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FEDERAL RESERVE press release

For immediate r e l e a s e May 10, 1985

The Federal Reserve Board today is sued  f o r  p u b l i c  comment proposed 

amendments to  i t s  Regulat ion  Z—Truth in Lending—to  r e q u i r e  lenders  to  provide 

more in fo rmation  about a d ju s t a b l e  r a t e  mortgages (ARMs).

The amendments, in  g en e ra l ,  would req u i re  c r e d i t o r s  t o  provide more 

in fo rmation  about th e  v a r i a b le  r a t e  f e a t u r e  of ARMs. The r e v i s io n s  a re  intended 

t o  address  th e  concerns regarding  th e  adequacy of in fo rmation given to  consumers 

e n t e r i n g  i n t o  th e se  types of mortgage agreements.

Comment i s  requested  by Ju ly  12.

The amendments to  the  r e g u la t i o n  would:

•  r e q u i r e  c r e d i t o r s  to  make a v a i l a b l e  to  consumers in formationa l  mater ia l

about a d ju s t a b l e  r a t e  mortgages.  A brochure,  r e c en t ly  publ ished by the  

Federal  Reserve and the  Federal  Home Loan Bank Board e n t i t l e d  Consumer 

Handbook on Adjus tab le  Rate Mortgages, would f u l f i l l  t h i s  requirement .

•  r e q u i r e ,  a t  the  time d i s c l o su r e s  are  made, t h a t  more d e t a i l e d  informat ion

be given to  borrowers regard ing var ious a spec ts  of th e  v a r i a b le  r a t e

such as i t s  r a t e  and payment caps,  negat ive am o r t i z a t io n ,  margins and

discounted r a t e s .

§ e l im in a t e  a p rov is ion  of the  re g u la t io n  t h a t  permits  c r e d i t o r s  to  sub

s t i t u t e  the  d i s c l o su r e  requ ired  by o the r  f ede ra l  reg u la t io n s  f o r  the 

v a r i a b l e  r a t e  d i s c l o s u r e  required  by the  Board 's  Regulat ion Z.

The Board 's  n o t i c e  i s  a t t a ch e d .
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FEDERAL RESERVE SYSTEM 

12 CFR Par t  226 

[Reg. Z; Docket No. R-0545]

TRUTH IN LENDING 

Variab le  Rate Disc lo su re  Under Regulat ion Z

AGENCY: Board o f  Governors of the  Federal Reserve System.

ACTION: Proposed r u l e .

SUMMARY: The Board i s  pub l i sh ing  f o r  comment a proposed amendment t o  Regula

t i o n  Z (Truth i n  Lending) t h a t  would req u i re  c r e d i t o r s  t o  provide more in fo rmation  

t o  consumers about the  v a r i a b l e  r a t e  f e a t u r e  of a d ju s t a b l e  r a t e  mortgages than 

i s  c u r r e n t l y  requ ired  under Regulation Z. I t  would requ i re  c r e d i t o r s  t o  make 

a v a i l a b l e  t o  consumers d e s c r i p t i v e  m a te r ia l  about a d ju s t a b l e  r a t e  mortgages, 

and t o  provide a more d e t a i l e d  d e s c r ip t i o n  of the v a r i a b l e  r a t e  f e a t u r e ,  along 

with an example, a t  the  t ime o the r  Truth in Lending d i s c l o s u r e s  a re  given.  The 

proposal would a l so  e l im in a te  a p rov is ion  of Regulation Z t h a t  c u r r e n t l y  permits  

c r e d i t o r s  t o  s u b s t i t u t e  t h e  d i s c l o s u r e  requ ired  by o th e r  federa l  r e g u la t io n s  

f o r  th e  v a r i a b l e  r a t e  d i s c l o s u r e  required  by Regulat ion Z. These re v i s io n s  a re  

intended t o  address  concerns regarding  the  adequacy of information given to  

consumers e n t e r in g  in to  a d ju s t a b l e  r a t e  mortgages and regarding the  burden t o  

c r e d i t o r s  of  d u p l i c a t i v e  federa l  r e g u l a t i o n s .

DATE: Comments must be received  on or be fo re  Ju ly  12, 1985.

ADDRESS: Comments should be mailed t o  William W. Wiles,  S e c re t a r y ,  Board of

Governors of  t h e  Federal Reserve System, Washington, D.C. 20551, or d e l iv e re d
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t o  th e  C S t r e e t  e n t r a n c e ,  20th and C S t r e e t s ,  N.W., Washington, D.C. between 

8:45 a.m. and 5:15 p.m. Comments should include  a r e fe rence  t o  Doc. No.

R-0545. Comments may be inspec ted  in  Room B-1122 between 8:45 a.m. and 5:15 p.m. 

FOR FURTHER INFORMATION CONTACT: Regarding th e  proposed r e gu la to ry  amendments,

Susan Werthan o r  Steven Z e i s e l ,  Senior  Atto rneys ,  Divis ion of Consumer and 

Community A f f a i r s ,  Board of  Governors of th e  Federal  Reserve System, Washington, 

D.C. 20551, a t  (202) 452-3867; regarding the  r e g u la to ry  f l e x i b i l i t y  a n a l y s i s ,  

Glenn Canner, D i r e c to r ,  Micro-Consumer P r o j e c t s ,  Divis ion  of Research and 

S t a t i s t i c s ,  Board of  Governors of  th e  Federal Reserve System, Washington, D.C. 

20551 a t  (202) 452-2910; or  Joy W. O'Connel l ,  TDD a t  (202) 452-3244.

