
FEDERAL RESERVE BAIMK
OF i^EW YORK

[ Circular No. 10130 1  
December 31, 1986 J

CONSUMER CREDIT PROTECTION REGULATIONS

—  Proposed Amendments to Regulation Z and Its Official Staff Commentary 
Regarding Adjustable Rate Mortgages 
Comment Invited by January 2Q9 1987

—■ Proposed Amendments Updating Official Staff Commentaries on Regulations B9 E9 and Z
Comment Invited by January 30, 1987

To All Depository Institutions, and Others Concerned, 
in the Second Federal Reserve District:

The Board of Governors o f the Federal Reserve System has proposed an amendment to a consumer credit regu
lation and several amendments to the official staff commentaries on three such regulations (Regulations B, E, and 
Z). Two proposals (Regulation Z and its commentary) deal with the disclosure of additional information to con
sumers with regard to adjustable rate mortgages. The other proposals, three in all, update the official staff 
commentaries that apply and interpret the requirements of those regulations (Regulations B, E, and Z).

Following is the text of the statements issued by the Board of Governors with respect to those proposals: 

A d ju s ta b le  R a te  M o r tg a g e s

The Federal Reserve Board has issued for public comment a proposal to amend its Regulation Z — Truth in 
Lending — to require that more information be disclosed to consumers regarding adjustable rate mortgages (ARMs) before 
loan application and at adjustment dates. Comment is requested by January 20, 1987.

In May 1985, the Board published a proposal for public comment regarding ARM disclosures. This subsequent pro
posal has been developed after reviewing the comments received. It also incorporates the recent recommendation by the 
Federal Financial Institutions Examination Council (FFIEC) that the Board, the Federal Home Loan Bank Board, and the 
Office of the Comptroller of the Currency amend their present ARM disclosure requirements to provide uniform, generic 
disclosures. Under the new proposal, the amendments would require creditors to provide consumers with:

© the C o n s u m e r  H a n d b o o k  o n  A d ju s ta b le  R a te  M o r tg a g e s , or a suitable substitute.
© disclosures outlining the features of each creditor’s loan programs.
© notices of the adjusted payment amount, interest rate, index rate and loan balance.

With these revisions to the Board’s original proposal, important information about ARMs would be provided before 
application, encouraging consumers to shop for credit.

(OVER)



O ffic ia l S ta f f  C o m m e n ta r ie s

The Federal Reserve Board has issued for public comment proposed revisions to the official staff commentary for 
three of its consumer credit protection regulations — Regulation B (Equal Credit Opportunity), Regulation E (Electronic 
Fund Transfers), and Regulation Z (Truth in Lending).

The proposed changes to the staff commentary for Regulation B address questions that have arisen about the regula
tion, and include new material and changes in existing material.

The proposed revisions to the Regulation E staff commentary clarify the treatment of transfers that result from cash 
transactions at merchant point-of-sale terminals, such as electronic check-out terminals at grocery stores.

Proposed revisions to the Regulation Z staff commentary have been made to interpret the proposed amendments to the 
regulation dealing with adjustable rate mortgages [D o c k e t N o . R - 0 5 4 5 ] . Other revisions to the Regulation Z commentary 
are proposed as part of the general commentary update, and clarify the provision that prohibits a creditor from applying 
funds in a deposit account held with a credit card issuer against a consumer’s credit card indebtedness with the creditor. 
The revisions also describe the refinancing exception for transactions with lower annual percentage rates.

Enclosed —  for depository institutions in this District and certain others on our mailing lists who have requested 
notices of changes in the Board’s consumer credit protection regulations —  is the text of each of the proposals, which 
have been reprinted from the Federal Register. Comments thereon should be submitted by January 20, 1987 for the 
ARM proposals (Regulation Z and related staff commentary —  Docket Nos. R-0545 and R-0545A), and by 
January 30, 1987 for the three other staff commentary proposals (EC-1 (Reg. B), EFT-2 (Reg. E), and TIL-1 (Reg. 
Z)). Comments may be sent to the Board of Governors, as specified in the Board’s notices, or to our Compliance 
Examinations Department.

Additional copies of the enclosure will be furnished to others upon request directed to the Circulars Division of 
this Bank (Tel. No. 212-720-5215 or 5216).

E. G er a l d  C o r r ig a n ,
President.
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Proposed Amendment on Variable-Rate Disclosure Under 
Regulation Z (Truth-in-Lendlng)
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Truth In Lending; Variable-Rate  
Disclosure Under Regulation E

AGENCY: Board of Governors of the 
Federal Reserve System.
ACTION: Proposed rule.

SUMMARY: The Board is republishing for 
comment a proposed amendment to

Comment Invited by January 20, 1987

Regulation Z (Truth in Lending) that 
would require creditors to provide more 
information about the variable-rate 
feature of adjustable-rate mortgages 
than is currently required under 
Regulation Z. The proposed rule would 
supersede the Board’s proposed rule on 
variable-rate mortgages published for 
comment on May 15,1985 [50 FR 20221]. 
The current proposal would require 
creditors to distribute to consumers an 
educational booklet about adjustable- 
rate mortgages, and to provide a more 
detailed description of the variable-rate 
feature, along with an historic example,

at the time an application form is given 
to the consumer or before the consumer 
pays a non-refundable fee, whichever is 
earlier. These revisions are intented to 
address concerns regarding the 
adequacy of information given to 
consumers applying for adjustable-rate 
mortgages and regarding the creditor 
burden of duplicative federal 
regulations.
DATE: Comments must be received on or 
before January 20,1987.
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ADDRESS: Comments should be mailed 
to William W. Wiles, Secretary, Board 
of Governors of the Federal Reserve 
System, Washington, DC 20551, or 
delivered to the 20th Street courtyard 
entrance, 20th Street, between C Street 
and Constitution Avenue, NW., 
Washington, DC, between 8:45 a.m. and 
5:15 p.m. weekdays. Comments should 
include a reference to Docket No. R- 
0545. Comments may be inspected in 
Room B-1122 between 8:45 a.m. and 5:15 
p.m. weekdays.
FOR FURTHER INFORMATION CONTACT:
Michael Bylsma, Senior Attorney, or 
Sharon Bowman, Staff Attorney,
Division of Consumer and Community 
Affairs, at (202) 452-3667 or (202) 452- 
2412, or Eamestine Hill or Dorothea 
Thompson, Telecommunications Device 
for the Deaf, at (202) 452-3544, Board of 
Governors of the Federal Reserve 
System, Washington, DC, 20551.
SUPPLEMENTARY INFORMATION:

(1) Background

Recently the Board has been working 
with the other federal financial 
regulatory agencies to develop a uniform 
set of disclosures for adjustable-rate 
mortgages (ARMs). This effort arose 
because of concern about the different 
disclosure requirements imposed by the 
various federal agencies. Currently, four 
federal agencies require that lenders 
subject to their regulations provide 
specific disclosures about ARMs to 
borrowers. Under Regulation Z, the 
Board requires that a variable-rate 
feature be described briefly to 
consumers. In contrast to Regulation Z, 
the regulations of two other federal 
financial agencies and the Department 
of Housing and Urban Development 
(HUD) call for more extensive, detailed 
information. The Federal Home Loan 
Bank Board (FHLBB) requires variable- 
rate disclosures for federally-chartered 
savings and loan associations and also 
for certain other lenders that wish to 
market their loans to federally-chartered 
savings and loans (12 CFR 545.33). The 
Office of the Comptroller of the 
Currency (OCC) mandates variable-rate 
disclosures for national banks and other 
lenders that seek to market their loans 
to national banks (12 CFR Part 29). 
Under the “Alternative Mortgage 
Transaction Parity Act of 1982” (12 
U.S.C. 3802), state-chartered institutions 
and other mortgage lenders may take 
advantage of federal authorization of 
ARMs by following the rules of the 
FHLBB or the OCC. Finally, HUD 
prescribes disclosures for lenders 
wishing to participate in the Federal 
Housing Administration (FHA)

insurance program (24 CFR Parts 203 
and 234).

The federal financial agencies believe 
that this regulatory structure, which 
requires different disclosures by 
different lenders delivered at different 
times, is causing problems for both 
consumers and mortgage lenders. The 
ability of consumers to understand and 
make important decisions about ARMs 
before entering into these transactions 
may be hampered by their receipt of 
different information about ARM 
programs depending on what type of 
lender they have approached. This 
problem is exacerbated by the variety of 
ARM products now being offered as 
well as the complexity of some of these 
programs. At the same time, these 
regulatory requirements have proven 
burdensome to the mortgage industry, 
particularly when mortgage lenders 
must satisfy more than one regulation in 
order to take full advantage of the 
secondary market. Under certain 
circumstances, lenders who wish to 
originate mortgages for possible sale to 
either a federal savings and loan 
association or to a national bank may 
have to make disclosures under both 
agencies’ rules. Furthermore, it has been 
claimed that the variety of regulatory 
requirements has hampered the 
development of a thriving secondary 
market for ARMs.

Based on recommendations by the 
Federal Financial Institutions 
Examination Council (FF1EC) and its 
own analysis, the Board proposed in 
May 1985 to amend Regulation Z to 
provide more information to consumers 
about ARMs and to encourage uniform 
disclosures among the agencies. The 
FFIEC had two recommendations for the 
Board, which grew out of the work of a 
task force composed of representatives 
from HUD, the OCC, the FHLBB, the 
Federal Deposit Insurance Corporation, 
the National Credit Union 
Administration, and the Board. These 
recommendations were: (1) Consumers 
should be given information about 
ARMs before they submit a loan 
application or pay any fee; and (2) the 
disclosures should include an 
explanation of the nature of ARMs, 
including an example of payment 
changes that would result in a creditor’s 
ARM program assuming 2 percentage 
points index rate increases in each of 
the first three years of a mortgage.

On May 15,1985, the Board published 
its proposed amendment to Regulation Z 
which incorporated the 
recommendations of the FFIEC and 
which would have eliminated the 
provision of Regulation Z (footnote 43) 
that permits creditors to substitute the

disclosures required by other federal 
regulations for the variable-rate 
disclosure required by Regulation Z. 
Specifically, the Board proposed that 
creditors make available to consumers 
information explaining ARMs and stated 
that the C o n su m er H a n d b o o k  on  
A d ju s ta b le  R a te  M o rtg a g es  could be 
used by creditors to fulfill the 
requirement. The Board further 
proposed that detailed, transaction- 
specific disclosures be given to the 
consumer, including an example of the 
consumer’s payment terms if the index 
rate increased 2 percentage points in 
each of the first three years.

The Board reviewed over 500 
comments on its May 1985 proposal. All 
of the commenters addressing the issue 
supported the goal of uniformity in 
adjustable-rate mortgage disclosures. 
About 80% of the 200 commenters who 
expressed their opinion on the best way 
to achieve uniformity favored the 
Board’s retaining footnote 43 until the 
other federal financial agencies agreed 
upon a uniform disclosure rule. A 
majority of the commenters on the issue 
also supported the Board’s proposal to 
require creditors to make available the 
C o n su m er H a n d b o o k  on A d ju s ta b le  
R a te  M o rtg a g es, or a comparable 
brochure.

About one-third of the commenters 
generally opposed to the proposed rule 
opposed it because of the payment 
example required and the possible 
increase in expense and burden to 
creditors. Furthermore, approximately 
one-half of the commenters addressed 
the proposal that the example of rate 
increases be transaction-specific. Nearly 
70 percent of these commenters opposed 
the requirement, citing their concern 
about the anticipated high cost of 
preparing the transaction-specific 
disclosures. They also stated that these 
disclosures would be difficult to prepare 
within three days after application. A 
majority of the commenters on the 
issue—particularly savings and loan 
associations, banks, and other 
creditors—opposed the proposed 
example based on assumed 2 percentage 
points per year index rate increases for 
three years, although many commenters 
misunderstood how the example would 
apply in specific transactions. Some of 
these commenters preferred an example 
based on the historical movement of an 
index rather than a specified increase.

In August 1985, the FFIEC discussed 
the negative public comments received 
on the Board’s proposal, and 
recommended that the FFIEC Consumer 
Compliance Task Force develop a 
different approach to ARM disclosures. 
In October 1985, the Task Force
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recommended to the FFIEC that 
“generic” loan program disclosures be 
developed, but asked the FFIEC to 
decide whether the payment example 
should be based on assumed 2 
percentage points annual increases in 
index values. The ARM disclosure 
proposal was discussed at three 
subsequent meetings of the FFIEC in late 
1985 and in 1986. During that period, the 
Federal financial agencies received 
letters from members of Congress 
recommending that the disclosures show 
the borrower’s maximum rate and 
payment exposure. On August 11,1986, 
the FFIEC approved a proposal requiring 
that creditors provide two types of 
disclosures: (1) The C on su m er  
H a n d b o o k  on A d ju s ta b le  R a te  
M o rtg a g es, or a suitable substitute, and
(2) disclosures that fully describe each 
of the creditor’s ARM programs, with a 
15-year historical example of how 
changes in the index or formula values 
used to compute interest rates would 
have affected the interest rates and 
payments on a $10,000 loan. In addition, 
the maximum interest rate and payment 
that could result under the program for 
the $10,000 loan would be disclosed.
(2) Proposed Amendment

Based on recommendations from the 
FFIEC, the Board is republishing for 
comment amendments to Regulation Z 
to provide more information to 
consumers about adjustable-rate 
mortgages. Like the original proposal 
published in May 1985, this proposal 
provides for a handbook to be 
distributed to consumers, as well as 
detailed disclosures about a creditor’s 
ARM loan programs. Some provisions of 
the new proposal, however, most 
notably the example of rate 
adjustments, differ significantly from the 
earlier proposal.

As proposed earlier, the amendments 
would apply only to transactions 
secured by the consumer’s principal 
dwelling. This would include all 
purchase-money mortgages, in which the 
consumer is obtaining a mortgage loan 
for the purpose of purchasing a home, as 
well as all transactions in which the 
consumer is using the home as security 
for a loan. (Home equity lines, in which 
an open-end line of credit is secured by 
the consumer’s home, would not be 
subject to the new requirements, which 
apply only to closed-end mortgages.) All 
other consumer credit transactions that 
contain a variable-rate feature would 
continue to be subject to the current 
variable-rate disclosure requirements in 
Regulation Z.

In its earlier proposal, the Board 
solicited comment on whether the timing 
for the ARM disclosures should be

earlier than proposed (for purchase- 
money ARMs, three days after a 
creditor’s receipt of a written 
application). As recommended by the 
FFIEC, the Board is now proposing that 
ARM disclosures, including both the 
ARM brochure and the other detailed 
ARM information, be provided to 
prospective borrowers when an 
application form is furnished or before 
the payment of a non-refundable fee, 
whichever is earlier. This rule is 
consistent with the FHLBB’s current 
timing rule for distribution of the ARM 
brochure. It would permit creditors to 
provide the detailed disclosures to 
consumers as an insert to the handbook 
when it is given. This change also 
reflects the views of some of the 
commenters on the Board’s original 
proposal, who felt that ARM information 
should be provided to consumers as 
early as possible—particularly, before 
payment of an application fee—in order 
for consumers to use the information for 
comparison shopping. Disclosure at this 
point in time is possible under the new 
proposal because, unlike the original 
proposal, the new rule would require 
that disclosures reflect ARM loan 
program features, but not the terms of 
individual transactions. A special timing 
rule applies in cases where an ARM 
application reaches a creditor by way of 
an intermediary agent or broker in 
footnote 45b. In such cases, both the 
ARM brochure and the other detailed 
ARM information must be placed in the 
mail or delivered not later than three 
business days after the creditor receives 
the consumer’s application.

Under the new timing rule, variable- 
rate disclosures would be given to 
consumers earlier than the standard 
Truth in Lending information required 
by |  226.18. A sentence would be added 
to |  226.17(b) to cross-reference the 
early timing requirement for ARMs. For 
purchase-money ARMs, the standard 
Truth in Lending disclosures generally 
are provided three days after a 
creditor’s receipt of a written 
application. For other ARMs, the Truth 
in Lending disclosures are not given 
until consummation of the transaction, 
which is typically at closing. Because of 
this difference in the timing of 
disclosures under § 226.19(b), a new 
paragraph (f)(2) would be added to 
|  226.18 to require that the later Truth in 
Lending disclosures make reference to 
the earlier ARM information received by 
consumers, as well as state that an 
adjustable-rate feature exists.

