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NEW YORK STATE'S Home Equity Theft Prevention Act, which took effect on Feb. 1, is meant to protect homeowners who have defaulted on their mortgages from predators’ intent on bilking them out of their property. But lawyers and title insurers say the law may have some unintended consequences.   

''The Legislature's intentions were good,'' said John Martin, the general counsel for All New York Title in White Plains. ''But this law is going to cause problems for the very people it was intended to protect.''   

The law applies to the owner of a one- to four-family home who is facing foreclosure or who is more than two months behind on mortgage payments. If he sells the house to avoid foreclosure, under some circumstances he can rescind the sale for up to two years.   

The law was intended to curtail scams in which a buyer approaches an owner in financial distress, offers to buy the house for less than it is worth while allowing the owner to remain in it, and then promises to sell the house back if the owner makes payments to the buyer.   

While the law does protect homeowners from such tactics, Mr. Martin said, it will also make it difficult for owners facing foreclosure to find investors to help them out.   

Marvin N. Bagwell, the chief counsel for United General Title in White Plains, said that when a homeowner defaults on a mortgage and the property cannot be sold for enough to pay it off, there are only a couple of options available to avoid foreclosure. One is the lender's allowing the property to be sold for less than the amount due and accepting the sale amount as payment in full. The other is the lender's accepting a transfer of title from the owner in exchange for forgiving the loan.   

Under the new law, if a homeowner in default sells to an ''equity purchaser'' -- basically, someone who is not going to use the house as his principal residence -- the owner has two years to rescind the sale if the buyer has not fully complied with the law.   

''And there are a host of requirements to comply with,'' said Bruce Bergman, a mortgage lawyer in Garden City, N.Y. He pointed out that the law is so detailed it specifies the type size to be used in various parts of the sales contract. ''Even if a purchaser crosses every t and dots every i,'' he said, ''he can never be sure that his compliance with the law won't be attacked. Title insurers have the same concerns.''   

Mr. Bagwell, the United General Title lawyer, said that because of such concerns, title insurance companies will issue a policy only with the caveat that no coverage is provided for damages arising from failure to comply with the law. And that, he said, will make it difficult for investors to get mortgages and for homeowners in financial trouble to find buyers.   

Mr. Bagwell added that while lenders sometimes accept a deed from a defaulting owner to avoid the time and expense of foreclosure, lenders will now be much less likely to consent to such deals. ''The safest thing for the lender to do now is go through with the foreclosure sale,'' he said.   

Adam Leitman Bailey, a Manhattan real estate lawyer, said anyone who buys from a seller in default and uses the house as a principal residence is exempt from the law; so are third parties who buy from ''equity purchasers'' who bought from the original owner, provided they did not know that the owner had been in default. Also exempt are immediate family members and purchasers in court-ordered sales.   

William Friedman, a real estate lawyer in Hempstead, N.Y., said lawyers who represent real estate investors will face the problems with the new law head-on. ''How can I let a client buy a property knowing that the seller can come back two years from now and demand the rescission of the sale?'' he said. ''This is going to be a monster problem.''   

Drawing (Drawing by Tom Bloom)   
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On July 26, 2006, Governor George Pataki signed into law the "Home Equity Theft Prevention Act" after unanimous votes in the New York State Assembly and Senate. The bill was sponsored by Assemblyman Darryl Towns and Senator Hugh Farley, chairs of the Banking Committees in their respective houses and shall take effect on Feb. 7, 2007.  

The "Home Equity Theft Prevention Act" amends the banking law, the real property law and real property actions and proceedings law.1  

While the intent of the new law is indeed just, to wit: To help protect homeowners from deed theft and "foreclosure rescue" scams which result in the loss of their homes and the equity they have built over the years in their homes2, the act itself goes too far in many respects, and will create a situation where there will be many more foreclosures, increased bankruptcies, and create empty boarded-up properties that are not maintained and are owned by out of state lenders. The intent of the law is supposedly not to prohibit genuine and fair offers of assistance, but rather to regulate the alarming number of homeowners who are swindled out of their homes by those investors who promise to help them out of foreclosure.  