SUPPLEMENTARY INFORMATION: (1) Background. The in t r o d u c t io n  of v a r i a b l e  r a t e

lending has been one of the  most s i g n i f i c a n t  developments in th e  c r e d i t  in dus t ry  

s ince  the enactment of  t h e  Truth in  Lending Act in  1968. T r a d i t i o n a l l y ,  lenders  

and consumers agreed on a s p e c i f i c  i n t e r e s t  r a t e  which then remained f ixed  fo r  

the  e n t i r e  term of t h e  t r a n s a c t i o n .  In recen t  y e a r s ,  in o rder  t o  s h i f t  pa r t  of 

th e  r i sk  of i n t e r e s t  r a t e  f l u c t u a t i o n s  t o  th e  consumer, lenders  have in c re a s in g ly  

turned from f ixed  t o  v a r i a b l e  r a t e s ,  p a r t i c u l a r l y  in the mortgage in d u s t r y ,  

where a d j u s t a b l e  r a t e  mortgages (ARMs) now account fo r  a s i g n i f i c a n t  po r t ion  of 

a l l  mortgages o u t s t a n d in g .  A recen t  survey conducted by th e  National Assoc ia t ion  

of  Rea l to r s  i n d i c a t e s ,  fo r  example, t h a t  in October 1984 over  o n e - th i r d  of  

a l l  f i r s t  mortgage o r i g i n a t i o n s  were ARMs.

The Truth in Lending Act i t s e l f  has never c a l l e d  fo r  d i s c l o s u r e  of a 

va r i a b l e  r a t e  f e a t u r e ,  but Regulat ion Z has s in ce  1977 requ ired  c r e d i t o r s  in a l l  

c losed-end c r e d i t  t r a n s a c t i o n s  t o  provide c e r t a i n  minimal information about the  

f e a t u r e .  This in fo rm a t ion ,  r e f l e c t e d  in s e c t io n  226.18( f )  of the  r e g u l a t i o n ,  

inc ludes  th e  circumstances under which the  r a t e  may in c re a se  ( f o r  example, when
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an index r i s e s ) ,  l i m i t a t i o n s  on th e  in c re a se  (pe r iod ic  and ove ra l l  i n t e r e s t  

r a t e  c aps ) ,  and th e  e f f e c t  of an in c rease  ( f o r  example, whether i t  would r e s u l t  

in  an in c re a s e  in  e i t h e r  the  number or the  amount of  payments) .  Sect ion 

226 .18(f )  a l s o  r eq u i re s  c r e d i t o r s  to  provide a very b r i e f  example of the  payment 

terms t h a t  could r e s u l t  from an in c r e a s e .  The example need not be e x t e n s iv e ,  

and need not be based on t h a t  p a r t i c u l a r  loan;  i t  r eq u i re s  only t h a t  th e  c r e d i t o r  

give some i n d i c a t i o n  in d o l l a r s  and cent s  terms of th e  p o s s ib le  payment e f f e c t  

o f  a r i s i n g  r a t e .  When th e  rev ised  Regulat ion Z was adopted in 1981 t o  implement 

th e  Truth i n  Lending S im p l i f i c a t io n  and Reform Act o f  1980, th e  v a r i a b l e  r a t e  

d i s c l o s u r e  was r e t a in e d ,  even though i t  i s  one of th e  few d i s c l o s u r e s  in t h e  

r e g u la t io n  not mandated by the  a c t .  In r e t a i n i n g  th e  d i s c l o s u r e ,  however, t h e  

Board determined t h a t  th e  information required  should be kept b r i e f ,  in order  

t o  ca r ry  out th e  purpose of  Truth in  Lending s i m p l i f i c a t i o n  t o  provide conc i se ,  

c l e a r  c r e d i t  information to  consumers.

Three o th e r  federa l  agencies  a l so  req u i re  d i s c l o s u r e  of a v a r i a b le  r a t e  

f e a t u r e  f o r  i n s t i t u t i o n s  under t h e i r  j u r i s d i c t i o n .  In c o n t r a s t  t o  Regulation 

Z, a l l  t h r e e  c a l l  f o r  more e x t e n s iv e ,  d e t a i l e d  in formation .  These d i s c l o s u r e  

requirements  a re  imposed as p a r t  of th e se  a g en c ie s '  a u t h o r i t y  t o  p re s c r i b e  

s u b s t a n t iv e  l i m i t s  on th e  types of ARMs t h a t  lende rs  may o f f e r .  The Federal 

Home Loan Bank Board requ i re s  v a r i a b l e  r a t e  d i s c l o s u r e s  fo r  f e d e r a l l y  c h a r t e r ed  

savings and loan a s s o c i a t i o n s  and a l so  fo r  c e r t a i n  o th e r  lenders  t h a t  wish to  

market t h e i r  loans t o  f e d e r a l l y  c ha r te r ed  savings and loans (12 CFR 545 .33) .

The Off i ce  of the  Comptrol ler  of the  Currency mandates v a r i a b l e  r a t e  d i s c l o s u r e s  

fo r  na t iona l  banks and o the r  lenders  t h a t  seek t o  market t h e i r  loans t o  na t iona l  

banks (12 CFR Par t  29) .  Under th e  "A l te rn a t iv e  Mortgage Transac t ion  P a r i t y  Act 

of  1982" (12 USC § 3802),  s t a t e  c h a r t e r ed  i n s t i t u t i o n s  and o th e r  mortgage



lenders  may take  advantage of federa l  a u t h o r i z a t i o n  of ARMs by fol lowing ru le s  

o f  the  Bank Board or th e  Comptrol ler  of the  Currency.  Most r e c e n t l y ,  the  

Department of  Housing and Urban Development (HUD) is sued  i t s  own v a r i a b le  r a t e  

d i s c l o s u r e  r e g u la t io n s  f o r  lenders  wishing t o  p a r t i c i p a t e  in t h e  Federal Housing 

Adminis t ra t ion (FHA) in surance  program admin is te red  by t h e  Department (24 CFR 

P a r t s  203 and 234) .