A new paragraph (b)(1) requiring an 
ARM brochure has been added to 
|  226.19. The method of providing this 
disclosure differs from that originally

proposed. The May 1985 proposal 
required that an ARM brochure be made 
available to consumers so that they 
would have a chance to pick up a copy 
and review it before entering into the 
application process. The new proposal, 
instead, would require that creditors 
give each consumer a brochure, rather 
than simply making the brochures 
available, when an application form is 
given to a consumer or before a 
consumer pays a non-refundable fee, 
whichever is earlier. This provision 
mirrors the rule that the FHLBB has had 
in effect for federally-insured savings 
associations since August 1985. The rule 
ensures that every consumer 
considering applying for an ARM will 
receive a brochure at an early stage in 
the application process.

As proposed in May 1985, the 
C o n su m er H a n d b o o k  on A d ju s ta b le  
R a te  M o rtg a g es, developed by the Board 
and the FHLBB, may be used by 
creditors to fulfill this requirement if 
they choose. The new proposal would 
also permit creditors to provide a 
“suitable substitute” in place of the 
consumer handbook. Rather than the 
Board’s evaluating whether an 
individual creditor’s ARM brochure is a 
“suitable substitute," the regulation 
would require individual creditors to 
make a good faith determination of 
whether a brochure is, in fact, a suitable 
substitute. The Board envisions that 
substitutes must be, at a minimum, 
comparable to the consumer handbook 
in substance and comprehensiveness, 
recognizing that some lenders’ 
brochures may contain more detailed 
descriptions of their particular ARM 
programs than contained in the 
C o n su m er H a n d b o o k .

The remainder of the proposal 
contains the revisions that would be 
made to the variable-rate disclosures 
currently required by Regulation Z. 
These revisions have been made in 
proposed |  2267.19(b)(2). Like the 
original proposal, the new proposal 
requires that detailed, specific 
information about all major aspects of a 
variable-rate feature be clearly 
disclosed to consumers. To illustrate the 
proposed requirements, sample form H - 
14 has been revised, and model clauses 
have been included in a proposed 
revision to Appendix H-4.

Many of the disclosures in the new 
proposal, other than the example of rate 
and payment changes, are similar to 
those originally proposed by the Board 
in May 1985. Creditors would be 
required to identify the index to which 
interest rate changes are tied, or provide 
a brief description of the formula used in 
calculating changes if no index is used.
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A new requirement, which is currently 
included in both the OCC’s and the 
FHLBB’s disclosure rules, would be the 
disclosure of a source of information 
about an index. For example, if index 
values are listed in the W a ll  S tr e e t  
Journal, creditors could make such a 
statement in disclosing a source of 
information about their index. The 
proposal also would call for an 
explanation of how the interest rate will 
be determined, for example, by a 
statement that the interest rate will be 
based on a specified index plus a 
margin. Furthermore, creditors would be 
required to include a statement 
suggesting that consumers ask for the 
current margin value and interest rate.
As proposed in May 1985, creditors 
would need to alert consumers about a 
discount feature when the initial rate is 
discounted. As required now by the 
Board, the OCC, and the FHLBB, the 
frequency of rate and payment 
adjustments also would be disclosed, 
along with rate and payment caps, if no 
payment or rate caps exist, the 
disclosure would indicate conspicuously 
that there are no limits on potential 
increases in payments or rates. If the 
presence of rate or payment caps would 
result in interest rate carryover or 
negative amortization, the disclosure 
statement would need to contain a 
statement about those features, as now 
mandated in the OCC’s disclosure rule. 
Two proposed disclosures that were not 
contained in the Board’s original May 
1985 proposal are the fact that a loan 
program contains a demand feature, if 
applicable, and a statement reflecting 
what information will be contained in 
an adjustment notice and when such 
notice will be provided. Finally, 
creditors would be required to include a 
notice to consumers that disclosure 
forms are available for the creditor’s 
other ARM loan programs.

The most significant change from the 
May 1985 proposal is the type of 
example mandated in the variable-rate 
disclosures. The Board’s earlier proposal 
would have required creditors to show 
the effects of rate changes on a 
particular loan. In contrast, the new 
proposal would provide for an example 
based on a $10,(MM) loan, as does the 
current OCC rule. As a result, the 
disclosures could be pre-printed for each 
loan program and given to consumers 
with an ARM handbook. Creditors also 
would be required to include a 
statement on the disclosure form 
explaining to consumers how to 
calculate their actual monthly payment 
amount for a loan amount other than 
$10,(XX). The example based on $10,(XX) 
reflects the recommendation of the

FFIEC, and is premised, in part, on the 
rationale that figures based on a $10,000 
example provide information that 
consumers can use with minimal 
difficulty to calculate their actual 
monthly payments for a specific 
transaction. In addition to the effect on 
monthly payments, the example would 
need to reflect the effect of index rate 
changes on the outstanding loan balance 
as of the end of the year.

The other major change to the 
example contained in the Board’s earlier 
proposal is the assumed index rate 
changes on which the example must be 
based. The May 1985 proposal would 
have required that two examples be 
shown: one based on an assumed 
increase of 2 percentage points in the 
index rate in each of the first three years 
and one based on no changes in the 
index rate during the loan term. In 
contrast, the new proposal has deleted 
the example of no changes in index 
rates and would require that the 
example shown be based on the history 
of the specific index or formula to be 
used in the loan program. The index 
values used in the example will begin 
with the value for 1977 and be updated 
annually to add ther values for 
additional years until a 15-year history 
is shown. For example, the disclosures 
for an ARM made in 1987 would include 
index values for each year from 1977 
through 1988. In each subsequent year 
until 1991, a creditor’s disclosures would 
include the index value for one more 
year. From that time forward, lenders 
would show a “rolling history” of index 
values, updated annually, for the 
preceding 15 years.

If the values for an index have not 
been available back to 1977, creditors 
would need only go back as far as the 
values have been available in giving the 
history. The history should reflect the 
method of choosing values for each 
program. For instance, if an average of 
index values is used, averages would be 
used in the history, but if a single index 
value as of a certain date is used, that 
value would be shown. If a creditor uses 
an index value as of a certain date in 
making interest and payment 
adjustments, and this date is changed 
several times annually, the creditor may 
assume one date on which to base the 
history of index values for each loan 
program. Only one index value per year 
need be shown, even if the program 
provides for adjustments to the interest 
rate or payment more than once in a 
year. In such cases, the creditor may 
assume that the index rate remained 
constant for the full year for the purpose 
of calculating the interest rate, payment, 
and loan balance. Updating would be

necessary only when done to reflect the 
most recent index values.

The provision that the example be 
based on the historical performance of 
individuals indices reflects the 
recommendation of the FFIEC. This type 
of example also was recommended by 
some of the commenters on the Board’s 
earlier proposal. Some of these 
commenters felt that the example based 
on assumed 2 percentage points increses 
for three years was too negative and, in 
fact, misleading to consumers when 
used for ARMs tied to stable indices, 
such as the cost of funds.; Furthermore, 
some commenters asserted that 
consumers would be in a better position 
to compare ARM programs with an 
example based on the past performance 
of different indices, rather than an 
example based on arbitrary assumed 
increases.

The payment and outstanding loan 
balance figures in the example would 
reflect all significant loan program 
terms. For example, features such as 
rate and payment caps, a discounted 
interest rate, negative amortization, and 
interest carryover would need to be 
taken into account by creditors in 
calculating the payment and outstanding 
balance figures. Because disclosures 
would be given early, creditors would 
need to assume a value for the margin in 
order to do the calculations for the 
example. Creditors may select a margin 
that they have used during the preceding 
six months and disclose on the form that 
the margin is one that they have used 
recently. The margin selected may be 
used until a creditor updates the 
disclosure form to reflect the most 
recent 15 years of index values.

Another significant change from the 
Board’s earlier proposal is the 
requirement that the maximum interest 
rate and payment be disclosed. These 
disclosures would be calculated based 
on a $10,000 loan that is originated at 
the most recent interest rate shown in 
the historical example, and would 
assume that the interest rate then 
increases as rapidly as possible under 
the program. Thus, in a loan with 
interest rate limitations, or "caps,” of 2 
percentage points per year, and 5 
percentage points for die life of the loan, 
the maximum interest rate would be 5 
percentage points higher than the most 
recent rate shown in the historical 
example. Furthermore, the loan would 
not reach the maximum interest rate 
increased until the third year of the loan 
because of the 2 percent annual 
limitations. Consequently, the maximum 
payment disclosed would reflect the 
amortization of the loan during that 
period. Statement of a maximum interest
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rate and payment would not be required 
if the loan contained no caps, although 
the disclosure would state 
conspicuously that there are no limits on 
potential increases in payment or rates.

As mentioned earlier, the ARM 
disclosures given before application 
would state what information will be 
provided in notices of adjustments and 
the timing for such notices. A paragraph 
also has been added as § 226.20(c) to 
require a subsequent disclosure form. 
Regulation Z does not presently require 
this subsequent disclosure although the 
OCC and the FHLBB regulations require 
it. The new paragraph, which largely 
tracks the OCC’s rule, would require 
notice of the adjusted payment amount, 
interest rate, index rate, and loan 
balance. The creditor also would be 
required to disclose the extent to which 
any increase in the interest rate has not 
been fully implemented at the 
adjustment date (for example, if the new 
index rate plus margin would exceed an 
interest rate adjustment cap), and the 
payment that would be required to fully 
amortize a loan (if different from the 
payment already disclosed). In 
transactions providing that payment 
adjustments may accompany each 
interest rate adjustment, creditors would 
be required to send borrowers notice at 
least 30, but not more than 120, days 
before the effective date of each 
scheduled interest rate adjustment. This 
notice would be required to be given, for 
example, whenever an interest rate 
adjustment is accompanied by a 
payment adjustment, or whenever an 
interest rate adjustment is made and 
could have been accompanied by a 
payment adjustment except for the 
effect of a payment cap. Notice also 
would be given whenever interest rate 
adjustments and accompanying 
payment adjustments can be made 
periodically under the loan agreement 
but are not made because, for example, 
the index values have not changed or an 
interest rate cap has prevented any such 
adjustments. However, creditors would 
be required to send borrowers notice 
only each year if interest rate 
adjustments are made without 
accompanying payment adjustments. 
Thus, for example, in transactions 
where the interest rate may be adjusted 
more frequently than the payment, the 
creditor would be required to send at 
least one notice each year during which 
there have been interest rate 
adjustments but no accompanying 
payment adjustments.

Finally, another significant change 
from the Board's original proposal is the 
retention and renumbering of footnote 
43 to Regulation Z.' The Board had

originally proposed deleting footnote 43, 
which allows creditors to utilize the 
variable-rate disclosures of other 
agencies in place of the variable-rate 
disclosures required under Regulation Z. 
The board believed that eliminating the 
footnote would encourage further 
movement by the agencies toward 
uniform disclosures. In view of the 
progress that has been made among the 
federal financial agencies in agreeing to 
uniform ARM disclosures, the Board 
believes that the provision should be 
retained. This will also benefit lenders 
originating ARMs insured by the Federal 
Housing Administration which will 
continue to have separate disclosure 
requirements. HUD interprets its statute 
as requiring creditors to provide a 
schedule of payments showing how a 
consumer’s actual payments—based on 
a consumer’s actual loan amount— 
would change if the index increased 1 
percentage point in each of the first five 
years of the loan. HUD has advised that 
the FFIEC—recommended disclosure 
requirements do not fully meet the 
minimum satutory requirements for 
“transaction-specific” disclosures on 
FHA-insured ARMs. Although the FFIEC 
recommendation for disclosures which 
can be pre-printed and distributed 
before application differs from HUD’s 
minimum requirements, the impact on 
consumers and the industry may be 
minimal. Of all the ARMs outstanding, a 
total of about 8,000 have been insured 
by FHA since mid-1984—approximately 
less than 1 percent of the total ARMs in 
existence.

(Because the new disclosure 
requirements appear in § 226.19(b), 
footnote 43 would be redesignated as 
footnote 45a. The existing footnote 44 
(discussing § 226.18(h)) would be 
redesignated as footnote 43.) Under 
footnote 45a creditors could continue to 
use other agencies’ disclosures without 
facing the current problem of 
overlapping and duplicative regulations 
of the federal financial agencies. 
Creditors also will be permitted to 
utilize the subsequent disclosure 
requirements of other federal agencies 
in place of the subsequent disclosure 
requirements of § 226.20(c). (A footnote 
45b would be added to the regulation to 
permit this substitution. Existing 
footnote 45 a would be redesignated as 
footnote 45c.)
(3) Economic Impact Statement

The Board’s Division of Research and 
Statistics has prepared an economic 
impact statement on the proposed 
revisions to Regulation Z. A copy of the 
analysis may be obtained from 
Publications Serv ices, Board of 
Governors of the Federal Reserve

System, Washington, DC, 20551, at (202) 
452-3245.
list of Subjects in 12 CFR Part 226

Advertising, Banks, Banking, 
Consumer protection, Credit, Federal 
Reserve System, Finance, Penalties, 
Truth in Lending.

m m  226—[AMENDED]

Certain conventions have been used 
to highlight the proposed revisions. New 
language is shown inside arrows, while 
language that would be removed is set 
off with brackets. Pursuant to authority 
granted in section 105 of the Truth in 
Lending Act (15 U.S.C. 1604 as 
amended), the Board proposes to amend 
Regulation Z (12 CFR Part 226) as 
follows:

1. The authority citiation for Part 226 
continues to read:

Authority: Sec. 105, Truth in Lending Act, 
as amended by sec. 605, Pub. L. 96-221, 945 
Stat. 170 (15 U.S.C. 1604 et seq ).

2. Text o f proposed revision. The 
Board proposes to amend 12 CFR Part 
226 by revising paragraph (b) of § 226.17, 
by removing footnote 43 from paragraph 
(f) of |  226.18, by redesignating 
paragrpah (f) of § 226.18 as paragraph 
(f)(1) and republished, by adding 
paragraph (f)(2) to 1 226.18, by 
redesignating footnote 44 to be footnote, 
43, by redesignating footnote 45 to be 
footnote 44 and reserving footnote 45, by 
redesignating paragraphs (a) and (b) of
§ 226.19 to be paragraphs (a)(1) and (2) 
and republished, by adding new 
paragraph (b) to § 226.19, by 
redesignating footnote 45a to be 
footnote 45d, by adding footnote 45b 
and 45c, by adding paragraph (c) to 
§ 226.20, and by redesignating existing 
H-4 as H—4(A), adding H-4(B) and (C), 
and revising H-14 of Appendix H to 
read as follows:

Subpart C—Closed-End Credit 

§ 226.17 Qenerai disclosure requirements.
* tsr a a

(b) Time o f disclosures. The creditor 
shall make disclosures before 
consummation of the transaction. In 
certain residential mortgage 
transactions, special timing 
requirements are set forth in |  226.19(a). 
E)In certain variable-rate mortgage 
transactions, special timing 
requirements for variable rate 
disclosures are set forth in |  226.19(b).f 
In certain transactions involving mail or 
telephone orders or a series of sales, the 
timing of the disclosures may be
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delayed in accordance with paragraphs 
(g) and (h) of this section.
* * * * *

§ 226.18 Content ©f disclosures. 
* * * * *

(f) Variable rate. | ( 1 ) |  If the annual 
percentage rate may increase after 
consummation ^and the transaction is 
not secured by the consumer’s principal 
dwelling^ the following disclosures: [43]

[1] (i) The circumstances under which 
the rate may increase.

[2] (ii) Any limitations on the increase.
[3] (iiij The effect of an increase. _
[4] (iv) An example of the payment 

terms that would result from an 
increase.

|(2) If the annual percentage rate may 
increase after consummation and the 
transaction is secured by the consumer's 
principal dwelling, the following 
disclosures:

(i) The fact that the transaction 
contains a variable-rate feature.

(ii) A statement that variable-rate 
disclosures have been provided earlier.^ 
* * * * *

1 226.19 C®rtain residential $ and variable- 
rat@$ mortgage transaction®.