Although at first glance it may seem that the Legislature has mounted an earnest attempt to protect innocent homeowners from losing their homes to certain predatory practices, the law in facts adversely impacts legitimate real estate investors, title companies, lenders, and homeowners as well.  

Summary of the Law
All transactions between homeowners, classified as "equity sellers,"3 and purchasers, referred to as "equity purchasers,"4 are covered under the law. The law excludes from its definition those who purchase property to be used as their primary residence, lenders who have acquired the property through foreclosure proceedings or those who acquired a property through a referee sale, a transfer to a relative, the transfer to a nonprofit or governmental housing organization and "bona fide purchasers."5  

The new bill mandates that transactions involving the sale of a home in foreclosure must be executed with a written contract that includes the terms of the title transfer and is written in the seller's native language.6 It gives the "seller" five days to cancel the transaction, requires that the sellers be given a written warning about deed theft scams, prohibits the purchaser from making false or misleading statements intended to defraud the homeowner either by misrepresentations regarding the value of the residence or misleading statements regarding the sale of the residence or the reconveyance agreement. Pursuant to the law, false or misleading statements could range from misleading statements regarding the value of the residence in foreclosure to misleading statements concerning the sale or reconveyance agreement.7 Although such statements are listed in the law, they are extremely broad and neither explained or defined. Moreover, a purchaser does not have to knowingly or intentionally make misleading statements in order to violate this section of the law. Even so, criminal penalties for violations of same are harsh for even first time offenders.  

In addition to this protection, the law also extends the seller the right to rescind the transaction for violation of §§3, 4, 6, 7 or 11 of the law within two years of the date of the recordation of the conveyance.8 If the seller elects to exercise his right of rescission he or she must give notice to the equity purchaser and upon receipt of said notice the equity purchaser has within 20 days in which to reconvey title that is free and clear of any and all encumbrances on the property.9 Upon failure to reconvey the property within the allotted 20 days, the equity purchaser may be faced with legal action by the seller to enforce the rescission and cancellation of the covered contract and deed.10 If the property has been sold to a bona-fide third party, a rescission on the part of the seller would not affect the third party's interest and the seller's sole remedy would be to pursue a claim for damages, including attorney's fees and cost, against the equity purchaser.11  

Under the law, Sale-Leaseback Agreements12 are deemed to be loan transactions.13 In such an arrangement, the equity purchaser must verify that the seller has the ability to repurchase the property in accordance with the terms and conditions set forth in the agreement before entering into the transaction.14 If the equity purchaser desires to assign the agreement to a third-party, the seller must then sign off on any transfer of the property within the term set forth in the agreements.15  

Lease and rental agreement terms during the re-conveyance must be "commercially fair and reasonable."16 However, what is "commercially fair and reasonable" is not defined within the statute. In the event that the seller is unable to repurchase the property at the end of the stated term, the seller is entitled to re-purchase at 82 percent of the fair market value rather than for full fair market value.17 Although one would expect the determination for the fair market value to be for set forth on the date in which the property would be re-conveyed to the seller, under the Home Equity Theft Protection Act, such is not the case. The law sets forth several standards of how fair market value should be determined at this time. For example, the time for determining fair market value must be set at the time of the original contract in the re-conveyance agreement.18  

One of the most controversial parts of the law surrounds the issue of the "foreclosure notice." To protect homeowners from becoming prey to those who promise to "rescue" them from foreclosures, the law mandates that the foreclosing parties must send a consumer education notice with the summons and complaint.19 The notice must be placed on color paper and include in bold 14 font type and in the seller's language, information warning the homeowner of potential investors who are likely to entice the owners into transactions with the promise that their homes will be saved.20 The law also mandates that the New York State Banking Department is responsible for providing a telephone number and Web address, and must make this information readily available for lenders.21  