The r e g u la t io n s  of the  t h r e e  agencies  c a l l  not only fo r  more ex tens ive  

in fo rm ation ,  but fo r  t h a t  informat ion to  be provided a t  d i f f e r e n t  po in t s  in the  

loan process  than i s  requ ired  by Regulat ion Z. For example, t h e  d i s c l o s u r e s  of 

th e  Comptrol ler  must be provided a t  the  t ime the  consumer f i r s t  rece iv es  w r i t t e n  

informat ion  about the  c r e d i t  t r a n s a c t i o n ,  and a l l  t h r e e  agencies  r equ i re  lenders  

t o  provide informat ion  each t ime the  r a t e  changes during the  loan te rm .  This 

i s  in c o n t r a s t  t o  Regulat ion Z, which g e ne ra l ly  r equ i re s  t h a t  ARM d i s c l o s u r e s  

be provided w ith in  t h r e e  business  days a f t e r  the consumer's w r i t t e n  a p p l i c a t i o n  

and req u i re s  no subsequent  d i s c l o s u r e  when the  r a t e  changes in accord with the 

v a r i a b le  r a t e  c la use  o r i g i n a l l y  d i s c lo sed  to  the  consumer.

Regulat ion Z recognizes  th e  ex i s t ence  of th e se  o th e r  d i s c l o s u r e  r e q u i r e 

ments and a t tempts  t o  a l l e v i a t e  the  burden of d u p l i c a t i v e  d i s c l o s u r e s  by means 

of  foo tno te  43 t o  the  r e g u la t i o n .  Under t h i s  fo o tn o te ,  lenders  making v a r i a b le  

r a t e  d i s c l o s u r e s  in accordance with one of the  t h r e e  agen c ie s '  r e g u la t io n s  need 

not make th e  v a r i a b le  r a t e  d i s c l o su r e s  required by Regulat ion Z.

Recent ly ,  th e  Board has become concerned t h a t  the  c u r r e n t  r e gu la to ry  

s t r u c t u r e ,  with Regulat ion Z mandating b r i e f  v a r i a b l e  r a t e  information and 

severa l  o th e r  r e g u la t io n s  c a l l i n g  f o r  more e x tens ive  d i s c l o s u r e ,  may not be 

f u l l y  responding t o  t h e  needs of e i t h e r  consumers or th e  mortgage in d u s t ry .

ARMs have become more p reva len t  and the  v a r i e ty  of ARM products  much more 

e x t e n s iv e .  T h i s ,  combined with the  p o t e n t i a l  of ARMs fo r  s i g n i f i c a n t  unexpected
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payment changes,  r a i s e s  ques t ions  about th e  a b i l i t y  of  consumers t o  understand 

and make informed dec i s ions  about ARMs before  e n t e r in g  in t o  those  t r a n s a c t i o n s .

At th e  same t im e ,  the  v a r i e ty  of reg u la to ry  requirements  has proven burdensome 

t o  t h e  mortgage i n d u s t r y ,  p a r t i c u l a r l y  when mortgage lenders  must s a t i s f y  more 

than one r e g u la t i o n  in o rder  t o  t ake  f u l l  advantage of t h e  secondary market.

Under c e r t a i n  c i rcumstances ,  lenders  who wish to  o r i g i n a t e  mortgages f o r  poss ib le  

s a l e  t o  e i t h e r  a fe de ra l  savings and loan a s s o c i a t i o n  or  a na t iona l  bank may have 

t o  make d i s c l o s u r e s  under both agenc ie s '  r u l e s .

In th e  l a s t  y e a r ,  a Congressional subcommittee and th e  Federal 

Financial  I n s t i t u t i o n s  Examination Council (FFIEC) have addressed th e  quest ion  

of the  adequacy of cu r r e n t  d i s c l o s u r e  requirements  f o r  ARMs and have made 

recommendations to  th e  Board. Subcommittee members suggested t h a t  th e  Board 

amend Regulation Z t o  req u i re  a "worst case" example i l l u s t r a t i n g  the  e f f e c t s  

of  r a t e  i n c rease s  on payments. They a l so  urged the  agenc ies  t o  work toward 

uniform d i s c l o s u r e  of v a r i a b l e  r a t e  f e a tu r e s  t h a t  could be used by a l l  l e n d e r s .  

(In a s e p a ra t e  l e t t e r ,  the  members of Congress a l so  asked the  Board and th e  

Federal Home Loan Bank Board t o  produce a consumer educat ion pamphlet on ARMs, 

which was publ ished in February .)

The FFIEC, c o n s i s t i n g  of r e p r e s e n t a t i v e s  from th e  Board, Comptrol ler  

of the  Currency,  Federal Home Loan Bank Board, Federal Deposit  Insurance 

Corpora t ion and National C red i t  Union A dm in is t r a t ion ,  was asked by th e  Board t o  

cons ider  th e  ques t ions  of  uniformity  among th e  agenc ies  and the  b a s i s  f o r  a 

"worst case" example of r a t e  i n c r e a s e s .  Based on th e  work of an FFIEC ta sk  

f o r c e ,  which included a r e p r e s e n t a t i v e  from HUD, th e  FFIEC made two major 

recommendations t o  the  Board. One, consumers should be given informat ion  about 

ARMs be fo re  they submit a loan a p p l i c a t i o n  or pay any fee  fo r  th e  lo a n .  Two,
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th e  d i s c l o s u r e s  should inc lude  an exp lana t ion  of th e  na tu re  of ARMs and examples 

r e f l e c t i n g  t h a t  c r e d i t o r ' s  ARM programs in a r i s i n g  i n t e r e s t  r a t e  environment.

In th e  FFIEC * s view, a l l  examples should be based on an assumed 2% in c rease  in 

each of th e  f i r s t  t h r e e  year s  of the  mortgage.