(a) ^Residential mortgage 
transactions subject to RESPA.()

u m  Time o f disclosure. In a 
residential mortgage transaction subject 
to the Real Estate Settlement Procedures 
Act (12 U.S.C. 2601 et seq.) the creditor 
shall make good faith estimates of the 
disclosures required by § 226.18 before 
consummation, or shall deliver or place 
them in the mail not later than three 
business days after the creditor receives 
the consumer's written application, 
whichever is earlier.

[b] ^(2)| Redisclosure required. If the 
annual percentage rate in the 
consummated transaction varies from 
the annual percentage rate disclosed 
under § 226.18(e) by more than l /8  of 1 
percentage point in a regular transaction 
or more than l /4  of 1 percentage point in 
an irregular transaction, as defined in
|  226.22, the creditor shall disclose the 
changed terms no later than 
consummation or settlement.

1(b) Certain variable-rate mortgage 
disclosure requirements. 4Ssi f  the annual

(43J Information provided in accordance with 
variable rate regulations of other federal agencies 
may be substituted for the disclosures required by 
paragraph (f) of this section.]

$4a* Information provided in accordance with 
variable-rate regulations of other federal agencies 
may be substituted for the disclosures required by 
paragraph (b] of this section.^

percentage rate may increase after 
consummation and the transaction is 
secured by the consumer’s principal 
dwelling, the following disclosures must 
be provided at the time an application 
form is provided or before the consumer 
pays a non-refundable fee, whichever is 
earlier:4Sb

(1) The booklet titled Consumer 
Handbook on Adjustable Rate 
Mortgages published by the Board and 
the Federal Home Loan Bank Board, or a 
suitable substitute.

<2) A loan program disclosure for each 
variable-rate program in which the 
consumer expresses an interest. The 
following disclosures, as applicable, 
shall be provided:

(i) The fact that the interest rate, 
payment, or term of the loan can change.

(ii) The index or formula used in 
making adjustments, and a source of 
informtion about the index or formula.

(iii) An explanation of how the 
interest rate and payment will be 
determined, including an explanation of 
how the index is adjusted, such as by 
the addition of a margin.

(iv) A statement that the consumer 
should ask about the current margin 
value and current interest rate.

(v) Hie fact that the interest rate will 
be discounted.

(vi) The frequency of interest rate and 
payment changes.

(vii) Any rules relating to changes in 
the index, interest rate, payment 
amount, and outstanding loan balance 
including, for example, an explanation 
of interest rate or payment limitations, 
negative amortization, and interest rate 
carryover.

(viii) A conspicuous statement that 
there are no limitations on payment or 
interest rate increases.

(ix) An historical example, based on a 
$10,000 loan amount, illustrating how  
payments and the loan balance would 
have been affected by interest rate 
changes implemented according to the 
terms of the loan program. The example 
shall be based upon index values 
beginning in 1977 and be updated 
annually until a 15-year history is 
shown. Thereafter, the example shall 
reflect the most recent 15 years of index 
values. The example shall reflect all 
significant loan program terms, such as 
negative amortization, interest rate 
carryover, interest rate discounts, and 
interest rate and payment limits, that 
would have been affected by the index 
movement during the period.

Disclosures musl be delivered or placed in 
the mail not later than three business days 
following receipt of a consumer’s written 
application when the application reaches the 
creditor through an intermediary agent or broker.^

(x) An explanation of how the 
consumer may calculate the payments 
for the loan amount to be borrowed 
based on the most recent payment 
shown in the historical example.

(xi) In loans subject to overall 
limitations, a statement of the maximum 
interest rate and payment for a $10,(KK) 
loan originated at the most recent 
interest rate shown in the historical 
example assuming the maximum 
periodic increase in rates and payments 
under the program.

(xii) The fact that the loan program 
contains a demand feature.

(xiii) The type of information that will 
be provided in notices of adjustments 
and the timing of such notices.

(xiv) A statement that disclosure 
forms are available for the creditor's 
other variable-rate loan programs.^

1 226.20 Subsequent disclosure 
requirement©.
* * * * *

|(c )  Variable-rate adjustments.*60 A  
scheduled adjustment to the interest 
rate with or without a corresponding 
adjustment to the payment in a variable- 
rate transaction subject to section 
226.19(b) is an event requiring new  
disclosures to the consumer. At least 
once each year during which an interest 
rate adjustment is implemented without 
an accompanying payment change, or, if 
the loan documents provide for a 
payment change accompanying each 
interest rate adjustment, at least 30, but 
no more than 120, days before the 
effective date of each scheduled interest 
rate adjustment, the following 
disclosures:

(1) The current and prior interest 
rates.

(2) The index values upon which the 
current and prior interest rates are 
based.

(3) The extent to which the creditor 
has foregone any increase in the interest 
rate.

(4) The contractual effects of the 
adjustment, including the payment due 
after the adjustment is made and the 
loan balance.

(5) The payment, if different from that 
referred to in paragraph (c)(4), that 
would be required to fully amortize the 
loan at the new interest rate over the 
remainder of the loan term.^

l)4BcInformation provided in accordance with 
variable-rate subsequent disclosure regulations of 
other federal agencies may be substituted for the 
disclosures required by paragraph (c) of this 
section.^
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A ppendix H -~Close-End M odel Forms and 
C lasses

(H -4-V ariable-R ate M odel C lauses 
(§ 226.18(f))]

fH —4(A) Variable-Rate M odel Clauses 
(under § 226.18(f)(l))<$
6 * * * it

|H -4 (B ) Variable-Rate M odel C lauses 
(under § 226.18(f)(2))

Your loan contains a variable-rate feature. 
D isclosures about the variable-rate feature 
have been  provided to you earlier.^

$H-4(C) Variable-Rate M odel Clauses 
(under § 226.19(b))

This disclosure describes the features of 
the A djustable Rate Mortgage (ARM) 
program you are considering. Information on 
other ARM programs is availab le upon 
request.

How Your Interest Rate is Determined 
0 Your interest rate w ill be based  on [an 

index plus a margin] [a formula].
— [The interest rate w ill be the rate of 

(identification of index) plus our margin. 
A sk for our current margin.]

— [The interest rate w ill be the rate of 
(identification of formula).]

— [The initial interest rate is not based on the 
index/form ula used to m ake later
adjustm ents and w ill b e _____percentage
points h igher/low er for (time period).]
How Your Interest Rate Can Change 
° Your interest rate can change 

(frequency).
® [Your interest rate cannot increase or

decrease more th a n __percentage points at
each adjustment.]

® [Your interest rate cannot increase or
decrease more th a n __percentage points over
the term of the loan.]

® [Change in the index not passed  on as 
changes in the interest rate w ill be carried 
over to subsequent interest rate adjustment 
dates.]

• [THERE ARE NO LIMITS ON  
INCREASES TO YOUR INTEREST RATE.]

How Your Payment Can Change 
® Your (principal and interest) payment 

can change (frequency) baed on changes in 
the interest rate.

® [Your paym ent cannot increase more 
than (amount or percentage) at each  
adjustment.]

® [If your paym ent is inadequate to fully 
amortize your loan  in the remaining term at 
the new  interest rate, unpaid interest w ill be 
added to the loan balance.]

• [THERE ARE NO LIMITS ON 
INCREASES TO YOUR MONTHLY 
PAYMENTS OTHER THAN LIMITS ON 
CHANGES IN INTEREST RATES.]

° [If any paym ent is not sufficient to cover 
the interest due, the difference w ill be added  
to your loan amount. Your loan cannot
increase by more th a n __%.]

° You w ill be notified in w ritin g__days
before the effective date of any scheduled  
interest rate adjustm ent that m ay be 
accom panied by a paym ent adjustment. This 
notice w ill contain inform ation about your 
index and interest rates, paym ent amount, 
and loan balance.

® [You w ill be notified once each year 
during w hich interest rate adjustments, but 
no paym ent adjustm ents, have been made to

your loan. This notice will contain 
information about your index and interest 
rates, payment amount, and loan balance.]

Example
The example below shows how your 

payments would have changed under this 
ARM program based on actual index changes 
that occurred from 1977 to 1991. This does not 
necessarily indicate how your index will 
change in the future.

The example is based on the following 
assumptions:

Amount...........................  $10,000
Term................................
Payment adjustment.... (frequency)
Interest adjustment.....  (frequency)
[Margin]*........................
[Margin]*.....................
[Caps]..............................  (periodic interest rate

cap)
(lifetime interest rate 

cap)
[No interest rate cap] 
[No payment cap] 
[Interest rate 

carryover] 
[Negative 

amoritzation] 
[Interest Rate

discount] o f __
percentage points 
for (time period).]

Index...............................  (identification of
index or formula)

Inter Month Re
Index Margin est ly

pay
ment
(dol
lars)

maining
bal
ance
(dol
lars)

Year (per
cent)

(per
cent)

rate
(per
cent)

1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991

To see what your payments would have 
been during that period, divide your mortgage 
amount by $10,000; then multiply the monthly 
payment by that amount. (For example, in 
1991 the monthly payment for a mortgage 
amount of $60,000 taken out in 1977 would be: 
$60,000=10,000 =  6, and 6 X $ _ = $ _  per 
month.)!

E>H—4(D) Variable-Rate Model Clauses 
(Under § 226.20(c))

Your new interest rate will b e __%, which
is based on an index value o f_%.

Your prior interest rate w a s __%, which
was based on an index value o f_%.

Your new loan balance is $_____

$*This is a margin we have used recently: your 
margin may be different.^

[The new  interest rate does not re flec t__
percentage point change in the index value
which was not added because o f _____]

[The new payment will be $_____]
[Changes in the index not passed on in this 

change to the interest rate will be carried 
over to subsequent interest rate adjustment 
dates.]

[Your (new) (existing) payment will not be 
sufficient to cover the interest due and the 
difference will be added to the loan amount. 
The payment amount that would be 
necessary to amortize the loan at the new
interest rate is $_____]<J

[The following interest rate adjustments 
have been implemented this year without
changing your payment:_____These interest
rates were based on the following index 
values:_____]!

H-14 Variable-Rate Mortgage Sample
$This disclosure describes the features of 

the Adjustable Rate Mortgage (ARM) 
program you are considering. Information on 
other ARM programs is available upon 
request.

How Your Interest Rate is Determined 
9 Your interest rate will be based on an 

index rate plus a margin.
—The interest rate will be the rate of a 1-year 

Treasury Bill adjusted to a constant 
maturity, plus our margin. Ask us for our 
current interest rate and margin.

—You can find information about the index 
rate in the H-15 (519) series which is 
published weekly by the Federal Reserve 
Board.
® Your interest rate will equal the index 

rate plus our margin unless interest rate 
“caps” limit the amount of change in the 
interest rate.

How Your Interest Rate Can Change 
9 Your interest rate can change yearly.
® Your interest rate cannot increase or 

decrease more than 2 percentage points per 
year.

0 Your interest rate cannot increase or 
decrease more than 5 percentage points over 
the term of the loan.

® Changes in the index not passed on as 
changes in the interest rate will be carried 
over to subsequent interest rate adjustment 
dates.

How Your Monthly Payment Can Change 
9 Your monthly (principal and interest) 

payment can change yearly based on changes 
in the interest rate.

0 THERE ARE NO LIMITS ON 
INCREASES TO YOUR MONTHLY 
PAYMENTS OTHER THAN LIMITS ON 
CHANGES IN INTEREST RATES.

° For example, on a $10,(MX), 30-year loan 
with an initial interest rate of 10.73% (which 
is the interest rate shown in the interest rate 
column below for the year 1986), the 
maximum amount that the interest rate could 
rise under this program is 5 percentage 
points, to 15.73%, and the monthly payment 
could rise to a maximum of $131.59.

° You will be notified in writing 30 days 
before the annual interest rate and payment 
adjustment may be made. This notice will 
contain information about your index and 
interest rates, payment amount, and loan 
balance.
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Example
The example below shows how your 

payments would have changed under this 
ARM program based on actual index changes 
that occurred from 1977 to 1986. This does not 
necessarily indicate how your index will 
change in the future. The example is based on 
the following assumptions:

Amount...........................  $10,000
Term................................  30 years
Payment adjustment.... 1 year
Interest adjustment.....  1 year
Margin............................ 3 percent *
Caps............................  2% annual interest

rate

5% lifetime interest 
rate

No payment caps 
Interest rate 

carryover
Index............................ 1-year Treasury Bill

adjusted to a 
constant maturity.

Index
(percent)

Margin
(per
cent)

Interest rate 
(percent)

Monthly
payment
(dollars)

Remaining
balance
(dollars)

529 3 8.29 75.41 9,921.14
7.28 3 10.28 89.59 9,863.27

10.41 3 12.28" 104.34 9,820.02
12.06 3 13.29”" 111.91 9,779.79
14.08 3 13.29"” 111.91 9,733.88
14.32 3 13.29”" 111.91 9,681.45
8.62 3 11.62 99.98 9.602.56
9.90 3 12.90 108.92 9,530.07
902 3 12.02 102.86 9,436.19
7.73 3 10.73 94.39 9,309.94

Year (as of January)

1977.. 
1978.
1979..
1960..
1981..
1982..
1983.. 
1984 .
1985..
1986..

b» “This is a margin we have used recently; your margin may be different. 
"This interest rate reflects a 2% annual interest rate cap 
“"This interest rate reflects a 5% lifetime interest rate cap.<a

To see what your payments would have 
been during that period, divide your mortgage 
amount by $10,000; then multiply the monthly 
payment by that amount. (For example, in 
1986 the monthly payment for a mortgage 
amount of $60,000 taken out in 1977 would be:

$60,000-r$10,000 — 6, and 6X$94.39 =  $566.34 
per month.}|
★  * * * *

By order of the Board of Governors of the 
Federal Reserve System, November 17,1986

William W. Wiles,
Secretary of the Board.
|FR Doc. 86-26248 Filed 11-21-86; 8:45 am] 
BILLING CODE 6210-01-M

Proposed Changes to the Official Staff Commentary 
on Regulation Z (Truth-ie-Lending)

Comment Invited by January 20, 1987

12 CPIR Part 22S

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

Proposed Update to Official Staff 
Commentary

agency: Board of Governors of the 
Federal Reserve System.
ACT8DN: Proposed official staff 
interpretation.

SUS8&3ARV: The Board is publishing for 
comment proposed changes to the 
official staff commentary to Regulation 
Z (Truth in Lending). The proposed 
commentary'would offer guidance to 
creditors in complying with the 
provisions of a proposed amendment to 
Regulation Z that is being published for 
comment in this issue of the Federal 
Register. The regulatory amendment 
would require creditors to provide more 
information about certain variable-rate 
loans than is currently required. The 
proposed revisions include new material 
as well as numerous technical changes 
in existing material. The text of the 
major additions proposed for the

commentary begins with comment 
226.18(f)(2)-!, which follows the 
summary of proposed commentary 
revisions.
DATE: Comments must be received on or 
before January 20,1987.
ADDRESS: Comments should be mailed 
to William W. Wiles, Secretary, Board 
of Governors of the Federal Reserve 
System, Washington, DC 20551, or 
delivered to the 20th Street courtyard 
entrance, 20th Street, between C Street 
and Constitution Avenue, NW., 
Washington, DC, between 8:45 a.m. and 
5:15 p.m. weekdays. Comments should 
include a reference to Docket No. R- 
0545A. Comments may be inspected in 
Room B-1122 between 8:45 a.m. and 5:15 
p.m. weekdays.
FOR FURTHER tNFORMATIQN CONTACT: 
Sharon Bowman, Staff Attorney, or 
Michael Bylsma, Senior Attorney, 
Division of Consumer and Community 
Affairs, at (202) 452-2412 or (202) 452- 
3667, or Eamestine Hill or Dorothea 
Thompson, Telecommunications Device 
for the Deaf, at (202) 452-3544, Board of 
Governors of the Federal Reserve 
System, Washington, DC 20551.

SUPPLEMENTARY 8NFORMAY8DW:
(1) Background

This proposed official staff 
interpretation is being published in 
conjunction with the proposed 
amendment to Regulation Z to provide 
more information to consumers about 
variable-rate mortgage transactions 
secured by a consumer’s principal 
dwelling. The commentary would apply 
and interpret the requirements of this 
proposed amendment to Regulation Z. It 
is expected that these revisions, pending 
public comment on the proposed 
amendments to the regulation and the 
commentary, will be adopted in final 
form in April 1987, with optional 
compliance until the date for mandatory 
compliance of October 1,1987.