Another controversial section concerns the criminal penalties used to punish potential violators of the law. An equity purchaser can be held criminally liable for "knowingly" violating particular sections of the law.22 Pursuant to the act, an equity purchaser may be in violation of the law for simply failing to attach a notice regarding cancellation to the contract of sale.23 Other violations include failing to include certain terms in the contracts, entering into re-conveyance arrangements that are not in accordance with this law or even assisting the seller in preventing a completed foreclosure.24 For first time "offenders" of the law, penalties include a fine of up to $25,000 and/or imprisonment of up to one year in jail or both.25  

Negative Impact of the Law
While it is true that some homeowners lose their homes to unscrupulous investors, the truth of the matter is that this law goes far afield and thereby creates a frightening precedent of governmental interference with business practices. When a homeowner is facing the possibility of losing his or her home as a result of foreclosure, he or she has every right to do everything he or she can to save it—negotiate with the lender, make back payments, try to refinance his or her home, or even sell the home. The passing of this law does not only serve to virtually eliminate these options, but it also has the potential to increase the number of bankruptcies that are filed.  

One of the major problems with the law concerns that of the two-year extended right to rescission of the contract. The law threatens the stability of titles by requiring the title companies to perform substantial searches into whether a rescission notice was given and if it was in fact affected and the method of delivery. Since, under the law, the contract notice survives any transfer of the property, litigation involving deed delivery disputes will potentially arise and overwhelm our already congested court system.26 Consequently, title companies will be forced to create exceptions into their policies when insuring these foreclosures. As a result, many title companies will be unwilling to insure against the risk that someone in the chain of title may have the right to rescind under the legislation.  

For a potential homeowner, the impairment to the title companies will also bear negatively on him as well. Without title insurance, many lenders will be hesitant to allow purchasers to obtain financing. On the other hand, if the homeowner is able to obtain financing, but then loses his home to an equity seller in a rescission suit, he will be burdened with the significant loss, including the loss of his home, ongoing liability for any financing he or she obtained to purchase the home, litigation costs; and loss of any improvements in the home. Although it may be argued that the law does not apply to those who are "bona fide purchasers" of a home in foreclosure, with the law's narrow definitions of such a purchaser coupled with the ambiguity of who is in fact considered same, the law leaves many purchasers unprotected and vulnerable to litigation.  

For the lender, this law creates a problematic situation in which the lender is subject to additional expenses prior to and potentially even after extending a loan to the purchaser. One of the affects of the law was to amend §595-a of the Banking Law. In accordance with this amended section, a lender is held in violation of the Banking Law if it "had knowledge that the equity purchaser was not complying with the provisions of §265 of the real property law with respect to such transaction."27 In order for it to not violate this section of the Banking Law, a lender must now take on the additional duties of having to verify whether or not the purchaser complied with each and every section of the Home Equity Theft Protection Act, an overwhelming responsibility that it was never required to do before and is not familiar with. If the lender does indeed extend a mortgage to a purchaser, in the event that there is a rescission of the contract, the lender will be faced with the risk that it may not be able to recoup all the funds that it lent out. For example, given that the property must be given to the seller "free and clear of all encumbrances" upon recession of the contract, the lender loses its security interest in the home and must look to the borrower for repayment. If the borrower is unable to pay the difference between amount lent and what was returned back to the lender upon rescission, the lender will run the risk of losing funds.  

With respect to the foreclosure notice, there is no evidence that borrowers facing foreclosure are in need of any additional notices. The Home Equity Theft Protection Act ignores the fact that a majority of the mortgage lenders in New York already require that loan services send out similar notices to borrowers facing foreclosure. These notices, similar to the notice required by the Home Equity Theft Prevention Act, give the borrowers ample information about their rights and options and where to go for help. These notices already protect the borrowers from being victimized by predatory investors. As set forth in a New York State Bar Association Memorandum in Opposition against the law, "[c]ommunity organizations do not have the ability to work out a loan; this is something reserved to the mortgage lenders/services themselves. There are no governmental agencies or organizations that are allowed to give legal advice about foreclosure."28 By referring borrowers to contact agencies, such as the New York State Banking Department, rather than the lenders itself, the law becomes a hindrance rather than an aid for most foreclosure owners. Moreover, in requiring that foreclosing parties must supply homeowners with the proposed notice with a summons and complaint will only serve to diminish the seriousness of the proceedings and mislead a borrower into believing that he does not have to answer the complaint.  