(2) Proposed amendment. Based on recommendations from the  FFIEC and 

i t s  own a n a l y s i s ,  th e  Board proposes to  amend Regula t ion  Z to  provide more 

in formation  t o  consumers about ARMs and t o  encourage un ifo rmity  of  d i s c l o su r e  

requirements  among th e  agenc ies .  The amendments would apply only t o  t r a n s a c t i o n s  

secured by th e  consumer's  p r in c ip a l  dwe l l ing .  This would inc lu de  a l l  purchase 

money mortgages,  in which th e  consumer i s  o b ta in ing  a mortgage loan f o r  t h e  

purpose of  purchasing a home, as well as a l l  t r a n s a c t i o n s  in which th e  consumer 

i s  using th e  home as s e c u r i t y  fo r  a loan.  (Home e qu i ty  l i n e s ,  in which an 

open-end l i n e  of c r e d i t  i s  secured by the  consumer's home, would not be sub jec t  

t o  t h e  requirement ,  which app l ie s  only t o  c losed-end mortgages,  although the  

Board i s  s p e c i f i c a l l y  s o l i c i t i n g  comment on t h i s  a spec t  of th e  p ro p o s a l . )  All 

o th e r  consumer c r e d i t  t r a n s a c t i o n s  t h a t  conta in a v a r i a b l e  r a t e  f e a t u r e  would 

cont inue  t o  be su b jec t  t o  the  c u r r e n t  v a r i a b l e  r a t e  d i s c l o s u r e  requirements  in 

Regulat ion Z.

The f i r s t  amendment would add a new paragraph ( j )  t o  s ec t io n  226.17,  

r e q u i r in g  c r e d i t o r s  t o  make a v a i l a b l e  to  consumers informat ion  exp la in in g  ARMs.

The Consumer Handbook on Adjus table  Rate Mortgages, developed by the  Board and 

th e  Federal  Home Loan Bank Board, may be used by c r e d i t o r s  t o  f u l f i l l  t h i s  r e q u i r e 

ment i f  they choose. The Board i s  aware t h a t  o th e r  o rg an iza t io n s  such as the  

Mortgage Bankers Assoc ia t ion  and the  Federal National Mortgage Assoc ia t ion have 

a l s o  developed educa t iona l  brochures  on ARMs. This m a te r ia l  may a l so  s a t i s f y  

t h e  proposed requirement .
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Because t h e  mate r i a l  on ARMs would be a v a i l a b l e  a t  a l l  t im e s ,  consumers 

would have an oppor tu n i ty  t o  review the  informat ion  in  an unpressured manner 

befo re  e n t e r in g  i n t o  t h e  a p p l i c a t i o n  p rocess .  The informat ion  should i l l u s t r a t e ,  

in general  te rm s ,  th e  actua l  f i n a n c i a l  impact of  ARM f e a t u r e s ,  as well as 

exp la in  important  f e a tu r e s  such as nega t ive  am or t iza t ion  and r a t e  and payment 

caps .  This in formation would serve t o  a l e r t  the  consumer t o  important  quest ions

t o  ask lenders  once th e  shopping process beg ins .

The second proposed amendment would r e v i s e  the  v a r i a b l e  r a t e  d i s c l o s u r e

c u r r e n t l y  re qu ir ed  by sec t io n  226.18(f )  of  Regulat ion Z. C u r re n t ly ,  c r e d i t o r s

in  any v a r i a b l e  r a t e  t r a n s a c t i o n ,  inc lu d in g  mortgages,  must provide consumers 

with abbrev ia t ed  information regarding th e  v a r i a b l e  r a t e  f e a t u r e .  This informa

t i o n  must be provided along with the  o th e r  Truth in  Lending d i s c l o s u r e s ,  t h a t  

i s ,  f o r  most ARMs wi th in  t h r e e  business  days a f t e r  t h e  c r e d i t o r ' s  r e c e ip t  of 

the consumer's  w r i t t e n  a p p l i c a t i o n .

The conten t  of the  v a r i a b l e  r a t e  d i s c l o s u r e s  under th e  proposed 

amendment would be s i g n i f i c a n t l y  expanded from the c u r r e n t  r e g u l a t i o n .  As 

o u t l in e d  in t h e  proposed rev i s io n  t o  Appendix H-4, d e t a i l e d ,  s p e c i f i c  informa

t i o n  about a l l  major aspec t s  of th e  v a r i a b le  r a t e  f e a t u r e  would be requ ired  to  

be p resen ted  in  a c l e a r ,  conci se  format .  As with the  o the r  model forms in 

Appendix H, however, c r e d i t o r s  may d e l e t e  any d i s c l o s u r e s  t h a t  do not apply t o  

the i  r ARM p l a n s .

The amendment would r e q u i r e  c r e d i t o r s  to  p r e c i s e l y  i d e n t i f y  th e  index

t o  which the  r a t e  i s  t i e d ,  or provide a b r i e f  d e s c r i p t i o n  of the  formula used

in c a l c u l a t i n g  th e  i n t e r e s t  r a t e  i f  no index i s  used,  along with the  margin or 

spread over th e  index .  The requirement  t h a t  th e  i n i t i a l  r a t e  be s t a t e d  i s  

intended t o  a l e r t  th e  consumer t o  a d i s co u n t ,  as well as th e  term t o  which t h a t

low i n i t i a l  r a t e  would app ly .  For example, i f  a c r e d i t o r  d iscounted a consumer's
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r a t e  f o r  s ix  months, th e  d i s c l o s u r e  might read ,  "Your r a t e  i s  based on th e  