(2) Proposed Revisions
The following is a brief description of 

the proposed revisions to the 
commentary:

S u b p a rt C —C lo sed -E n d  C re d it

Section 226.17—General Disclosure
R e q u irem e n ts
17(a) Form of Disclosures
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Paragraph 17[a)[l). The information 
contained in the fifth bullet under 
comment 17(a)(1)—5, which discusses 
disclosure of a variable-rate feature on 
other documents, would be deleted, 
since similar information would be 
required under new paragraph (f)(2) of 
§ 226.18. In addition, the ninth bullet 
under comment 17(a)(1)—5 (discussing 
negative amortization) would be revised 
to change the reference from 
§ 226.18(f)(3) to new § 226.18(f)(l)(iii).

17(b) Time of Disclosures

Comment 17(b)—1 would be expanded 
to cover the timing requirements for 
variable-rate mortgage transactions 
secured by the consumer’s principal 
dwelling. This expansion points out the 
new early timing requirement contained 
in proposed § 226.19(b) for these 
variable-rate mortgages.

17(c) Basis of Disclosures and Use of 
Estimates

Paragraph 17(c)(1). The first bulleted 
paragraph in comment 17(c)(1)—2 
(discussing preferential employee rates) 
would be revised to change the 
reference from § 226.18(f) to § 226.19(b). 
This change would clarify that certain 
preferred-rate employee loans are 
variable-rate transactions subject to the 
new disclosure requirements of 
proposed § 226.19(b). In addition, 
comment 17(c)(1)—9 would be revised to 
incorporate material on discounted 
variable-rate transactions currently 
comprising comment 18(f)—8. Similarly, 
the material currently in comment 18(f)— 
6 would be incorporated in comment 
17(c)(1)—10 as examples of other 
variable-rate transactions. The 
reference in the second bullet under 
comment 18(f)-6 to including the 
conditions for imposition of the shared- 
appreciation feature would be deleted, 
as would the reference to the 
hypothetical example in the third bullet 
under this comment. In addition, the 
discussion on graduated-payment 
mortgages and step-rate transactions 
without a variable-rate feature would be 
deleted. The material currently in 
comment 18(f)—7 would be incorporated 
in new comment 17(c)(l)-ll, although 
the language requiring disclosure of the 
fact that payments may increase, as 
well as the circumstances of and any 
limits on such an increase, would be 
deleted. This material previously in 
comments 18(f)—6 through 18(f)—8 would 
be included in the commentary to 
§ 226.17 since it illustrates the 
disclosures generally required under 
Truth in Lending for these transactions. 
As a result of these additions, existing 
comments 17(c)(1)—9 (on Morris Plans)

and 17(c)(1)—10 (concerning the number 
of transactions) would be redesignated 
as 17(c)(1)—12 and 17(c)(l)-13, 
respectively.
17(f) Early Disclosures

As a result of the proposed revisions 
to § 226.19 of the regulation, the 
reference in comment 17(f)—3 to 
§ 226.19(b) would be revised to 
reference § 226.19(a)(2).

Section 226.18— Content o f  Disclosures 
18(f) Variable Rate

Comment 18(f)—1 would be expanded 
to clarify that variable-rate loans 
secured by the consumer’s principal 
dwelling are subject to the special early 
disclosure requirements of proposed 
§ 226.19(b). *

Comments 18(f)-5 thrdugh 18(f)—8 
would be deleted. The material currently 
in comments 18(f)-8 through 18(f)—8 
would be moved to paragraph 17(c)(1) to 
illustrate the disclosures generally 
required under Truth in Lending. The 
material currently in comment 18(f)—5 
would be moved to new § 226.19(b), 
which contains the new disclosure 
requirements. Similarly, the material 
currently in comment 18(f)—6 would be 
moved to new comment § 226!9(b)-4 to 
clarify that these transactions are 
subject to this section’s general 
disclosure requirements, with certain 
enumerated exceptions. The information 
currently in comment 18(f)-6 relating to 
the basis for disclosures would not be 
transferred to new comment 19(b)—4.

The current headings referring to 
paragraphs 18(f) (1) through (4) would be 
changed to reference paragraphs 18(f)(1) 
(i) through (iv) to reflect the fact that 
current § 226.18(f) of the regulation 
would become § 226.18(f)(1).

Comment 18(f)(2)—1 would be added to 
clarify that, where a variable-rate 
transaction is secured by the consumer’s 
principal dwelling, later Truth in 
Lending disclosures must state that the 
variable-rate feature exists, as well as 
refer to the variable-rate disclosures 
that should have been provided to 
consumers earlier pursuant to proposed 
§ 226.19(b).
Section 226.19— Certain R esidential 
Mortgage Transactions

The title of this section of the 
commentary would be changed to read 
"Certain Residential and Variable-Rate 
Mortgage Transactions” to parallel the 
proposed change to § 226.19 of the 
regulation. That section now 
incorporates the new disclosure 
provisions for variable-rate mortgages 
secured by the consumer’s principal 
dwelling.

19(a) Time of Disclosure
Since paragraph 19(b) would be 

revised to encompass the new material 
concerning variable-rate mortgage 
transactions secured by the consumer’s 
principal dwelling, the current heading 
referring to 19(a) would be redesignated 
as 19(a)(1). Existing comments 19(a)-l 
through 19(a)—5 would become 
comments 19(a)(1)-! through 19(a)(1)—5.

19(b) Redisclosure Required
As a result of the change to paragraph 

19(b) to incorporate new material, the 
current heading referring to 19(b) would 
be redesignated as 19(a)(2). Existing 
comments 19(b)-l through 19(b)-4 would 
become comments 19(a)(2)—1 through 
19(a)(2)—4.

Comment 19(b)-l would be added to 
clarify that the proposed new  
requirements of § 226.19(b) would apply 
to all transactions in which the annual 
percentage rate may increase after 
consummation and where the 
transaction is secured by the consumer’s 
principal dwelling.

Comment 19(b)-2 would be added to 
explain the timing for disclosures 
pursuant to proposed § 226.19(b). It 
clarifies that creditors must generally 
give the disclosures required under this 
section when an application form is 
provided or before a non-refundable fee 
is paid, whichever is earlier. The 
comment also offers guidance on 
situations where the creditor receives 
applications through an intermediary 
agent or broker. It explains that, in such 
cases, the creditor may deliver the 
required disclosures or mail them no 
later than three business days after the 
creditor receives the written application.

Comment 19(b)-3, which was 
previously included in the general 
variable-rate discussion under 
§ 226.18(f) as comment 18(f)-5, would be 
added to this section of the commentary 
to clarify that creditors may substitute 
information provided in accordance 
with the variable-rate regulations of 
other federal agencies for the disclosure 
requirements of § 226.19(b). The 
references to footnote 43 and § 226.18(f) 
would be changed to reference footnote 
45a and § 226.19(b), respectively.

Comment 19(b)—4, which incorporates 
material previously included in 
comment 18(f)-6, would be added to this 
section of the commentary to clarify that 
such transactions are subject to the 
general disclosure requirements of 
§ 226.19(b), with certain enumerated 
exceptions. The last sentence in the first 
bullet under comment 18(f)-0 referring to 
the disclosures that must be given for 
renegotiable rate mortgages would be 
deleted, as would the third and fourth

9



sentences in the second bullet under this 
comment dealing with disclosures for 
shared-equity mortgages. In the 
discussion on preferred-rate employee 
loans contained in the third bullet under 
comment 18(f)—6, the language would be 
revised to take into account transactions 
where the initial underlying rate is fixed, 
and the reference to the hypothetical 
example in the last sentence would be 
deleted.

Paragraph 19(b)(1). Comment 
19(b)(1)—! would be added to make clear 
that a creditor must provide either the 
Consumer Handbook on Adjustable  
R ate Mortgages or a suitable substitute 
to consumers at an early stage of the 
application process. It explains that the 
substitute should at least be comparable 
to the Consumer H andbook  in substance 
and comprehensiveness, but may offer 
more detailed information about ARMs 
than the Consumer Handbook.

Paragraph 19(b)(2). Comment 
19(b)(2)—1 would be added to explain 
that a creditor must provide disclosures 
for each of the creditor’s variable-rate 
programs in which the consumer 
expresses an interest, as well as any 
additional disclosures requested after 
initial disclosures have been made 
under this section. Comment 19(b)(2)—2 
would be added to clarify that the 
disclosures required under proposed 
§ 226.19(b)(2) need only be made as 
applicable, and comment 19(b)(2)-3 
would explain the circumstances under 
which a creditor must give revised 
disclosures under this section.

Comments to proposed § 226.19(b)(2)
(i) through (xiv) have been added to 
describe the requirements imposed by 
these paragraphs concerning disclosure 
of detailed, specific information about 
all major aspects of a variable-rate 
transaction secured by a consumer’s 
principal dwelling. In general, under 
proposed § 226.19(b)(2), creditors would 
be required to identify the index to 
which interest rate changes are tied, or 
provide a brief description of the 
formula used in calculating changes if 
no index is used, as well as disclose a 
source of information about the index. 
Proposed § 226.19(b)(2) would also 
require an explanation of how a 
consumer’s interest rate and payment 
will be determined and a statement 
telling consumers to ask for the current 
margin value and interest rate. Creditors 
would also need to provide consumers 
with information about a discount 
feature when the initial rate is 
discounted, and disclose the frequency 
of rate and payment adjustments, as 
well as the existence of rate and 
payment caps. If no payment or rate 
caps exist, the disclosure would indicate

conspicuously that there are no limits on 
potential increases in payments or rates. 
If the presence of rate or payment caps 
would result in interest rate carryover or 
negative amortization, the disclosure 
statement would need to contain a 
reference to those features. A creditor 
would also have to disclose if a loan 
program contains a demand feature, and 
state what information will be contained 
in an adjustment notice and when such 
notice will be provided. Creditors would 
also be required to provide consumers 
with a statement that disclosure forms 
are available for other variable-rate 
loan programs.

In addition to these disclosures,
§ 226.19(b)(2) would require creditors to 
provide a fifteen-year historical example 
of how changes in the index or formula 
values used to compute interest rates 
would have affected the interest rates 
and payments on a $10,000 loan made at 
the beginning of that period. The 
creditor would also need to disclose the 
maximum interest rate and payment that 
could result under the loan program for 
a $10,000 loan. Section 226.19(b)(2) 
would also require a creditor to explain 
how a consumer can calculate his or her 
payments for a loan amount other than 
$ 10,000.

The comments to paragraphs 19(b)(2) 
(i) through (xiv) would clarify these 
proposed disclosure requirements and 
illustrate how a creditor may comply 
with these provisions.

Section 226.20— Subsequent Disclosure 
Requirements

20(b) Assumptions
Comment 20(b)-6 would be amended 

to clarify that assumptions of variable- 
rate transactions secured by the 
consumer’s principal dwelling are not 
subject to the disclosure provisions of 
proposed §§ 226T8(f)(2)(ii) or 226.19(b).

20(c) Variable-Rate Adjustments
Comment 20(c)-l would be added to 

explain what subsequent disclosures are 
required in cases where a rate 
adjustment is scheduled in a variable- 
rate transaction subject to proposed 
§ 226.19(b). Comment 20(c)-2 would 
clarify that shared-equity loans and 
preferred-rate employee loans with an 
underlying fixed rate would be exempt 
from the proposed subsequent 
disclosure requirements of § 226.20.

Appendix H— Closed-End M odel Forms 
and Clauses

Appendix H has been revised to 
illustrate the new disclosures that would 
be required under the proposed 
regulatory amendments. Model H-4 
would contain model forms H-4(A), H -

4(B), H-4(C), and H-4(D), with 
commentary provided for each form. 
Model H-4(A) contains the material 
currently in Model H-4, while Model H - 
4(B) would be added to illustrate the 
variable-rate disclosures required under 
proposed § 226.18(f)(2). Similarly, Model 
H-4(C) would be added to illustrate the 
early disclosures required under 
proposed § 226.19(b), while Model H - 
4(D) would be added to explain the 
requirements of the adjustment notice 
provided for in proposed § 226.20(c). 
These additions would be numbered as 
paragraphs four through seven in 
Appendix H. Existing paragraphs five 
through eight, which incorporate 
commentary on Models H-5 through H- 
9, would be renumbered as paragraphs 
eight through eleven.

The commentary to current Sample 
H-14 would be replaced by commentary 
for the new Sample H-14. It explains 
how a creditor may adapt the model 
clauses in Model H-4(C) to the creditor’s 
own particular variable-rate program.
As a result of the addition of Models H - 
4(B) through H-4(D), current paragraphs 
nine through twenty in Appendix H, 
which incorporate commentary on the 
sample forms, would be renumbered as 
paragraphs twelve through twenty-three.

List of Subjects in 12 CFR Part 226

Advertising, Banks, Banking, 
Consumer protection, Credit, Federal 
Reserve System, Finance, Penalties, 
Truth in lending.

Certain conventions have been used 
to highlight the proposed revisions. New  
language is shown inside arrows, while 
language that would be removed is set 
off with brackets. Pursuant to authority 
granted in section 105 of the Truth in 
Lending Act (15 U.S.C. 1604 as 
amended), the Board proposes to amend 
the official staff commentary to 
Regulation Z (12 CFR Part 226 Supp. I) 
as follows:

PART 226— [AMENDED]

(1) The authority citation for Part 226 
continues to read:

Authority: Sec. 105, Truth in Lending Act. 
as am ended by sec. 605, Pub. L. 96-221, 94 
Stat. 170 (15 U.S.C. 1604 et seq.).

(2) Text o f proposed revisions. The 
proposed revisions to the commentary 
(Supplement I to 12 CFR Part 226) 
include removing the information 
contained in the fifth bullet under 
comment 17(a)(l)-5 and changing the 
reference in the ninth bullet under this 
comment from § 226.18(f)(3) to
§ 226.18(f)(l)(iii); revising comment 
17(b)-l, changing the reference in the 
first bullet under comment 17(c)(1)—2
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from § 226.18(f) to § 226.19(b); 
redesignating existing comments 
17(c)(l)-9 and 17(c)(l)-10 as comments 
17(c)(l)-12 and 17(c)(1)—13, respectively 
and adding new comments 17(c)(1)—9 
through 17(c)(l)-ll; changing the 
reference in comment 17(f)—3 from 
§ 226.19(b) to § 226.19(a)(2); revising 
comment 18(f)—1; removing comments 
18(f)-5 through 18(f)—8; redesignating 
comments 18(f)(1)—1 ,18(f)(2)—1 ,18(f)(3)— 
1 ,18(f)(4)—1 and 18(f)(4)—2 as comments 
18(f)(l)(i)-l, 18(f)(l)(ii)—1 ,18(f)(l)(iii)-l, 
18(f)(l)(iv)-l, and 18(f)(l)(iv)-2, 
respectively; adding new comment 
18(f)(2)-!; revising the title to the 
commentary on § 226.19; redesignating 
paragraphs 19(a) and 19(b) as 
paragraphs 19(a)(1) and 19(a)(2), 
respectively; redesignating comments 
19(a)-l through 19(a)-5 as comments 
19(a)(l)-l through 19(a)(l)-5 and 
comments 19(b)-l through 19(b)-4 as 
19(a)(2)-! through 19(a)(2)—4; adding 
new comments 19(b), (b)(1), (2) and 
(2)(i)-(xiv); revising comment 20(b)-6 
introductory text and the concluding 
paragraph and adding comments 20(c)-l 
and 20(c)-2; amending the commentary 
to Appendix H by redesignating H-5 
through H-20 as H-8 through H-23, 
adding new comments H-5 through H-7, 
and revising newly redesignated H-18, 
to read as follows:
Supplem ent I— Proposed O fficial Staff 
Interpretation
* * * * *

Section 226.17—General Disclosure 
Requirements.
* * * * *

17(b) Time of disclosures.
1. Consummation. A s a general rule, 

disclosures must be m ade before 
“consum m ation” of the transaction. The 
disclosures need not be given by any 
particular time before consum m ation, except 
in certain mortgage transactions $and 
variable-rate mortgage transactions secured  
by the consum er’s principal dwelling^ under 
§ 226.19. (See the com mentary to 
§ 226.2(a)(13) regarding the definition of 
consummation.)
* * * * *

17(c) Basis of Disclosures and Use of 
Estimates.
Paragraph 17(c)(1)
* * * * *

|9 .  Discounted variable-rate transactions. 
In som e variable-rate transactions, creditors 
may set an initial interest rate that is not 
determined by the index or formula used to 
make later interest rate adjustments. 
Typically, this initial rate charged to 
consumers is low er than the rate would be if 
it were calculated using the index or formula. 
H owever, in som e cases the initial rate may 
be higher. In a discounted transaction, for 
exam ple, a creditor m ay calculate interest

rates according to a formula using the six- 
month Treasury bill rate plus a 2 percent 
margin. If the Treasury bill rate at 
consum m ation is 10 percent, the creditor may 
forgo the 2 percent spread and charge only 10 
percent for a limited time, instead of setting 
an initial rate o f 12 percent.