Conclusion  

No one can afford the risk entering into transactions of buying a home that can arbitrarily be rescinded within the two years after the purchase or can subject them to penalties as severe as one year in jail. Although the intent of the legislation is justifiable, the law tends to stifle those investors who legitimately help to maintain our already fragile economic market. It also serves to punish those who legitimately purchase a home by creating a risk that they will have to bear the expenses of financing a home that they no longer own. The fact of matter still remains that several homeowners will eventually end up in foreclosure proceedings. Thus, where the law might potentially protect a person from deeding over his home to a corrupt investor; it does not ultimately protect him from losing his home through foreclosure.  

1. The law amends New York State banking law, §595-a(1) by amending paragraphs (e), (f) and (g) (paragraphs (e) and (f) as added by chapter 571 of the laws of 1986, paragraph (g) as added by chapter 445 of the laws of 1990), and by adding paragraph (h). The law amends the real property law by adding §265-a. The law amends the real property actions and proceedings law by adding §1303.  

2. See Bill No. S04744A, Sponsor Farley's Memo.  

3. An equity seller is defined as a natural person who is a property owner or homeowner at the time of the equity sale. See Real Property Law §265-a (f)  

4. An equity purchaser is defined as any person who acquired title to any residence in foreclosure or, where applicable, default, or his or her representatives as defined in the law. See Real Property Law §265-a(3)  

5. Id. A bona fide purchaser constitutes anyone acting in good faith who purchases the residential real property from the equity purchaser for valuable consideration or provides the equity purchaser with a mortgage or provides a subsequent bona fide purchaser with a mortgage, provided that he or she had no notice of the equity seller's continuing right to, or equity in, the property prior to the acquisition of title or encumbrance, or of any violation of this section by the equity purchaser as related to the subject property. See Real Property Law §265-a(2). See also, Kristen Keefe, "New York Passes the 'Home Equity Theft Prevention Act,'" Empire Justice Center (August 2006).  

6. Real Property Law §265-a(3) & (9).  

7. Real Property Law §265-a (7)(B)  

8. Real Property Law §265a (9)  

9. Real Property Law §265-a (8)  

10. Id.  

11. Id.  

12. A sale and leaseback agreement is an agreement in which the seller sells his home to a purchaser who immediately leases it back to the seller.  

13. Real Property Law §265-a (11)(A), See also, Id. at 5.  

14. Real Property Law §265-a (11)(B)(I)  

15. Real Property Law §265-a (11)(B)(III)  

16. Real Property Law §265-a (11)(C)  

17. Real Property Law §265-a (11)(D)(II), See also Id. 5  

18. Real Property Law §265-a (11)(D)(II)(B); See also Id. 5  

19. RPAPL §1303  

20. Id. §1303(3)  

21. Real Property Law §265-a(9)  

22. Real Property Law §265-a(10)  

23. See Id and Real Property Law §265-a (3)  

24. Real Property Law §265-a (3), (4), (6), (7) & (11)  

25. Id.  

26. See Committee on Real Property Law of the Association of the Bar of the City of New York disapproval of Senate Bill No. 4744 and Assembly Bill 7667.  

27. Banking Law §595-2(h)  

28. Steven Braum, S.H. Spencer Compton, Gary Litke, Melvyn Mitzner, and Joshua Stein, Memorandum In Opposition, New York State Bar Association: Real Property Law Section, July 15, 2005.  
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By most measures, Matthew B. Cox would appear to be a mortgage lender's dream customer. The 36-year-old former Tampa resident had once worked in the mortgage business, so he understood intimately what it took to qualify for a loan. And Cox threw plenty of business at mortgage lenders in Florida, and then Georgia: An aspiring real estate investor, Cox took out $3.7 million in mortgages to finance his apparently ever-growing stable of houses.   