6-month Treasury B il l  r a t e  plus  2%, but your i n i t i a l  r a t e  wil l  be discounted 

t o  9% f o r  s ix  months." The frequency of r a t e  and payment adjustments  would be 

d i s c l o s e d ,  a long with r a t e  and payment caps.  I f  t h e r e  a re  no payment or r a t e  

caps ,  th e  d i s c l o s u r e  would i n d i c a t e  t h a t  t h e r e  are  no l i m i t s  on p o t e n t i a l

in c re a se s  in payment or r a t e .  Moreover, i f  no ove ra l l  r a t e  caps e x i s t ,

c r e d i t o r s  would be requi red to  make a conspicuous s ta tement  to  t h a t  e f f e c t  next 

t o  t h e  example of payment i n c r e a s e s .  I f  th e  presence of r a t e  or payment caps 

would r e s u l t  in  i n t e r e s t  ca r ryove r  or  nega t ive  am o r t i z a t io n ,  the  d i s c l o s u r e  

would need t o  r e f l e c t  those  f e a t u r e s  with s ta tements  s u b s t a n t i a l l y  s i m i l a r  t o  

those given in the  example. Any l i m i t s  on negat ive  a m o r t i z a t io n ,  t y p i c a l l y  a 

maximum percentage  over the  o r ig i n a l  loan ba lance ,  would a l so  be d i s c l o se d .

The most s i g n i f i c a n t  change in th e  v a r i a b l e  r a t e  d i s c l o s u r e  would be 

t h e  type of example r eq u i red .  C u r re n t ly ,  the  r e g u la t io n  requ i re s  only a very 

b r i e f  example, which need not be t r a n s a c t i o n - s p e c i f i c .  For example, even i f  a

p a r t i c u l a r  loan were fo r  $85,000, th e  c r e d i t o r  could s t a t e ,  "In a $50,000 loan,

an in c rease  o f  \% a t  the  end of th e  f i r s t  yea r  would r e s u l t  in a payment of  

$800 a month." In c o n t r a s t ,  the  proposal would re q u i re  th e  c r e d i t o r  t o  show the 

e f f e c t s  of an in c re a se  on t h a t  p a r t i c u l a r  loan .  Not only must the  example be 

based on t h a t  s p e c i f i c  loan amount, but the  example must r e f l e c t  th e  e f f e c t s  of 

r a t e  or payment caps or o th e r  f e a tu r e s  t h a t  would a f f e c t  th e  payment schedu le .  

Thus, i f  t h e  loan c a l l s  f o r  payment caps which would r e s u l t  in nega t ive  amort i 

z a t i o n ,  both the  lower e a r l i e r  payments r e s u l t i n g  from the caps and the  presum

ably higher  l a t e r  payments r e s u l t i n g  from th e  inc reased  loan balance must be 

incorpora ted  i n t o  the  example.



The proposed example a l so  d i f f e r s  from th e  cu r r e n t  r eg u la t io n  in t h a t  

i t  would spec i fy  t h e  assumptions about i n t e r e s t  r a t e  in c rease s  on which the  

example must be based. C u r re n t ly ,  th e  c r e d i t o r  may s e l e c t  any reasonably 

r e p r e s e n t a t i v e  r a t e  in c rease  assumption in designing  i t s  example. Given t h i s  

f l e x i b i l i t y ,  many c r e d i t o r s  have chosen t o  assume a 1% in c r e a s e  a t  the  end of 

th e  f i r s t  y e a r .  In c o n t r a s t ,  the  proposal would re q u i re  t h a t  the  example be 

based on an assumed in c re a se  of 2% in  th e  index r a t e  in each of the  f i r s t  th re e  

year s  during which a r a t e  inc rease  i s  p e rm i t t ed ,  with no in c rease s  a f t e r  t h a t  

p o i n t .  The e f f e c t s  of t h a t  r a t e  in c re a se  must then be shown f o r  th e  f u l l  term 

of th e  t r a n s a c t i o n ,  not merely at  a s in g l e  poin t  in t im e ,  as i s  now permit t ed  

by sec t io n  2 2 6 .1 8 ( f ) .

To h ig h l i g h t  the  p o t e n t i a l  e f f e c t  of a v a r i a b l e  r a t e  f e a t u r e ,  the  

amendment c a l l s  f o r  the  i n c r e a s e d - r a t e  example t o  be shown a lo ngs ide  th e  payments 

t h a t  would r e s u l t  i f  t h e r e  were no change in r a t e s  f o r  t h e  term of  t h e  loan .

This payment schedule  would be th e  same as th e  amounts d i s c lo sed  under s e c t io n  

226 .18(g);  a proposed amendment t o  t h a t  paragraph would allow c r e d i t o r s  t o  use 

the  "no change" example as the  payment schedule  d i s c l o s u r e .

While t h e  example c a l l e d  fo r  by th e  proposal  i s  not n e c e s sa r i l y  the  

"worst" in c re a s e  t h a t  could occur in ind iv idua l  t r a n s a c t i o n s ,  th e  Board be l i ev es  

t h a t  sp ec i fy ing  a 2% r i s i n g - r a t e  s cena r io  has advantages.  F i r s t ,  the  proposal 

r e f l e c t s  the  recommendation of the  FFIEC as t o  the  proper bas i s  f o r  a "worst 

case" example, and adopt ing i t s  recommendation may help t o  f o s t e r  uniform 

d i s c l o s u r e s  among the  a g enc ie s .  Second, an example showing 2% in c rease s  fo r  

t h r e e  year s  would p a r a l l e l  examples t h a t  consumers would have go t t en  e a r l i e r  i f  

they received th e  Consumer Handbook. Third ,  spec i fy ing  a p a r t i c u l a r  bas i s  f o r  

th e  example re so lv es  th e  quest ion of th e  proper  bas i s  where t h e r e  a re  no l i m i t s  

on r a t e  in c re a se s  and thus  no worst  case example i s  p o s s i b l e .
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The proposal a l so  inc ludes  an amendment t o  fo o tn o te  38 to  sec t io n  

2 2 6 .1 7 (a ) .  That amendment would req u i re  c r e d i t o r s  t o  give a l l  v a r i a b l e  r a t e  

d i s c l o s u r e s  as p a r t  of the  o th e r  segrega ted Truth in  Lending d i s c l o s u r e s ,  by 

removing th e  phrase " the v a r i a b l e  r a t e  example under s e c t io n  2 2 6 .1 8 ( f ) ( 4 ) . "

In t h e  Board 's  view, su b jec t in g  th e  v a r i a b le  r a t e  d i s c l o s u r e s  t o  the  same format 

requirements  as o th e r  d i s c l o su r e s  would help t o  c a l l  consumers'  a t t e n t i o n  t o  the  

info rmat ion  provided by s e c t io n  2 2 6 .1 8 ( f ) .