° W hen creditors use an initial interest 
rate that is not calculated using the index or 
formula for later rate adjustm ents, the 
disclosures should reflect a com posite annual 
percentage rate based  on the initial rate for 
as long as it is charged and, for the remainder 
of the term, the rate that w ould have been  
applied using the index or formula at the time 
of consum m ation. The rate at consummation  
need not be used  if a contract provides for a 
delay in the im plem entation of changes in an 
index value. For exam ple, if  the contract 
specifies that rate changes are based on the 
index value in effect 45 days before the 
change date, creditors m ay use the index  
value in effect not more than 45 days before 
consum m ation in calculating a com posite 
annual percentage rate.

° The effect o f the multiple rates must also  
be reflected in the calculation and disclosure 
of the finance charge, total o f paym ents, and 
paym ent schedule.

° If a loan contains a rate or payment cap 
that would prevent the initial rate or 
payment, at the time of the first adjustment, 
from changing to the rate determined by the 
index or formula at consummation, the effect 
of that rate or paym ent cap should be 
reflected in the disclosures.

• Because these transactions involve 
irregular paym ent amounts, an annual 
percentage rate tolerance of V* o f 1 percent 
applies, in accordance with § 226.22(a)(3) of 
the regulation.

° Exam ples o f discounted variable-rate 
transactions include—

— A 30-year loan  for $100,000 with no 
prepaid finance charges and rates determined  
by the Treasury bill rate plus 2 percent. Rate 
and payment adjustm ents are m ade annually. 
Although the Treasury bill rate at the time of 
consum m ation is 10 percent, the creditor sets  
the interest rate for one year at 9 percent, 
instead of 12 percent according to the 
formula. The disclosures should reflect a 
com posite annual percentage rate o f 11.63 
percent based  on 9 percent for one year and 
12 percent for 29 years. Reflecting those tw o  
rate levels, the paym ent schedule should  
show  12 paym ents of $804.62 and 348 
paym ents of $1,025.31. The finance charge 
should be $266,463.32 and the total of 
paym ents $366,463.32.

— Sam e loan as above, except w ith a 2 
percent rate cap on periodic adjustments. The 
disclosures should reflect a com posite annual 
percentage rate of 11.53 percent based  on 9 
percent for the first year, 11 percent for the 
second year, and 12 percent for the remaining 
28 years. Reflecting those three rate levels, 
the paym ent schedule should show  12 
paym ents o f $804.62,12 paym ents o f $950.09, 
and 336 paym ents o f $1,024.34. The finance 
charge should be $265,234.76, and the total of 
paym ents $365,234.76.

— Sam e loan as above, except with a 7 V2 
percent cap on paym ent adjustments. The 
disclosures should reflect a com posite annual 
percentage rate o f 11.64 percent, based  on 9 
percent for one year and 12 percent for 29

years. B ecause o f the paym ent cap, five 
levels o f paym ent should be reflected. The 
paym ent schedule should show  12 paym ents 
of $804.62,12 paym ents o f $864.97,12  
paym ents of $929.86,12 paym ents o f $999.60, 
and 312 paym ents o f $1,070.03. The finance 
charge should be $277,037.96, and the total of 
paym ents $377,037.96.
This paragraph does not apply to variable- 
rate loans in w hich the initial interest rate is 
set according to the index or formula used for 
later adjustm ents but is not set at the value of 
the index or formula at consummation. For 
exam ple, if a creditor commits to an initial 
rate based  on the formula on a date prior to 
consum m ation, but the index has m oved  
during the period betw een  that time and 
consummation, a creditor should base its 
disclosures on the initial rate.

10. Other variable-rate transactions. 
Exam ples o f variable-rate transactions 
include:

•  Renegotiable rate mortgage instruments 
that involve a ser ies o f short-term loans 
secured by a long-term obligation, where the 
lender is obligated to renew  the short-term  
loans at the consum er's option. At the time of 
renewal, the lender has the option of 
increasing the interest rate. D isclosures must 
be given for the longer term of the obligation, 
with all d isclosures calculated on the basis of 
the rate in effect at the time of consummation  
of the transaction.

0 “Shared-equity" or “shared- 
appreciation" m ortgages that have a fixed  
rate of interest and an appreciation share 
based  on the consum er’s equity in the 
mortgaged property. The appreciation share 
is payable in a lump sum at a specified  time. 
D isclosures must be based  on the fixed  
interest rate. If the transaction is not secured  
by the consum er’s principal dwelling, the 
creditor should refer to com ment 18(f)—1. 
D isclosures under § 226.18(f) w ould include, 
for exam ple, the time at w hich the shared  
appreciation w ould be collected and the 
lim itation on the creditor’s share. If the 
transaction is secured by the consumer's 
principal dw elling the creditor should refer to 
§ 226.19(b). (A s d iscussed  in § 226.2, other 
types of shared-equity arrangements are not 
considered “credit" and are not subject to 
Regulation Z.)

0 Preferred-rate em ployee loans where the 
terms of the legal obligation provide that the 
rate w ill increase only if the em ployee leaves  
the em ploy of the creditor and the note 
reflects the preferred rate. The disclosures 
are to be based  on that rate.

11. Growth-equity mortgages. A lso referred 
to as paym ent-escalated mortgages, these  
mortgage plans involve scheduled payment 
increases to prem aturely amortize the loan. 
The initial paym ent amount is determined as 
for a long-term loan w ith a fixed interest rate. 
Payment increases are scheduled  
periodically, based  on changes in an index. 
The larger paym ents result in accelerated  
am ortization of the loan. In disclosing these  
mortgage plans, creditors m ay either:

• Estim ate the amount o f payment 
increases, based  on the best information 
reasonably available; or

• D isc lose  by analogy to the variable-rate
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disclosures. (This d iscussion  does not apply 
to growth-equity m ortgages in which the 
amount of paym ent increases can be 
accurately determ ined at the time of 
disclosure. For these mortgages, as for 
graduated-paym ent mortgages, d isclosures 
should reflect the scheduled increases in 
paym ents.)^
*  * * * *

Section 226.18—Content of Disclosures 
* * * * *

18(f) Variable Rate
1. Coverage. The requirements o f § 226.18(f) 

apply to all transactions in w hich the terms 
of the legal obligation a llow  the creditor to 
increase the rate originally disclosed  to the 
consumer. It includes not only increases in 
the interest rate but a lso increases in other 
com ponents, such as the rate of required 
credit life insurance. The provisions, 
how ever, do not apply to increases resulting 
from delinquency (including late payment), 
default, assum ption, acceleration or transfer 
of the collateral. [^Moreover, loans in which  
the annual percentage rate m ay increase after 
consum m ation and where the transaction is 
secured by the consum er’s principal dwelling  
are subject to the special early disclosure  
requirements of § 226.19(b).$ 
* * * * *

18(f)(2)
0>1. Disclosure required. In a variable-rate 

transaction that is secured by the consumer's 
principal dwelling, the creditor must give 
specia l early disclosures under § 226.19(b) in 
addition to the later Truth in Lending 
disclosures required under § 226.18(f)(2). The 
creditor, in making disclosures under 
§ 226.18(f)(2), must state that the variable- 
rate feature ex ists and that variable-rate 
disclosures have been  provided earlier.^ 
* * * * *

Section 226.19—Certain Residential ^and 
Variable-Rate$ Mortgage Transactions. 
* * * * *

19(b) $ Variable-Rate Mortgage 
Transactions

1. Coverage. The requirements of
|  226.19(b) apply to all transactions in which  
the annual percentage rate m ay increase after 
consum m ation and w here the transaction is  
secured by the consum er’s principal dwelling. 
It includes not only purchase-m oney  
mortgages, w here the consum er obtains a 
mortgage loan to purchase a home, but also  
other closed-end transactions in w hich the 
consum er uses the home as security for a 
loan. All other variable-rate transactions 
w hich are not secured by the consum er’s 
principal dw elling are subject to the 
disclosure requirements o f § 226.18(f)(1).

2. Timing. A  creditor must generally give 
the disclosures required under this section at 
the time an application form is provided or 
before the consum er pays a non-refundable 
fee, w hichever is earlier. In ca ses where a 
creditor receives a written application  
through an intermediary agent or broker, 
how ever, footnote 45b provides that the 
creditor shall deliver the d isclosures or place 
them in the mail not later than three business

days after the creditor receives the 
consum er’s written application.

3. Other variable-rate regulations. 
Transactions in w hich the creditor is required 
to comply w ith and has com plied with  
variable-rate regulations o f other federal 
agencies are exem pt from the requirements of 
§ 226.19(b), by virtue o f footnote 45a. Those 
variable-rate regulations include the 
adjustable mortgage loan instrument 
regulation issued by the Federal Home Loan 
Bank Board (12 CFR 545.33), and the 
adjustable-rate mortgage regulation issued by 
the Comptroller o f the Currency (12 CFR 29), 
and the adjustable-rate mortgage regulations 
issued by the Department o f Housing and 
Urban D evelopm ent (24 CFR 203 and 24 CFR 
234). The exception in footnote 45a is a lso  
availab le to creditors that are required by 
state law  to com ply w ith the federal 
variablerate regulations noted above and to 
creditors that are authorized by title VIII of 
the Depository Institutions A ct o f 1982 (12 
U.S.C. 3801 et seq.) to m ake loans in 
accordance w ith those regulations. Creditors 
using this exception should com ply with the 
timing requirements o f those regulations 
rather than the timing requirements of 
Regulation Z in making the variable-rate 
disclosures.

4. Examples of variable-rate transactions. 
The follow ing transactions, if  secured by the 
consum er’s principal dw elling, constitute  
variable-rate transactions subject ) o  the 
disclosure requirements o f § 226.19(b) unless 
specifically  exem pted. (If these variable-rate  
transactions are not secured by the 
consum er’s principal dw elling, disclosures  
pursuant to § 226.18(f)(1) m ust be provided.)

0 Renegotiable rate mortgage instruments 
that involve a series of short-term loans 
secured by a long-term obligation, where the 
lender is obligated to renew  the short-term  
loans at the consumer's option. A t the time of 
renewal, the lender has the option of 
increasing the interest rate.

° “Shared-equity" or “shared- 
appreciation” mortgages that have a fixed  
rate of interest and an appreciation share 
based  on the consum er’s equity in the 
mortgaged property. The appreciation share 
is payable in a lump sum at a sp ecified  time. 
Sections 226.19(b)(2) (iv), (v), (ix), (x), (xi) and  
(xiii) do not apply to shared-equity  
mortgages, however. (A s d iscussed  in |  226.2, 
other types of sharedequity arrangem ents are 
not considered "credit" and are not subject to 
Regulation Z.)

° Preferred-rate em ployee loans w here the 
terms of the legal obligation provide that the 
initial underlying rate is fixed , but w ill 
increase if  the em ployee lea v es the em ploy of  
the creditor, and the note reflects the 
preferred rate. The d isclosures are to be  
based on that rate. W here the underlying  
fixed-rate loan has such a variable-rate  
feature, the disclosures under | §  226.19(b)(2) 
(ix), (x), (xiii) and (xiv) are inapplicable. 
(Graduated-payment m ortgages and step-rate 
transactions without a variable-rate feature 
are not considered variable-rate  
transactions.)

Paragraph 19(b)(1)
1. Substitutes. Creditors w ho w ish  to use  

ARM information publications other than the

Consumer Handbook on Adjustable Rate 
Mortgages must make a good faith  
determination that their brochures are 
suitable substitutes to the Consumer 
Handbook. A substitute is  suitable if  it is, at a 
minimum, comparable to the Consumer 
Handbook in substance and  
com prehensiveness. Creditors are perm itted  
to provide more detailed inform ation about 
ARMs than is contained in the Consumer 
Handbook.
Paragraph 19(b)(2)

1. Disclosure for each variable-rate 
program. In variable-rate transactions subject 
to § 226.19(b) requirements, a creditor must 
provide disclosures that fully describe each  
of the creditor’s variable-rate loan programs 
in w hich the consumer ex p resses an interest 
at the time an application form is provided or 
before the consumer pays a non-refundable  
fee, whichever is earlier. M oreover, if a 
consum er requests d isclosures for other ARM  
programs, a creditor must provide d isclosures 
for as many other o f the creditor's ARM  
programs as the consumer requests.

2. As applicable. The d isclosures required 
by this section need  only be m ade as  
applicable. A ny disclosure not relevant to a 
particular transaction m ay be elim inated. For 
exam ple, if the transaction d oes not contain a 
dem and feature, the disclosure required 
under § 226.19(b)(2)(xii) need  not be given.

3. Revisions. A  creditor must revise the 
disclosures required under this section  
generally in tw o circum stances— once a year  
w hen the n ew  ind ex  value becom es availab le  
and w hen the loan program changes.

Paragraph 19(b)(2)(i)
1. Change in interest rate, payment, or 

term. A  creditor must d isc lose  the fact that 
the terms of the legal obligation permit the 
creditor, after consum m ation o f the 
transaction, to increase (or decrease) the 
interest rate, payment, or term of the loan  
initially d isclosed  to the consum er. For 
exam ple, the disclosures might read, “Your 
paym ent can change yearly b ased  on changes 
in the interest rate.”

Paragraph 19(b)(2)(H)
1. Identification of index or formula. If a 

creditor ties interest rate changes to a 
particular index, this fact must b e  disclosed , 
along with a source of inform ation about the 
index. For exam ple, if  a creditor u ses the 1- 
year Treasury Bill rate as its index, the 
disclosure might read, "Your index is the rate 
for a 1-year Treasury Bill adjusted to a 
constant maturity published w eek ly  in the 
Wall Street Journal." If no particular index is 
used, the creditor must briefly describe the 
formula used to calculate interest rate 
changes.

2. Changes at creditor's discretion. If 
interest rate changes are at the creditor’s 
discretion, this fact must be d isc losed . If an 
index is internally defined, such as by a 
creditor’s prime rate, the creditor should  
either briefly describe that ind ex  or state that 
interest rate changes are at the creditor’s 
discretion.

Paragraph 19(b)(2)(iii)
1. Determination of interest rate and
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payment. This section requires an 
explanation of how the creditor will 
determine the consumer’s interest rate and 
payment. In cases where a creditor bases its 
interest rate on a specific index (such as the 
1-year Treasury Bill rate) and adjusts the 
index through the addition of a margin, for 
example, the disclosure might read, “Your 
interest rate is based on the index plus a 2% 
margin, and your payment will be based on 
the interest rate.”
Paragraph 19(b)(2)(iv)

1. Current margin value and interest rate. 
Because the disclosures can be prepared in 
advance, the interest rate and margin may be 
several months old when the disclosures are 
delivered. A statement, therefore, is required 
alerting the consumers to the fact that they 
should inquire about the current margin value 
applied to the index and the current interest 
rate. For example, the disclosure might state, 
“You should ask us for our current interest 
rate and margin."
Paragraph 19(b)(2)(v)

1. Discounted interest rate. In some 
variable-rate transactions, creditors may set 
an initial interest rate that is not determined 
by the index or formula used to make later
interest rate adjustments. Typically, this 
initial rate charged to consum ers is low er  
than the rate would be if it w ere calculated  
using the index or formula. H owever, in som e  
cases the initial rate may be higher. If the 
initial interest rate contains a discount 
feature, creditors must alert the consum er to 
this fact, as w ell as d isclose the amount of 
the discount and the period for which the low  
initial rate applies. For exam ple, if a creditor 
discounted a consum er’s initial rate for six  
months, the disclosure might state, “Your 
initial interest rate is not based  on the index  
used to make later adjustm ents and w ill be 3 
percentage points low er than the index and 
margin for the first six  m onths.” (See the. 
commentary to § 226.17(c)(1) for a further 
discussion of discounted variable-rate 
transactions.) This paragraph does not apply 
to variable-rate loans in which the initial 
interest rate is set according to the index or 
formula used for later adjustm ents but is not 
set at the value of the index or formula at 
consummation. For exam ple, this paragraph 
does not apply if a creditor commits to an 
initial rate based on the formula on a date  
prior to consummation, but the index has 
m oved during the period betw een that time 
and consummation.