But in reality, Cox was the industry's worst nightmare. Federal law enforcement officials say that Cox -- a.k.a. Michael Shanahan, David Freeman, and Gerald Cugno -- along with his girlfriend, Rebecca M. Hauck, masterminded a massive mortgage fraud that ensnared at least 10 different lenders, including Bank of America Corp. and SunTrust Banks Inc.. Using nearly a dozen stolen identities, the pair forged ``deeds of satisfaction'' to convince banks that they had paid off loans for -- and thus owned -- homes that, in fact, they were renting from the true owners.   

With these fake documents, Cox then persuaded banks to lend him millions beginning in 2002 and into 2004 -- millions he and his girlfriend subsequently absconded with. So brazen was Cox that he left some of the mortgage brokers who closed his loans in Florida a copy of his novel-in-progress, titled The Associates -- little more than a barely fictionalized account of his escapades. Cox and his girlfriend are now on the lam, their faces plastered on wanted posters distributed to bankers, mortgage brokers, and real estate agents. ``We want to catch him so we can put him on trial,'' says David E. Nahmius, U.S. Attorney for the Northern District of Georgia.   

Welcome to the dark side of the housing boom. While the plunge in interest rates has triggered an explosion of housing and mortgage activity, allowing millions of Americans to buy and refinance houses, it has also given rise to an unprecedented wave of fraud. The FBI says the number of suspected fraud incidents reported by federally chartered banks, which underwrite roughly half of all mortgages, has soared nearly fivefold since 2000, to 17,700 last year, and is set to top 20,000 cases this year. No one has exact figures on how much the fraud is costing banks and homeowners, but analysts say the losses could well amount to more than $2 billion a year.   

And here's the rub: With the property market at last showing signs of cooling off in some parts of the country, the banks may suddenly find themselves less insulated from mortgage scams. Says William Matthews of the Mortgage Asset Research Institute: ``In a flat or declining market, the bodies are going to rise to the surface more quickly.''   

Why the rise in fraud? Chalk it up in large part to the sheer number of mortgages banks are handling nowadays. The plunge in rates has goosed mortgage volume from roughly $800 billion a year in the mid-1990s to more than $2.6 trillion now. To meet demand, lenders hired tens of thousands of inexperienced staffers at the same time they were working feverishly to cut the time needed to close loans. As a result, experts say lenders sometimes cut corners on the due diligence that could have caught some of these frauds.   

CUTTING CORNERS   

Compounding matters is that len-ders, to cut costs, have outsourced the origination of most mortgages to independent mortgage brokers, who now initiate more than two-thirds of all home loans -- meaning that banks don't know borrowers the way they did in decades past. Banks ``aren't meeting the borrower face to face anymore,'' says Arthur J. Prieston, chairman of Prieston Group, a Novato (Calif.) provider of fraud insurance and training. ``There has been less concern for the quality of the loan and more for the quantity.''   

At the same time, con artists have become more sophisticated in their tactics -- through their use of identity theft or their ability to detect vulnerabilities in the mortgage process. For instance, some have exploited the logjams that have occurred in overworked county deed offices. Ownership titles that took days to be recorded now take weeks or months, and fraudsters know this leaves lenders confused about who the true owner is. In Douglasville, Ga., a fraud ring refinanced a property in quick succession with three different lenders before selling it. As a result, four lenders now claim rights to the first lien -- and the title insurers, which include Fidelity National Title Insurance Co., could be on the hook for the losses. ``We're scared to death'' of the potential for similar frauds elsewhere, says Fidelity counsel Robbie J. Dimon.   

Some scams use sophisticated rings of buyers who flip a property at inflated prices among themselves before absconding with the loan proceeds. That was the case in Stone Mountain, Ga., an Atlanta suburb, where a 15-person fraud ring -- a group that included corrupt mortgage brokers, closing attorneys, fake buyers, and an identity thief -- flipped at least 100 houses in three neighborhoods over a three-year period, pilfering roughly $20 million in bank funds before being busted last year.   