(3) Comment r e q u e s t e d . The Board s o l i c i t s  comment on a l l  a spec ts  of 

the  p roposa l ,  and p a r t i c u l a r l y  welcomes comment on th e  fol lowing ques t io n s :

1. Should foo tno te  43 t o  Regulat ion Z be r e t a in e d ?  If  th e  foo tno te  

were r e t a i n e d ,  c r e d i t o r s  could cont inue  t o  u t i l i z e  the  d i s c l o s u r e s  of  o th e r  

agencies  in place  of t h e  proposed v a r i a b l e  r a t e  d i s c l o s u r e  under s ec t ion  

2 2 6 .1 8 ( f ) .  This would a l l e v i a t e  the  burden of a d ju s t i n g  t o  new d i s c l o s u r e  

requirements  f o r  those  c r e d i t o r s  a l r eady  using th e  o th e r  agenc ie s '  d i s c l o s u r e s ,  

and those  c r e d i t o r s  f a r  outnumber c r e d i t o r s  using Regulat ion Z v a r i a b l e  r a t e  

d i s c l o s u r e s .  However, cont inued a v a i l a b i l i t y  of foo tno te  43 would a l so  serve 

to  main ta in  t h e  s t a t u s  quo of  d u p l i c a t i v e  fe de ra l  r e g u l a t i o n s ,  poss ib ly  t o  the  

de tr im ent  of  both consumers and c r e d i t o r s .  In th e  Board 's  view, un ifo rmity  of 

v a r i a b le  r a t e  d i s c l o s u r e s  would b e t t e r  serve  both consumers and c r e d i t o r s  than 

th e  c u r re n t  over lapping of  federa l  r e g u la t io n s  in t h i s  a r e a .  While t h e  Board 

recognizes  t h a t  o th e r  agencies  may cont inue  t o  impose t h e i r  own d i s c l o s u r e  

requirements  even wi thout  foo tn o te  43, the  Board be l i ev es  t h a t  th e  e l im ina t ion

of th e  fo o tno te  could encourage f u r t h e r  movement toward un iformity  of d i s c l o s u r e s .

2. Should t h e  t iming of  th e  d i s c l o s u r e s  be rev i s ed ;  s p e c i f i c a l l y ,  

should d i s c l o s u r e s  be requ ired  e a r l i e r  than t h r e e  days a f t e r  a p p l i c a t i o n ?  

Disc losu re  of th e  information before  a p p l i c a t i o n  would provide consumers with 

information e a r l i e r  in th e  c r e d i t  shopping process  and perhaps f a c i l i t a t e
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comparison among c r e d i t  sources  before  th e  consumer i s  in any way committed 

t o  a p a r t i c u l a r  loan .  On th e  o the r  hand, the  information needed fo r  accu ra te  

d i s c l o s u r e s  i s  l e s s  l i k e l y  t o  be a v a i l a b l e  a t  e a r l i e r  s tages  in t h e  a p p l i c a t i o n  

p rocess .  For example, a consumer may not q u a l i f y  f o r  th e  loan terms or  ARM plan 

o r i g i n a l l y  sought ,  or may a l t e r  the  loan amount s i g n i f i c a n t l y .  Furthermore,  th e  

Board ques t ions  whether the  degree of  c r e d i t o r  burden involved in providing 

d i s c l o s u r e s  be fo re  a p p l i c a t i o n  i s  j u s t i f i e d  by th e  p o t e n t i a l  b e n e f i t  to  consumers. 

Would consumers'  a b i l i t y  t o  comparison shop be s i g n i f i c a n t l y  enhanced i f  tney 

received  d i s c l o s u r e s  j u s t  before  a p p l i c a t i o n  as opposed t o  t h r e e  days l a t e r ?

3. While the  Board be l ieves  t h a t  th e  proposed example based on assumed 

2% in c re a se s  has advantages,  would o the r  examples be p re fe ra b le ?

° Should the  example be based on th e  actual  worst case as opposed t o  

a s p e c i f i e d  r a t e  i n c re a s e ,  as proposed? The Board recognizes  t h a t  the  proposed 

example cannot be ch a r ac te r i z e d  as a "worst case"  example in a l l  c a se s .  A t r u e  

worst case would requ i re  the  c r e d i t o r  t o  r e f l e c t  in th e  example the  most extreme 

r a t e  i n c rease s  poss ib le  over th e  l i f e  of th e  mortgage.  To i l l u s t r a t e ,  i f  a 

30-year  mortgage included a r a t e  cap o f  1% per  annual ad justment ,  but no l i f e t i m e  

cap,  the  example would have t o  r e f l e c t  the  payments r e s u l t i n g  from a 1% in c re a s e  

occur r ing  in each of t h e  30 year s  of the  t r a n s a c t i o n .  I f  a loan had n e i t h e r  

l i f e t i m e  nor per  adjustment  caps ,  an a l t e r n a t i v e  would have t o  be devised i f  

the  t r u e  "worst case" approach were adopted .  For i n s t a n c e ,  th e  Board might 

spec i fy  th e  bas i s  f o r  the  example, or req u i re  no example but requ i re  a prominent 

s ta tement  t h a t  the  loan conta ins  no l i m i t s  on p o s s ib le  r a t e  i n c r e a s e s .