Paragraph 19(b)(2)(vi)
1. Frequency. The frequency of interest rate 

and payment adjustments must be disclosed. 
If interest rate changes will be im posed more 
frequently or at different intervals than 
paym ent changes, then a creditor must reveal 
the frequency and timing of both types o f  
changes. For exam ple, in a variable-rate 
transaction where interest rate changes are 
m ade monthly, but paym ent changes would  
only occur on an annual basis, this fact must 
be disclosed.

Paragraph 19(b)(2)(vii)
1. Rate and payment caps. If the variable- 

rate transaction limits changes (increases or 
decreases) in the interest rate or payment, the

creditor must d isclose those limitations.
2. Negative amortization and interest rate 

carryover. A  creditor must disclose, where 
applicable, the possibility o f negative  
amortization. For exam ple, the disclosure  
might state, “If any of your paym ents is not 
sufficient to cover the interest due, the 
difference w ill be added to your loan 
amount." In addition, the creditor must 
disc lose  the existence of any interest rate 
carryover provisions. For exam ple, if the 
index rises 3 percentage points during the 
year, the loan contains a 2 percentage cap on 
annual changes (increases or decreases) in 
the interest rate, and the creditor may im pose  
the additional percentage point the follow ing  
year, the creditor must d isclose the fact that 
changes in the index w ill be carried over to 
subsequent interest rate adjustment dates. 
The disclosure might state, "Changes in the 
index not passed on as changes in the 
interest rate w ill be carried over to 
subsequent interest rate adjustment dates."

3. Conversion option. If a loan program 
permits consumers to convert their variable- 
rate loans to fixed-rate mortgages at a 
designated time, the rules relating to this 
feature must be disclosed.

4. Preferred-rate employee loans. This 
provision applies to preferred-rate em ployee  
loans, where the rate will increase if the 
em ployee leaves the creditor’s employ, 
whether or not the underlying rate is fixed or 
variable. For exam ple, in transactions where 
the terms of the legal obligation provide that 
the initial underlying rate is variable, but a lso  
provide that the rate w ill increase if the 
em ployee leaves the employ of the creditor, 
the creditor must d isclose that the rate may  
increase if the em ployee leaves the creditor’s 
employ.

Paragraph 19(b)(2)(viii)
1. Conspicuous statement. The requirement 

that a creditor provide a “conspicuous"  
statem ent that there are no limits on 
increases in a borrower's payment or interest 
rate may be satisfied through the use of 
boldface print, underscoring, or capital letters 
to disclose this information. (See the 
commentary to § 226.17(a)(2) for additional 
information concerning how to make 
disclosures more conspicuous.)

Paragraph 19(b)(2)(ix)
1. Index movement. This section requires a 

creditor to provide an historical exam ple, 
based on a $10,000 loan amount originating in 
1977, showing how  interest rate changes 
implemented according to the terms of the 
loan program would have affected paym ents 
and the loan balance at the end of each year  
during a 15 year period. Pursuant to this 
section, the creditor must provide a history of 
index values for the preceding 15 years. 
Initially, the disclosures would give a 10-year 
history of the index values beginning w ith  
1977 values. Each year thereafter, disclosures 
pursuant to this section would include an  
additional year of index values until 15 years  
of values are shown. The 15-year history in 
the disclosures must reflect the m ost recent 
15 years o f index values. If the values for an 
index have not been available for 15 years, a 
creditor need only go back as far as the 
values are available in giving a history. If a

creditor uses an index value as o f a certain  
date, w hich is changed several times 
annually, the creditor may assum e one date  
on which to base the history of index values. 
In all cases, only one index value per year 
need be shown. Thus, in transactions where  
interest rate adjustments are im plemented  
more frequently than once per year, a 
creditor m ay assum e that the interest rate 
and paym ent resulting from the index value 
chosen w ill stay in effect for the entire year 
for purposes of calculating the loan balance  
as of the end of the year and for reflecting 
other loan program terms. Moreover, if  a 
creditor uses an average of index values or 
any other index formula, the history given  
should reflect those values. In cases where 
interest rate changes are at the creditor’s 
discretion (see the commentary to 
§ 226.19(b)(2)(h)), the creditor must provide a 
history of the rates im posed for the preceding  
period, beginning with an initial 10-year 
history of rates starting in 1977. Each year  
thereafter, d isclosures would include an 
additional year until 15 years of index values 
are shown. In giving this history, the creditor 
need only go back as far as the creditor’s 
rates can reasonably be determined.

2. Selection of margin. For purposes o f the 
disclosure required under § 226.19{b)(2)(ix), a 
creditor may se lect a margin that has been  
used during the six  months preceding  
preparation of the disclosures, and should  
disc lose  that the margin is one that the 
creditor has used recently. A  creditor is 
permitted to assum e a representative margin 
in order to m ake calculations for the 
historical exam ple required under this section  
since the disclosure form must be given early 
in the application process. The margin 
selected  m ay be used until a creditor updates 
the disclosure form to reflect the m ost recent 
index values.

Paragraph 19(b)(2)(x)
1. Calculation of payments. A  creditor is 

required to include a statem ent on the 
disclosure form that explains how  a 
consum er m ay calculate his or her actual 
monthly paym ents for a loan amount other 
than $10,000. The exam ple should be based  
upon the m ost recent paym ent show n in the 
historical exam ple. The creditor, how ever, is 
not required to calculate the consum er's 
paym ents. (See the m odel c lau ses in H-4(C}.)

Paragraph 19(b)(2)(xi)
1. Maximum interest rate and payment.

The disclosure form must state the maximum  
interest rate and paym ent for a $10,000 loan, 
based  on the most recent interest rate show n  
in the historical exam ple. In calculating the 
maximum paym ents under this section, a 
creditor should assum e that the interest rate 
has increased as rapidly as possib le  under 
the loan program, and the m axim um  paym ent 
d isc losed  should reflect the am ortization of 
the loan during this period. Thus, in a loan  
w ith 2 percent annual (and 5 percent overall) 
interest rate lim itations or “caps,” the 
maximum interest rate w ould be 5 percentage  
points higher than the m ost recent rate show n  
in the historical exam ple. M oreover, the loan  
w ould not reach the maximum interest rate 
increase until the third year because  o f the 2 
percent annual rate lim itations, and the
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maximum paym ent disclosed  w ould reflect 
the amortization of the loan during this 
period. The requirement that the maximum  
interest rate and paym ent be d isc losed  w ould  
not be required if the loan contained no caps, 
although the disclosure under 
§ 226.19(b)(2)(viii) w ould state that there are 
no limits on potential increases in rates or 
paym ents.

Paragraph 19(b)(2)(xii)
1. Demand feature. If a variable-rate loan  

subject to § 226.19(b) requirements contains a 
dem and feature, this fact must be disclosed . 
(Pursuant to § 226.18(i), creditors w ould a lso  
disc lose  the demand feature in the standard  
disclosures given later.)

Paragraph 19(b)(2)(xiii)
1. Adjustment notices. A  creditor must 

disclose to the consum er w hat information  
w ill be contained in subsequent notices of 
adjustm ents and w hen such notices w ill be 
provided. (See § 226.20(c) regarding notices of 
adjustments.) For exam ple, in transactions 
providing that paym ent adjustm ents may  
accom pany each interest rate adjustment, the 
disclosure might state, “You w ill be notified  
at least 30, but no more than 120, days before 
the effective date of any scheduled interest 
rate adjustm ent that m ay be accom panied by 
a paym ent adjustment. This notice will 
contain information about the index and 
interest rates, paym ent amount, and loan  
balance.” In transactions w here the creditor 
w ould be required to send at least one notice 
each year during w hich there have been  
interest rate adjustments without 
accom panying paym ent adjustments, the 
disclosure might read, "You w ill be notified  
once each year during w hich interest rate 
adjustm ents, but no paym ent adjustments, 
have been m ade to your loan. This notice will 
contain information about the index and 
interest rates, paym ent amount, and loan  
balance.”

Paragraph 19(b)(2)(xiv)
1. Multiple loan programs. A  creditor who  

offers multiple variable-rate loan programs is 
required to have disclosures for each  
variable-rate loan program offered pursuant 
to |  226.19(b)(2). The creditor must inform the 
consum er that other variable-rate programs 
exist, and that disclosure forms are available  
for these additional loan programs. For 
exam ple, the disclosure form might state, 
“Information on other ARM programs is 
availab le upon request”*

Section 226.20—Subsequent Disclosure 
Requirements.
* * it a a

20(b) Assum ptions
* a a a a

6. Disclosures. For transactions that are 
assum ptions within this provision, the 
creditor must make disclosures based on the 
"remaining obligation.” For example:
a a a a a

If a transaction involves add-on or discount 
finance charges, the creditor m ay make 
abbreviated disclosures, as outlined in 
§ 226.20(b) (1) through (5). ^Creditors 
providing disclosures pursuant to this section

for assum ptions o f variable-rate transactions 
secured by the consum er’s principal dw elling  
need  not provide new  disclosures under 
§ 226.18(f)(2)(ii) or 228.19(b).*
a tr t> a

020(c) Variable-Rate Adjustm ents
1. Additional disclosures. This section  

w ould require a creditor to provide certain  
lim ited disclosures in cases where an  
adjustment to the interest rate is scheduled in 
a variable-rate transaction subject to
|  226.19(b). A  notice o f a scheduled rate 
adjustment must be sent to the consumer, 
w hether or not the scheduled rate adjustment 
is  accom panied by a corresponding 
adjustment to the consum er’s payment. There 
are tw o timing rules, depending on whether  
paym ent changes m ay accom pany interest 
rate changes. In transactions where the 
interest rate m ay be adjusted more frequently 
than the paym ent, a cred itor's required to 
send at least one notice each y ear  during 
w hich interest rate adjustm ents have  
occurred w ithout accom panying paym ent 
adjustm ents. In transactions providing for 
paym ent adjustm ents to accom pany each  
interest rate adjustment, a creditor must 
notify borrowers at least 30, but not more 
than 120, days before the effective date of 
each scheduled rate adjustment. The 
disclosure must include the new  paym ent 
amount, the current and prior interest and  
index rates and the loan balance, as w ell as  
notify the consum er of the extent to w hich  
any increase in the interest rate has been  
foregone. The disclosure must a lso state the 
paym ent that w ould be required to fully 
amortize the loan if this amount is different 
from the paym ent already disclosed. 
Information about this adjustment notice  
should be provided to the consumer in the 
variable-rate loan disclosures provided under 
§ 226.19(b)(2)(xiii).

2. Exceptions. Section 226.20(c) does not 
apply to shared-equity loans and preferred- 
rate em ployee loans with an underlying fixed  
rate.O
* a a * a

Appendix H—Closed-End Model Forms 
and Clauses
* a * a *

05. Model H-4(B). This m odel clause  
illustrates the variable rate disclosure 
required under § 226.18(f)(2), which w ould  
alert consum ers to the fact that the 
transaction contains a variable-rate feature 
and that earlier disclosures were provided  
under § 226.19(b) in cases w here the variable- 
rate transaction is secured by the consum er’s 
principal dw elling.

8. Model H-4(C). This m odel clause  
illustrates the early disclosures required 
generally under § 226.19(b) w hen the 
variable-rate transaction is secured by the 
consum er’s principal dwelling. It includes 
information on how  the consum er’s interest 
rate is determ ined and how  it can change 
over the term of the loan, and explains 
changes that m ay occur in the borrower’s 
monthly paym ent. In variable-rate loans 
where there are no limits on increases in the 
borrower’s interest rate or in the monthly 
paym ent (other than lim its on changes in

interest rates), this fact must be expressed  
conspicuously. The m odel clause includes an  
exam ple o f this disclosure. (See the 
commentary to § 226.19(b)(2)(viii) for a 
discussion of w hat is included in the m eaning  
of the term “conspicuous.”) The m odel clause  
also contains an exam ple o f how  to d isc lose  
historical changes in the index or formula 
values used to compute interest rates for the 
preceding 15 years. In addition, the m odel 
clause illustrates the disclosure required to 
explain how  a consum er m ay calculate his or 
her actual m onthly paym ents for a loan  
amount other than $10,000.

7. Model H-4(D). This m odel clause  
illustrates the adjustment notice required 
under § 226.20(c). The notice should contain  
the new  paym ent am ount the current and  
prior interest and index rates, and the loan  
balance. The adjustment notice must also  
disc lose  the extent to w hich any increase in  
interest rate has been  foregone, and, where  
different from the paym ent already disclosed , 
the paym ent that w ould be required to fully 
am ortize the loan.*
* O ft * *

*18. Sample H-14. This sam ple disclosure  
form illustrates the disclosures under section  
19(b) for a variable-rate mortgage w here the 
annual percentage rate may increase after 
consum m ation and the transaction is secured  
by the consum er’s principal dwelling. The 
sam ple form show s a creditor how  to adapt 
the m odel c lauses in A ppendix H-4(C) to the 
creditor’s ow n particular variable-rate 
program. The sam ple disclosure form 
describes the features of a specific variable- 
rate mortgage program and alerts the 
consum er to the fact that information on 
other variable-rate programs is availab le  
upon request. It includes information on how  
the borrower’s interest rate is  determ ined and 
how  it can change over time, and explains 
how  the monthly paym ent can change b ased  
on a $10,000 loan amount, payable in 360 
m onthly installm ents, based  on historical 
changes in the values for a 1-year Treasury 
Bill adjusted to a constant maturity for the 
period of January 1977 to January 1986. This 
10-year history reflects the requirement under 
§ 226.19(b)(2)(ix) that the index history begin  
with index values for 1977. Thus, the index  
history in 1986 would contain only 10 years of 
index values. In making these disclosures in 
1991, how ever, a creditor w ould need to show  
a 15-year index history beginning with the 
values in 1977. The sam ple disclosure also  
illustrates the requirement under 
§ 226.19(b)(2)(xi) that the maximum interest 
rate and paym ent be show n for a $10,000 loan  
originated at the m ost recent rate show n in 
the historical exam ple. In the sam ple, the 
loan is assum ed to have an initial interest 
rate o f 10.73% (which w as the rate in 1986 for 
the index used) and has 2 percent annual 
(and 5 percent overall) interest rate 
lim itations or caps. Thus, the maximum  
amount that the interest rate could rise under 
this program is 5 percentage points higher 
than the 10.73% initial rate to 15.73%, and the 
m onthly paym ent could rise from $94.39 to a 
maximum of $131.59. The loan w ould not
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reach the maximum interest rate increase  
until its third year because o f the 2 percent 
annual rate limitations, and the maximum  
paym ent disclosed would reflect the 
amortization of the loan during that period. 
The sam ple disclosure form also reflects the 
requirement that, in cases where there is no 
limit on increases in the borrower's monthly 
paym ents {other than limits on increases in

interest rates), that this fact must be stated  
conspicuously. {See the commentary to 
|  226.19(b)(2)(viii) for a discussion of what is 
included in the meaning of the term 
"conspicuous.'’) The sam ple form also  
illustrates how  to provide consum ers with a 
m ethod for calculating their actual monthly 
paym ent for a loan amount other than 
S10,000.<3

Board of G overnors o f the Federal Reserve  
System , N ovem ber 17,1986.
W illiam  W . W iles,
Secretary of the Board.
fFR Doc. 88-26249 Filed 11-21-86; 8:45 am]
BILLING COGS 62t6-®1-^

Proposed Changes to the Official Staff Commentary 
on Regulation B (Equal Credit Opportunity)

Comment Invited by January 30, 1987

FEDERAL RESERVE SYSTEM 

12 CFR Part 202 

[Reg B; EC~1]

Equal Credit Opportunity; Proposed 
Update to Official Staff Commentary

ADlNev: Board of Governors of the 
Federal Reserve System.
ASTflDN: Proposed official staff 
interpretation.