The problem could get worse for banks before it gets better. As long as prices were rising sharply in housing hot spots such as Boston, Washington, D.C., and Southern California, banks duped by fraudsters were often able to cut their losses -- or even come out whole -- by reselling the defaulted property back into a rising market. But it's unlikely that banks can count on rising valuations to bail them out of bad loans. And while the banks have been securitizing their mortgages and selling them to third parties, they are still on the hook for part of the loan if it goes bad.   

Homeowners are taking it on the chin, too. In Utah, some state officials believe rampant fraud has compelled lenders there to boost mortgage rates by an extra quarter-point to help cover their losses. When property-flipping scamsters drive up house prices, property-tax hikes aren't far behind. And when scams come unraveled, home values can plummet. By the time the Stone Mountain fraud ring was busted in 2004, property values had plunged from an average of $280,000 to $180,000 -- and several of the flipped houses remain vacant, their lawns covered in weeds. ``These are homes with no love,'' says Ann D. Fulmer, a mom-turned-fraud-hunter who helped authorities bust the gang (sidebar).   

In parts of the country where housing prices have risen especially quickly, homeowners have become direct targets of an increasing range of scams. There has been an explosion of ``equity stripping'' schemes, in which elderly or blue-collar homeowners who have fallen behind on their mortgage payments and are facing foreclosure are preyed on by scammers, who often get their leads from the mortgage-default notices that banks are required by law to file with the local courts. These legal notices ``just provide a road map for scammers,'' says Manuel Duran, a Los Angeles lawyer who has represented fraud victims.   

JUST SIGN HERE   

In these scams, the con artists approach homeowners, offering to help them refinance -- and thus stave off foreclosure. But their real intent is to steal the equity that these homeowners have built up over the years -- either by duping the owner into signing papers in which they transfer ownership or by charging tens of thousands of dollars in exorbitant fees. The former happened to Michelle Roberts-Taylor, a 40-year-old transit supervisor who lives near Washington, D.C. After falling behind on her mortgage last year, Roberts-Taylor received a phone call from a mortgage broker who promised to help her refinance the mortgage at a lower rate. It was when Roberts-Taylor received an eviction notice that she realized she had unwittingly signed over her home to the broker. This fraud, unlike most others, had a relatively happy ending: Roberts-Taylor hired an attorney who was able to win an $85,000 settlement last December from the broker.   

Will the fraud wave recede if the housing market cools off? Perhaps over time, but the banks could be in for a rough ride in the short term. Besides the potential hit from slowing home prices, an end to the boom also could prompt scammers to cash out. And some of these guys have a lot of skin in the game. Earlier this summer, a grand jury in Springfield, Ill. indicted two men for taking out fraudulent, inflated mortgages on more than 150 properties. The scheme cost lenders $8 million in losses. And they know there are plenty of other big scams out there just waiting to hit.   

Steal Estate   

The hot housing market has spawned an epidemic of mortgage fraud. Four common scams:   

THE SERIAL FLIP   

A fraud ring buys a residential property, then resells it over and over to different members of the same gang. After artificially driving up the property's value in this way, the ring absconds with the proceeds from the final mortgage, leaving the house for the bank to deal with.   

THE HELPING HAND   

Scamsters scan the courthouse listings to find homeowners who have defaulted on their mortgage and face foreclosure. They promise to help these owners save their home. Instead, using a blizzard of confusing paperwork, they con the rightful owner into deeding over their house.   

THE FIXER-UPPER   

Con artists convince naive owners of run-down homes, often the elderly, that they will help them refinance their property, with the promise that the new funds will be used to repair the place; instead, the scammers abscond with the profits and never do the work.   

THE PAYOFF   

Fraudsters with fake identities and forgery skills file bogus ``deeds of satisfaction,'' normally used by overburdened banks to ensure that a mortgage has been paid off. Then the scammers take out new loans on the property in question -- which they often don't own -- and simply disappear.   
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