° Should the  Board r e q u i r e ,  in a d d i t io n  t o  an example of  r a t e  i n c r e a s e s ,  

an example showing th e  e f f e c t  of r a t e  decreases?  Because, by t h e i r  very n a t u r e ,  

ARMs have th e  p o t e n t i a l  f o r  per iods of payments t h a t  a re  lower than th e  i n i t i a l  

amount, should an example showing lower payments be inc luded in  th e  d i s c l o s u r e ?
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4 .  Should the  Board provide a d d i t io n a l  sample forms f o r  o th e r  ARM 

plans? I f  so,  what would be th e  most useful  f e a t u r e s  t o  i l l u s t r a t e  in sample 

d i s c l o s u r e s ?  For i n s t a n c e ,  should th e  Board i l l u s t r a t e  ARMs with graduated 

payments,  buydowns, d i s co u n t s ,  or o the r  f e a tu re s?

5. Should the  v a r i a b l e  r a t e  d i s c l o s u r e s  f o r  home equ i ty  l i n e s  of  

c r e d i t  be expanded t o  t r a c k  the  expanded d i s c l o s u r e  requirements  fo r  ARMs?

The Board has excluded home equ i ty  l i n e s  from coverage because th e  Board 

b e l i e v es  t h a t  open-end v a r i a b l e  r a t e  plans have not been i d e n t i f i e d  with

th e  problems of  consumer confusion and d u p l i c a t i v e  r e g u la t io n s  a s so c ia t ed  with 

o th e r  ARMs. However, th e  Board seeks comment on th e  ap p ro p r ia t e  t r ea tm en t  of 

home e qu i ty  l i n e s .

L i s t  o f  Subjec ts  in 12 CFR Part  226

A d v e r t i s in g ,  Bank, banking, Consumer p r o t e c t i o n ,  C r e d i t ,  Federal 

Reserve System, Finance,  P e n a l t i e s ,  Truth in  Lending.

(4) Regulatory F l e x i b i l i t y  A n a ly s i s . The Board's Div is ion  of Research 

and S t a t i s t i c s  has prepared a r eg u la to ry  f l e x i b i l i t y  a n a l y s i s .  A copy of t h e  

a n a l y s i s  may be obta ined from P u b l i ca t io n s  S e rv ic e s ,  Board of  Governors of the 

Federal Reserve System, Washington, D.C. 20551, a t  (202) 452-3245.

(5) Text o f  proposed r e v i s i o n . 12 CFR Par t  226 i s  amended as fo l lows:

1. The a u t h o r i t y  c i t a t i o n  f o r  Pa r t  226 cont inues  t o  read as fo l lows :

A uthori ty :  15 U.S.C. 1604 as amended.

2.  Pa r t  226 i s  rev is ed  by removing from fo o tno te  38 t o  s e c t io n  226.17(a)  

t h e  phrase “th e  v a r i a b l e  r a t e  example under s ec t io n  2 2 6 . 1 8 ( f ) ( 4 ) , "  by adding 

paragraph ( j )  t o  s e c t io n  226.17, by removing fo o tn o te  43 t o  paragraph ( f )  of  

s ec t io n  226.18,  by re v i s in g  paragraph ( f )  of s ec t io n  226.18, by re v i s in g  paragraph 

(g) of  s e c t io n  226.18,  and by r e v i s in g  Appendix H, t o  read as fo l lows :
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SUBPART C - -  CLOSED-END CREDIT

Sect ion 226.17 — General Disclosure  Requirements

* * * * *

( j )  Consumer handbook. (1) A c r e d i t o r  t h a t  o f f e r s  v a r i a b l e  r a t e  c r e d i t  secured 

by th e  consumer's  p r in c ip a l  dwelling sha l l  make a v a i l a b l e  a t  i t s  place of business  

a c l e a r  and concise  d e s c r ip t i o n  of th e  na ture  of th e  loans o f f e red  by the  c r e d i t o r .  

This d i s c l o s u r e  sh a l l  be made in terms r e a d i ly  unders tandable  by the  layman and sh a l l  

inc lude  a d e s c r i p t i o n  of  a l l  s i g n i f i c a n t  loan te rm s .

(2) The booklet  t i t l e d  Consumer Handbook on Adjus tab le  Rate Mortgages 

publ ished by th e  Board and th e  Federal Home Loan Bank Board c o n s t i t u t e s  a 

d i s c l o s u r e  in compliance with the  requirements  of t h i s  pa ragraph .  Other brochures  

may a l so  be deemed t o  comply with t h i s  paragraph.

* * * * *

Sect ion 226.18 — Content o f  Disclosures

* * * * *

( f )  Variable  r a t e . (1) I f  the  annual percentage r a t e  may in c re a se  a f t e r  

consummation, th e  fol lowing d i s c l o s u r e s ,  except  as provided in paragraph (2) :

(1) The ci rcumstances under which the  r a t e  may in c r e a s e .

( i i )  Any l i m i t a t i o n s  on th e  i n c r e a s e .

( i i i )  The e f f e c t  of an i n c r e a s e .

( i v )  An example of th e  payment terms t h a t  would r e s u l t  from an

in c r e a s e .

(2) I f  t h e  annual percen tage  r a t e  may in c re a se  a f t e r  consummation and 

the  t r a n s a c t i o n  i s  secured by the  consumer's  p r in c ip a l  dwell ing ,  d i s c l o su r e s  

s u b s t a n t i a l l y  s i m i l a r  t o  those  conta ined in  Appendix H-4, "Transac t ion  Secured 

by Consumer's P r in c ip a l  Dwell ing," inc lud ing  an example of  the  payment terms 

t h a t  would r e s u l t  from r a t e  in c rease s  of 2 percen tage  po in t s  a t  the  end of each
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of th e  f i r s t  3 y ea r s  during  which a r a t e  in c re a se  i s  pe rm i t t ed ,  with no in c re a se s  

f o r  t h e  r e s t  of  th e  term.  In ap p l i cab le  d i s c l o s u r e s  may be d e l e t e d .