SUMMARY: The Board is publishing for 
comment proposed revisions to the 
official staff commentary to Regulation 
B (Equal Credit Opportunity). The 
commentary applies and interprets the 
requirements of Regulation B and is a 
substitute for individual staff 
interpretations of the regulation. The 
proposed revisions address questions 
that have arisen about the regulation, 
and include new material and changes 
in existing material.
DATE: Comments must be received on or 
before January 30,1987.
ADDRESS: Comments should be mailed 
to William W. Wiles, Secretary, Board 
of Governors of the Federal Reserve 
System, Washington, DC 20551, or 
delivered to the 20th Street mail services 
courtyard entrance, 20th Street between 
C Street and Constitution Avenue, NW., 
Washington, DC, between 8:45 a.m. and 
5:15 p.m. weekdays. Comments should 
include a reference to EC-1. Comments 
may be inspected in Room B-1122 
between 8:45 a.m. and 5:15 p.m. 
weekdays.
FDR FURTHER INFORMATION eDNYAOT:
Adrienne Hurt or Heather Hansche,
Staff Attorneys, Division of Consumer 
and Community Affairs, at (202) 452- 
3867 or 452-2414; for
Telecommunications Device for the Deaf

(TDD) users contact Eamestine Hill or 
Dorothea Thompson at (202) 452-3544, 
Board of Governors of the Federal 
Reserve System, Washington, DC 20551. 
SUPPLEMENTARY INFORMATION:

(1) General
The Equal Credit Opportunity Act (15 

U.S.C. 1691 etseq .)  makes it unlawful for 
creditors to discriminate in any aspect 
of a credit transaction on the basis of 
race, color, religion, national origin, sex, 
marital status, age, receipt of public 
assistance, or the exercise of rights 
under the Consumer Credit Protection 
A ct This statute is implemented by the 
Board’s Regulation B (12 CFR Part 202).

On November 20,1985, an official 
staff commentary was published to 
interpret the regulations along with a 
final rule revising Regulation B (50 FR 
48018). The revised regulation and the 
commentary became effective on 
December 16,1985, but creditors had the 
option of continuing to comply with the 
previous regulation and prior 
interpretations until October 1,1986, the 
mandatory effective date of the revised 
regulation and its commentary. The 
commentary is designed to provide 
general guidance to creditors in applying 
the regulation to specific transactions.

Periodic updates provide the vehicle 
for additional staff interpretations that 
may be necessary as new questions 
arise (although each unique situation 
cannot be individually addressed in the 
commentary). It is expected that this 
first proposed update will be adopted in 
final form in March 1987.

Certain conventions have been used 
to highlight the proposed revisions. New  
language is shown inside bold-faced 
arrows and underlined, while language 
that would be removed is set off with 
brackets.

(2) Proposed Revisions
Following is a brief description of the 

proposed revisions to the commentary:

Section 202.3—L im ited  Exceptions for  
Certain CJasses o f  Transactions
3(a) Public-Utilities Credit

A new comment 3(a)—3 would be 
added to address the question whether 
long distance telephone companies that 
are not regulated by, or required to file 
certain information with, a government 
agency qualify for the public utilities 
exceptions in section 202.3(a)(2).

Section 202.9—Notifications
9(a) Notification of Action Taken, 

ECOA Notice, and Statement of Specific 
Reasons.

Paragraph 9(a)(1)
New comment 9(a)(1)—3 would be 

added to explain that a creditor may 
deny an application missing information 
that the applicant needs to provide on 
the ground that the application is 
incomplete. Existing comments 9{a)(l)-3 
through 9(a)(1)—6 would be redesignated 
as comments 9(a)(l}-4 through 9(a)(1)—7, 
respectively.
Section 202.13—Information fo r  
M onitoring Purposes
13(a) Information To Be R equested

A new comment 13(a}-5 would be 
added to explain what types of 
transactions are excluded from the data 
collection requirements of § 202.13. With 
this addition, existing comment 13(a)-5 
would be redesignated as comment 
13(a)-6.

List of Subjects In 12 CFR 202
Banks, banking: Civil rights,

Consumer protection, Credit, Marital 
status discrimination, Minority groups,
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Penalties, Religious discrimination, Sex 
discrimination, Women.

m m  202H[^!$EiN!DED]
(3) Text off Revisions

The proposed revisions to the 
commentary (12 CFR Part 202, Supp. I) 
read as follows:

Supplement I—Official Staff 
Commentary
* * * * *

Section 202.3—Limited Exceptions for 
Certain Classes of Transactions 
* * * * *

3(a) Public-utilities credit 
* * * * *

e>3. Telephone companies. If a telephone 
company is neither regulated by a 
government unit nor required to file the 
charges for service, delayed payment, or any

discount for prompt payment with a 
government unit, the company’s credit 
transactions do not qualify for the exceptions 
provided in section 202.3(a)(2). <3 
* * * * *

Section 202.9—Notifications
9(a) Notification of Action Taken, ECOA 

Notice, and Statement of Specific Reasons.
Paragraph 9(a)(1).
* * * * *

n>3. Incomplete application—denial for 
incompleteness. When an application is 
incomplete regarding matters that the 
applicant can complete and the creditor lacks 
sufficient data for a credit decision, the 
creditor may deny the application giving as 
the reason for denial that the application is 
incomplete. The creditor has the option, 
alternatively, of providing a notice of 
incompleteness under section 202.9(c). o

Current comments 9{a)(l)-3 through 
9(a)(l)-6 would be redesignated comments 
9(a)(1)—4 through 9(a)(l}-7, respectively. 
* * * * *

Section 202.13—Information for Monitoring 
Purposes
13(a) Information To Be Requested 
* * * * *

S.t>Exclusions. Home improvement loans, 
open-end home equity loans, and second 
mortgages (unless the second mortgage is to 
purchase a principal dwelling) are not subject 
to the information collection requirements of 
this section. <3

Current comment 13(a)(l}-5 would be 
redesignated 13(a)(l}-8. 
* * * * *

Board of Governors of the Federal Reserve 
System, November 24,1988.
William W. Wiles,
Secretary o f the Board.
[FR Doc. 86-26902 Filed 12-1-86; 8:45 am] 

CODE 6210-01-M

Proposed Changes to the Official Staff Commentary 
on Regulation E (Electronic Fund Transfers)

Comment Invited by January* 30, 1987

FEDERAL RESERVE SYSTEM!

12 CFR Fart 205

(Reg. E; EFT-2)

Electronic Fund Transfers; Proposed 
Update to Official Staff Commentary
November 25,1986.
a g e n c y : Board of Governors of the 
Federal Reserve System.
ACTION: Proposed official staff 
interpretation.

SUMMARY: The Board is publishing for 
comment proposed changes to the 
official staff commentary to Regulation 
E (Electronic Fund Transfers). The 
commentary applies and interprets the 
requirements of Regulation E and is a 
substitute for individual staff 
interpretations of the regulation. The 
proposed revisions address questions 
that have arisen about the regulation.
d a t e : Comments must be received on or 
before January 30,1987.
ADDRESS: Comments should be mailed 
to William W. Wiles, Secretary, Board 
of Governors of the Federal Reserve 
System, Washington, DC 20551, or 
delivered to the 20th Street courtyard 
entrance (between C Street and 
Constitution Avenue, NW.),

Washington, DC between 8:45 a.m. and 
5:15 p.m. weekdays. Comments should 
include a reference to EFT-2. Comments 
may be inspected in Room B-1122 
between 8:45 a.m. and 5:15 p.m. 
weekdays.
FOR FURTHER INFORMATION CONTACT:
Kathleen Brueger or Susan Kraeger,
Staff Attorneys, Division of Consumer 
and Community Affairs, (202) 452-3667 
or (202) 452-2412, or Earnestine Hill or 
Dorothea Thompson,
Telecommunication Device for the Deaf 
(TDD), (202) 452-3224, Board of 
Governors of the Federal Reserve 
System, Washington, DC 20551. 
SUPPLEMENTARY INFORMATION: (1) 
General. The Electronic Fund Transfer 
Act (15 U.S.C. 1693 et seq .) governs any 
transfer of funds that is electronically 
initiated and that debits or credits a 
consumer’s account. This statute is 
implemented by the Board’s Regulation 
E (12 CFR Part 205). Effective September 
24,1981, an official staff commentary 
(EFT-2, Supp. II to 12 CFR Part 205) was 
published to interpret the regulation.
The commentary is designed to provide 
guidance to financial institutions in 
applying the regulation to specific 
situations. The commentary is updated 
periodically to address significant 
questions that arise. This notice

contains the proposed fifth update. It is 
expected that the update will be 
adopted in final form in March 1987. The 
previous updates were published on 
April 6,1983 (48 FR 14880), October 18, 
1984 (49 FR 40794), April 3,1985 (50 FR 
13180), and April 21,1986 (51 FR 13484).

(2) Proposed revisions. The proposed 
additions to the commentary—questions 
2-12.6, 3-3.6, 7-11.5, and 9-3.5—are self- 
explanatory. Questions 9-36 and 11-11.5 
are proposed revisions of existing 
commentary provisions, and clarify the 
regulation’s treatment of transfers 
resulting from cash transactions at 
merchant point-of-sale terminals—such 
as electronic check-out terminals at 
grocery stores.

Question 9-36 deals with the 
description of these transfers on receipts 
and periodic statements. The revised 
question would make clear that 
transfers resulting from cash only 
transactions—as well as transfers 
resulting from purchase only and 
purchase with cash back transactions— 
may be described in the same way on 
both receipts and periodic statements.

Question 11-11.5 would make clear 
that cash only (and cash back) 
transactions at merchant point-of-sale 
(POS) terminals are included in the term
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‘‘point-of-sale debit card transactions.” 
As a result, error allegations concerning 
transfers resulting from these 
transactions are subject to the longer 
error resolution time periods that are 
provided for POS debit card 
transactions.

New language is shown inside bold
faced arrows, while language to be 
deleted is set off with brackets.

List of Subjects in 12 CFR Part 205

Banks, banking; Consumer protection; 
Electronic fund transfers; Federal 
Reserve System; Penalities.
PART 2Q5-4AK1EMOEO]

The authority citation for Part 205 
continues to read as follows:

Authority: Pub. L. 95-630 (15 U.S.C. 1693(b)) 
92 Stat. 3730.

2. Text o f  revisions. The proposed 
revisions to the Official Staff 
Commentary on Regulation E (EFT-2, 
Supp. II to 12 CFR Part 205) read as 
follows:
Section 205.2—Definitions and Rules of 
Construction.
* * * * *

> Q  2-12.6: Fund transfer—electronic 
payment of government benefits. The 
recipients of a governm ent benefit, such as 
public assistance or food stamps, receive  
their benefits from an autom ated teller 
m achine or a staffed electronic terminal. For 
exam ple, the recipient presents an 
identification card to a clerk, the card is run 
through an electronic terminal, the recipient’s 
identity is verified (by m eans of a 
photograph, personal identification number, 
or signature, for exam ple), and the benefits 
are given in the form of cash, food stamps, or 
food items. The benefits are disbursed from 
an account o f the governm ent entity paying 
the benefits, not an account established by or 
in the control of the consum ers. Are these  
transactions subject to Regulation E?

A: No, since there is no debit or credit to a 
consum er asset account. (See questions 2-4  
and 2-12.) (§ 205.2(b) and (g}}<  
* * * * *

Section 205.3—Exemptions

> Q  3-3.6: Payments of dividends or 
interest on securities. A payment of interest 
or dividends on securities is made by 
preauthorized electronic transfer into a 
consum er’s account. The paym ent may be 
made, for exam ple, by a discount brokerage 
firm into an account at an affiliated  
depository institution, or, for government 
securities, by a Federal Reserve Bank into the 
consumer's account at a depository  
institution. Is the transfer covered by 
Regulation E?

A: Yes. The securities exem ption does not 
apply since there is no purchase or sale of 
securities. (§ 205.3(c))<  
* * * * *

Section 205.7—Initial Disclosure of Terms 
and Conditions 
* * * * *

> Q  7-11.5: Restrictions on certain deposit 
accounts. Regulation D im poses restrictions 
on the number of paym ents to third parties 
that may be m ade from a m oney market 
deposit account (whether made by electronic 
or nonelectronic m eans). Must these 
restrictions be d isclosed  under Regulation E 
as lim itations on the frequency of electronic  
fund transfers?

A: Yes, lim itations on account activity that 
restrict the consum er’s ability to make 
electronic fund transfers must be d isclosed to 
the consumer as part of the disclosure  
statem ent for EFT services. H owever, an 
institution may d isc lose  the lim itations in an 
accom panying document given along with the 
principal disclosure statem ent. If an insert is 
used, the disclosure statem ent must refer to 
the accom panying document. (§ 205.7(a)(4)) <  
* * * * *

Section 205.9—Documentation of Transfers 
* * * * *

> Q  9-3.5: Receipts—inclusion of 
promotional material. A  financial institution  
uses receipts on which there is promotional 
material (such as discount coupons for food  
item s at restaurants). Is the printing o f such  
promotional material on the receipt 
prohibited by the regulation?

A: No. The regulation does, how ever, 
mandate that the required receipt information  
be set forth clearly; this m ay be achieved, for 
exam ple, by separating it from the 
promotional material. In addition, a consum er 
must not be required to surrender the receipt 
(or that portion containing the required 
information) in order to take advantage o f a

promotion. (§ 205.9(a))<
tlr * * 6 6

Q 9-38: Receipts/periodic statements—  
type of transfer. W hat degree o f specificity  is 
required on terminal receipts and periodic  
statem ents for the type o f transfer?

A: Common descriptions are sufficient. 
There is no prescribed terminology, although 
som e exam ples are contained in the 
regulation. On periodic statem ents, [for 
exam ple,] it is enough sim ply to show  the 
amount o f the transfer in the debit or the 
credit column if other information on the 
statem ent (such as a terminal location or 
third-party name) enables the consum er to 
identify the type of transfer. [As a further 
exam ple, when] > W h e n <  a consum er  
obtains cash from a merchant > a t  a POS 
term ainal<  in addition to purchasing goods, 
> o r  obtains cash o n ly ,<  it is not necessary  
to [treat the transaction as involving two  
different types o f transfers.] >  differentiate 
the transaction from one involving only the 
purchase o f goods. (See question 9-27.) <
( |  205.9(a)(3) and (b)(l)(iii)) 
a & g * -a

Section 205.11—Procedures for Resolving 
Errors
* * * * *

Q 11-11.5: POS debit-card transactions.
The deadlines for investigating errors are 
extended for all transfers resulting from POS 
debit-card transactions, regardless of 
whether an electronic terminal is involved. 
For purposes of these deadlines, w hat types 
of transactions can be v iew ed  as POS debit- 
card transactions?

A: POS debit-card transactions >  include 
all debit card transactions at merchants 
point-of-sale terminals, including those for 
cash only. (Transactions at ATMs, how ever, 
are not POS transactions even though the 
ATM may be in a merchant location.) POS 
debit card transactions <  generally take 
place at merchant locations but a lso include 
mail and telephone orders of goods or 
services involving a debit card. [Transactions 
at ATMs, how ever, are not POS even though 
the ATM may be in a merchant location.]
(§ 205.11(c)(4))
* * * * *

Board of Governors o f the Federal Reserve  
System , N ovem ber 24,1986.
William W. Wiles,
Secretary of the Board.
[FR Doc. 86-27049 Filed 12-2-86: 8:45 am] 
BILLING CODE 6210-01-&3
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Proposed Cfaamges to the Official Staff Commentary 
on Regulation Z (Truth-in-Lending)

Commemt Invited by January 30, 1987

12 CFR Part 22$

[Reg. Z; TIL-1}

Truth In Lending; Proposed Update to 
Official S taff Com mentary

agency: Board of Governors of the 
Federal Reserve System.
AOTIGM: Proposed official staff 
interpretation.

