loany $62+500y is Que and payable as
3 lump sum in one year with no monthly installmentse.

l/ The staff of the Federal Reserve Board has ststed
that for gisclosure purpasess a creditore involved in a
wrap-around financing situation described in paragraph a
abovey should gisclose the finance charge paig Oy the bor-
rower 3s 3 traditional financing (the APR disclosed on the
total obligation) S Cone Credes Guide (CCH) parae 31y 763,
This opinion deals with the issue of calculating the APR on
38 wrap-around financing situation described in paragrapnh C
above and witn the issue of limitation on finance charge
£ecgivag by tne lender.

8§/ Under tne typical wrap-around loan agreements tne
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wrap=-around lender agrees to pay the interest on the first
mortgage loane Thuse the actual finance charge received by
the lenger for tne hypothetical transaction is $3500 ($7S500
received on the wrap loan minus $4000 paid by the lengcer on
the first mortgage loan)e A finance charge of $3500 on a
loan of $12+500 is a 28% rate.

8/ 0One of the primary objectives of the code is to insure
that credit terms are defined anad applied in a uniform manner
among lenders within the state and among lenders in the
other code statess. The word "principal®” has always been
defined as the money advanced by a lender to a3 depbtor not
only in code states but undar general tenets of credit 13we
See Pgpzinger_ys_s@st_american finance CQsv 133 Cale App.
578¢ 24 Pe2d S0le (Diste Cte A4ppe 1933); American Acceptance
Lorporatign_ye Scnoenthalers 391 Fe2d 64 (Sth Cire) (1968)y
gerts_gdenieds 392 UeSe 928 (1563) (“interest may not be
charged on portions of principal not gisdursed to borrower);
!Lﬁnlu&_ﬂaxu! 76 Se2a 789, (F'la- 195"). If the word
"principal" is now interpreted to include monies which are
not advanced by a lender and which are not the subject of 3
debt between lender and borrowere there will no longer be
uniformity of definition of the term “principale"® Even
more seriouss there will be no meaningful definition of the
term "debt." Wnere terms useaq in the code are cefined and
applied in an inconsistent and meaningliess manner, cocncepts
3t the neart of the code such as consumer disclosures con-
sumer comparison shopping and fair competition among credi-
tors (al)l of which presuppose a reliaple basis for compari-
son) become hollow indeed.

18/ Hershmane Usury and "New Lock"™ in Real Estate Financ-
ingy & _223] Progas Prols £ TCe Js 315 (1969).

ll/ P has paig 12X on the $12+500 actually loaned by the
wrap-around  lender for a finance charge of $1500e I[n addi-
tions 3s a result of the wrap-around financing P has paid
4% extra on tne 3504000 first mortgage (3 12% wrap-around
rate minus the 8% actual rate on the first mortgage) for a
total finance charge of 32000. On the transactions theny P
has paid a finance charge of $3500 which as noted previously
(tootnote B) is a 28% ratees See generally: Scnraders
"Wwrap-Around Mortgage: A Critical Inquirye* 21 UCLA L.

Rave 1529 (1974); Notes “wrap-Around Financing: A Technique

for Skirting the Usury Laws?™ 1972 Duke LeJeo 785
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as amendede.

AG Alpha No. UC DABKT
AG File Noe CRL/2229/TL