(g) Payment sch e d u le .***

(3) In a t r a n s a c t i o n  su b jec t  t o  paragraph ( f ) ( 2 )  of  t h i s  s e c t i o n ,  the  

c r e d i t o r  may comply with t h i s  paragraph by prov id ing the  examples requ ired  by 

appendix H-4.

* * * * *

APPENDIX H -  Closed-End Model Forms and Clauses

* * * * *

H-4 — Variable  Rate Model Clauses

* * * * *

TRANSACTION SECURED BY CONSUMER'S PRINCIPAL DWELLING 

Your r a t e  i s  based on ( i d e n t i f i c a t i o n  of index and margin or  formula used) .

Based on th e  index ,  your  i n i t i a l  r a t e  wi l l  be ( i n i t i a l  accrua l  r a t e )  f o r  ( i n i t i a l  

t e r m ) .

Rate Increases

Your r a t e  can change ( f requency) .

[Your r a t e  cannot in c re a se  more than ___ % a t  each a d ju s tm en t . ]

[Your r a t e  cannot in c rease  more than ___ % over t h e  term of your l o a n . ]

[There a re  no l i m i t s  on in c rease s  t o  your  r a t e . ]

Payment Increases

Your payment can change (f requency) .

[Your payment cannot in c re a se  more than (amount or  percentage)  a t  each ad jus tm en t . ]  

[There a re  no l i m i t s  on in c rease s  t o  your payment. ]

[ I f  any of  your  payments a re  not s u f f i c i e n t  t o  cover th e  i n t e r e s t  due, the 

d i f f e r e n c e  wi l l  be added t o  your  loan amount. Your loan amount cannot i n c r e a s e  

by more t h a n ___ %.]



[ I f  an i n t e r e s t  r a t e  in c re a s e  i s  foregone because of a r a t e  cap,  i t  may be imposed 

a t  a l a t e r  t i m e . ]

The examples below show how your monthly payments might change 

depending on f u t u r e  changes in t h e  index r a t e  or  formula used t o  c a l c u l a t e  your  

i n t e r e s t .  These a re  only i l l u s t r a t i o n s  t o  show th e  p o s s ib le  e f f e c t s  of r a t e  

changes — no one can a c t u a l l y  p r e d i c t  what r a t e s  wil l  do in th e  f u t u r e .

An in c r e a s e  would make your f u tu r e  payments h ighe r  while  a decrease 

could make them lower than they a re  now. The f i r s t  example below shows what 

your  payments w i l l  be i f  th e  index r a t e  [ o r  formula]  s t a y s  the  same. The 

second example shows what your payments wil l  be i f  your  index r a t e  [or  formula]  

goes up 2% in  each of th e  f i r s t  t h r e e  year s  during which r a t e  in c re a s s e s  a re  

p e rm i t t ed ,  with no in c rease s  f o r  the  r e s t  of th e  te rm.  [The examples a l so  show 

th e  e f f e c t  of  r a t e  or  payment caps on your  payments. ]  [HOWEVER, THERE IS NO CAP

ON TOTAL INCREASES TO YOUR INTEREST RATE DURING YOUR LOAN TERM.]

Year Monthly Payment Monthly Payment I f  Rate
I f  No Change in Rate Increases  2% in [ F i r s t  3 Years]

EXAMPLE BASED ON $100,000 LOAN FOR 30 YEARS

Your r a t e  i s  based on th e  6-month Treasury b i l l  r a t e  plus  3%.

Based on th e  index,  your i n i t i a l  r a t e  wil l  be 13% f o r  one y e a r .

Rate Increases

Your r a t e  can change y e a r l y .

Your r a t e  cannot in c rease  more than 2% a t  each adjustment ,  but t h e r e  a re  no 

l i m i t s  on o v e ra l l  in c rease s  t o  your  r a t e .
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Payment Inc reases

Your payment can change y e a r l y .

There a re  no l i m i t s  on in c rease s  t o  your  payments.

I f  an i n t e r e s t  r a t e  in c rease  i s  foregone because of a r a t e  cap,  i t  may be

imposed a t  a l a t e r  t im e .

The examples below show how your  monthly payments might change 

depending on f u tu r e  changes in  th e  index r a t e  or formula used t o  c a l c u l a t e  your

i n t e r e s t .  However, th e se  a re  only i l l u s t r a t i o n s  t o  show th e  p o s s ib le  e f f e c t s

of r a t e  changes — no one can a c t u a l l y  p r e d i c t  what r a t e s  wi l l  do in t h e  f u t u r e .  

An in c re a s e  in t h e  r a t e  would make your f u t u r e  payments higher  while  

a decrease could make them lower than they  a re  now. The f i r s t  example below 

shows what your  payments wi l l  be i f  th e  index r a t e  s t ay s  th e  same.

The second example shows what your  payments wil l  be i f  your index r a t e

goes up 2% in  each of th e  f i r s t  t h r e e  year s  of  the  loan with no

in c rease s  f o r  th e  r e s t  of th e  t e rm .  HOWEVER, THERE IS NO CAP ON TOTAL INCREASES

TO YOUR INTEREST RATE DURING YOUR LOAN TERM.

Year Monthly Payment Monthly Payment I f  Rate
I f  No Change in Rate Increases  2% in F i r s t  3 Years

1 $1106.20 $1106.20

2 $1106.20 $1263.11

3 $1106.20 $1422.08

4-30 $1106.20 $1582.47

* * * * *

By o rde r  of th e  Board of  Governors of  t h e  Federal Reserve System,

May 9,  1985.
(Signed) William W. Wiles_________

William W. Wi1es 
S e c re ta r y  of th e  Board