SUMMARY: The Board is publishing for 
comment proposed changes to the 
official staff commentary to Regulation 
Z (Truth in Lending). The commentary 
applies and interprets the requirements 
of Regulation Z and is a substitute for 
individual staff interpretations of the 
regulation. The proposed revisions 
address a variety of questions that have 
arisen about the regulation, and include 
new material and changes in existing 
material.

As a result of the potential for 
increased use of home-equity lines of 
credit and second mortgage loans due to 
the new limitations on the deductibility 
of non-business interest expenses under 
the revised federal tax laws, the Board 
has received a number of inquiries 
concerning real estate secured 
extensions of credit. These questions are 
addressed by several proposals, one of 
which would clarify the rules that apply 
when a creditor adds a security interest 
in the consumer’s principal dwelling to a 
transaction that was previously exempt 
from the regulation.

The proposal includes a variety of 
other provisions, including clarification 
of the prohibition against offsetting a 
consumer’s credit card indebtedness 
with funds from a deposit account held 
with a credit card issuer, and 
clarification of the refinancing exception 
for transactions with lower annual 
percentage rates.
DATE: Comments must be received on or 
before January 30,1987.
ADDRESS: Comments should be mailed 
to William W. Wiles, Secretary, Board 
of Governors of the Federal Reserve 
System, Washington, DC, 20551, or 
delivered to the 20th Street courtyard 
entrance, 20th Street, between C-Street 
and Constitution Avenue, NW., 
Washington, DC between 8:45 a.m. and 
5:15 p.m. weekdays. Comments should 
include a reference to TIL-1. Comments 
may be inspected in Room B-1122 
between 8:45 a.m. and 5:15 p.m. 
weekdays.

PRINTED

FOR FURTHER INFORMATION CONTACT:
The following attorneys in the Division 
of Consumer and Community Affairs at 
(202) 452-3667 or (202) 452-3867:
Open-end—Kathleen Brueger, Heather 

Hansche, Susan Kraeger 
Closed-end—Sharon Bowman, Michael 

Bylsma, Leonard Chanin, Adrienne 
Hurt

or Eamestine Hill or Dorothea 
Thompson, Telecommunications Device 
for the Deaf at (202) 452-3544, Board of 
Governors of the Federal Reserve 
System, Washington, DC, 20551.

SUPPLEMENTARY INFDRMATION:

(1) General
The Truth in Lending Act (15 U.S.C.

1601 et seq .) governs consumer credit 
transactions and is implemented by the 
Board’s Regulation Z (12 CFR Part 226). 
Effective October 13,1981, an official 
staff commentary (TIL-1, Supp. 1 to 12 
CFR Part 226) was published to interpret 
the regulation. The commentary is 
designed to provide guidance to 
creditors in applying the regulation to 
specific transactions. The commentary 
is updated periodically to address 
significant questions that arise. There 
have been five general updates so far— 
the first in September 1982 (47 FR 41338), 
the second in April 1983 (48 FR 14882), 
the third in April 1984 (49 FR 13482), the 
fourth in April 1985 (50 FR 13181), and 
the fifth in April 1986 (51 FR 11422).
There was also a limited update 
concerning fees for the use of automated 
teller machines, which was adopted in 
October 1984 (49 FR 40560). This notice 
contains the proposed sixth general 
update. It is expected that it will be 
adopted in final form in March 1987 with 
optional compliance until the uniform 
effective date of October 1 for 
mandatory compliance.
(2) Proposed Revisions

Following is a brief description of the 
proposed revisions to the commentary:

Subpart A—General

Section 226.2—Definitions and Rules o f  
Construction.
2(a) Definitions.
2(o)(20) "Open-End C redit”.

Comment 2(a)(20)-4 would be 
amended to clarify that the open-end 
credit definition does not require that a 
finance charge be included or that the
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possibility of a finance charge exist for a 
plan to qualify as an open-end credit 
plan.

Section 226.3—Exem pt Transactions
3(b) Credit O ver $25,000 N ot Secured by  
Real Property or a Dwelling

Comment 3(b)-2 would be amended to 
clarify that an open-end credit plan 
which was exempt from coverage by the 
regulation under § 226.3(b) becomes 
subject to the regulation when a security 
interest is taken in real property or 
personal property used or expected to 
be used as the consumer’s principal 
dwelling.

Comment 3(b)—3 would be amended 
by correcting the reference to the $25,000 
limitation and by adding a reference to 
the consumer’s principal dwelling in the 
first sentence. The revisions clarify the 
rule that disclosures for previously 
exempt closed-end credit transactions 
are required only when the existing 
obligation is satisfied and replaced by a 
new obligation. A cross-reference to the 
commentary to § 226.23(a)(1), which 
discusses the right of rescission when a 
security interest in a consumer’s 
principal dwelling is added to a 
previously exempt transaction, would 
also be added to the comment.

Section 226.4— Finance Charge
4(c) Charges Excluded from  the Finance 
Charge

Paragraph 4(c)(4)
Comment 4(c)(4)—1 would be amended 

to further clarify the types of charges 
that may be treated as participation or 
membership fees. Specifically, the 
amended comment would make clear 
that a one-time charge imposed when an 
account is opened, such as a loan 
origination fee, may not be treated as a 
participation fee. In addition, language 
would be added to make clear that fees 
based on the degree of account activity 
are not participation fees.

Subpart B—Open-End Credit

Section 226.5— General Disclosure 
Requirements
5(b) Time o f  D isclosures 
Paragraph 5 (b)(1)

Comment 5(b)(1)-! would be revised 
to make clear that, in general, the initial 
disclosure must be provided to the
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consumer before the consumer pays any 
fees or charges under the plan, including 
real estate charges of the type excluded 
from the finance charge in § 226.4(c)(7). 
However, the comment would continue 
to allow imposition of an application fee 
or membership fee prior to giving the 
initial disclosure statement (provided it 
is refunded if the consumer rejects the 
plan).

Section 226.6—In itia l Disclosure 
Statement

6(b) Other Charges

Comment 6(b)-l would be amended 
by adding examples of the types of real 
estate charges included in §226.4(c)(7), 
and deleting taxes and filing or notary 
fees excluded from the finance charge 
under § 226.4(e) as an example of an 
"other charge." Since fees excluded 
from the finance charge under § 226.4(e) 
must be itemized and disclosed it seems 
unnecessary to specifically require them 
to be treated as "other charges" in order 
to ensure that they are disclosed to the 
consumer.

6(c) Security Interests

Comments 6(c)-2 and 6(c)—4 would be 
revised to take into account the Board's 
Credit Practices Rule, Subpart B of 
Regulation AA, 12 CFR Part 227, and the 
credit practices rules of the Federal 
Trade Commission and the Federal 
Home Loan Bank Board, 16 CFR Part 444 
and 12 CFR Part 535, respectively. These 
rules deem it an unfair or deceptive act 
or practice for creditors to take or 
enforce a nonpurchase money, 
nonpossessory security interest in 
household goods, as that term is defined 
by the rules. As a result, the references 
to “household appliances” and 
"household goods” have been deleted 
from comments 6(c)-2 and 6(c}-4, 
respectively, to avoid any confusion on 
the part of creditors. A new example—  
stocks and bonds—has been substituted 
for household goods in comment 6(c)-4.
Section 226.7—Periodic Statement 

7(f) Amount o f Finance Charge

A new comment 7(f)—8 would be 
added to clarify when finance charges 
that are assessed at the time an account 
is opened must be disclosed on the 
periodic statement.

7(h) Other Charges.

Comment 7(h)—1 would be amended to 
make clear that creditors may, under 
certain circumstances, disclose, as a 
single amount, charges imposed in 
connection with real estate transactions 
that are excluded from the finance 
charge under § 226.4(c)(7).

Section 226.12—Special Credit Card  
Provisions.

12(d) Offsets by Card Issuer Prohibited. 
Paragraph 12(d)(2).

Comment 12(d)(2)-l would be revised 
to clarify the security interest exception 
to the prohibition on a credit card 
issuer’s offsetting a cardholder's 
indebtedness against funds of the 
cardholder that are on deposit with the 
card issuer. The comment would make 
clear that the exception does not include 
a security interest that is the functional 
equivalent of the right of offset. 
Therefore, security interests granted by 
language routinely included in credit 
card agreements are not within the 
exception. For the exception to apply, 
there must be some indication that the 
consumer is aware that a security 
interest is a condition for an account (or 
for more favorable terms on an account) 
and specifically intends to grant the 
security interest. The revised comment 
would give examples of what might 
serve to indicate that the condition 
discussed above is met.

The proposed changes are the result 
of inquiries about whether the regulation 
permits creditors to routinely take 
security interests in deposit accounts of 
cardholders by including "boilerplate" 
language in cardholder agreements. In 
December 1985, the Board proposed 
changes to comment 12(d)(2)—1 to clarify 
that routinely including such provisions 
in cardholder agreements violated the 
offsets prohibition (50 FR 50794). Final 
action on that proposed change was 
postponed, however, to allow for further 
review of the comments received and to 
more fully explore the concerns raised 
and the issues involved (51 FR 11422).

The current proposal—as well as the 
December 1985 proposal—seeks to 
clarify the security interest exception in 
I 226.12(d), which implements section 
169 of the Truth in Lending Act. Section 
169 prohibits a card issuer from 
offsetting a cardholder’s indebtedness 
under the credit card plan against funds 
of the cardholder held on deposit with 
the card issuer. Since the statute 
provides only one exception to this 
prohibition—for plans in which the 
cardholder authorizes the card issuer to 
make periodic deductions from a deposit 
account held with the card issuer— 
questions arose in the past as to 
whether a cardholder’s deposit accounts 
could ever serve as security for credit 
card indebtedness.

Recognizing that there were instances 
where security interests were called 
for—for example, an applicant may be 
required to provide collateral to obtain 
or retain a credit card account—the

Board provided in Regulation Z that 
consensual security interests in deposit 
accounts could be taken without 
violating the offset prohibition. There is 
some evidence, however, that this 
position has been interpreted as 
allowing card issuers to debit 
cardholders’ accounts pursuant to 
language routinely included in all 
cardholder contracts that takes a 
security interest in deposit accounts. 
Such a practice is inconsistent writh the 
statutory prohibition and its legislative 
history.

The legislative history of section 169 
reveals that Congress was concerned 
about the effects of the right of offset on 
consumers. For example, an offset 
against a checking account could result 
in the depositor’s checks being 
dishonored. In addition, the issuer’s 
ability to offset might deprive the 
consumer of the ability to effectively 
assert a billing error under section 161 
or a claim or defense under section 170 
of the act. The legislative history also 
indicates that there was concern that 
the right of offset gave card issuers that 
were depository institutions an unfair 
advantage over other creditors that had 
to apply to a court before being 
permitted to attach funds.

A security interest in a cardholder’s 
deposit accounts that is created by 
routinely including language in 
cardholder agreements appears to raise 
the same concerns that the Congress 
sought to address by prohibiting the 
right of offset. As a result, certain steps 
must be followed by creditors in taking 
security interests in deposit accounts to 
avoid rendering the offsets prohibition 
meaningless. The proposed changes 
would set forth certain limitations on 
the exception.

The current proposal addresses the 
concerns of some of the commenters on 
last year’s proposal who believed more 
flexibility was needed. For example, the 
current proposal does not specify any 
one item, such as reference to a specific 
amount of deposit account funds, as 
being necessary to qualify for the 
exception. Rather, a specific amount is 
included as one of several factors that 
could evidence the consumer’s 
awareness of and intent to grant a 
security interest.

S ec tio n  226.15—R ig h t o f  R e sc iss io n .  

15(c) D e la y  o f  C r e d ito r ’s  P erform an ce .

Comment 15(c)—1 would be amended 
to clarify that a creditor is not 
prohibited from disbursing funds during 
the rescission period when property 
subject to the right to rescind is added
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as security under an existing open-end 
credit plan.

Comment 15(c)-3 would be revised to 
clarify that the examples of actions a 
creditor may take during the rescission 
period are permissible actions provided 
they are not prohibited by state law or 
other requirements. This revision was 
prompted by the fact that some creditors 
mistakenly believed that the regulation 
authorized the accrual of finance 
charges during the rescission period, 
even when state law does not permit the 
practice. The revision makes it clear 
that the regulation neither authorizes 
nor prohibits the listed actions.

Subpaii C—Closed-End Credit 

Section 226.18— Content o f Disclosures. 

18(g) Paym ent Schedule.

Paragraph 18(9)(2).

Comment 18(9] (2)—1 would be revised 
to take into account transactions in 
which interest and principal payments 
occur at different intervals. The revision 
would clarify that a creditor may 
disclose the two series of payments 
separately and use an abbreviated 
payment schedule for the interest 
payments. The revision also makes clear 
that this option is available for 
transactions in which interest and 
principal payments are scheduled on the 
same as well as on different dates of the 
month.

18(m) Security Interest.

Comment 18(m}-2 concerning the 
manner of disclosing a nonpurchase 
money security interest would be 
revised to take into account the Board’s 
Credit Practices Rule, Subpart B of 
Regulation AA, 12 CFR Part 227, and the 
credit practices rules of the Federal 
Trade Commission and the Federal 
Home Loan Bank Board, 16 CFR Part 444 
and 12 CFR Part 535, respectively. These 
rules deem it an unfair or deceptive act 
or practice for creditors to take or 
enforce a nonpurchase money, 
nonpossessory security interest in 
household goods, as that term is defined 
by the rules. Therefore, household goods 
would be deleted from comment 18(m)-2 
as an example of how to identify a 
nonpurchase money security interest in 
the Truth in Lending disclosures.

Section 226.20—Subsequent Disclosure 
Requirements.
20(a) Refinancings.
Paragraph 20(a)(2).

The discussion in comment 20(a)(2)-! 
on what qualifies as a corresponding

change in the payment schedule would 
be deleted, as a result of the addition of 
comment 20(a)(2)-2.

Comment 20(a)(2)—2 would be added 
to clarify what is a corresponding 
change in the payment schedule that 
would not require additional 
disclosures. The addition makes clear, 
for example, that a reduction in the 
annual percentage rate accompanied by 
an increase in the term of the original 
obligation is an event requiring 
additional disclosures.

Section 226.23— Right o f Rescission. 
23(a) Consum er’s Right to Rescind. 
Paragraph 23(a)(1).

Comment 23(a)(1)—5 would be 
modified to clarify the circumstances in 
which the addition of a security interest 
to a preexisting obligation is 
rescindable. The revised comment 
would make clear that if a transaction 
was previously exempt from the 
regulation because it was credit over 
$25,000 not secured by real property or a 
principal dwelling, and a security 
interest in a consumer’s principal 
dwelling is later added to the 
transaction, the consumer has the right 
to rescind the addition of a security 
interest even if the existing obligation is 
not satisfied and replaced by a new 
obligation.

23(c) D elay o f  Creditor's Performance.
Comment 23(c)-3 would be revised to 

clarify that the examples of actions a 
creditor may take during the rescission 
period are permissible actions provided 
they are not prohibited by state law or 
other requirements. This revision was 
prompted by the fact that some creditors 
mistakenly believed that the regulation 
authorized the accrual of finance 
charges during the rescission period, 
even when state law does not permit 
such a practice. The revision makes it 
clear that the regulation neither 
authorizes nor prohibits the listed 
actions.
Appendix D—M ultiple-Advance 
Construction Loans.

Comment app. D-5 would be added to 
explain the way in which “interest 
reserves” for multiple advance 
construction loans should be treated 
when a creditor uses Appendix D to 
calculate the annual percentage rate and 
disclosures. The Board has received a 
number of questions pertaining to the 
treatment of interest reserves and 
particularly whether or not the sum 
should be treated as a prepaid finance 
charge. The proposal would not require 
creditors using Appendix D to treat an

interest reserve as a prepaid finance 
charge. If, however, a creditor requires a 
consumer to establish an interest 
reserve and provides that interest that 
accrues on the loan will be 
autom atically  deducted from the 
interest reserve, the estimated interest 
must reflect the fact that interest will 
accrue bn the interest payments as well 
as the other loan proceeds. The proposal 
explains how to account for that 
accrual.

List of Subjects in 12 CFR Part 226
Advertising, Banks, Banking, 

Consumer protection, Credit, Finance, 
Penalties, Truth in lending.

Certain conventions have been used 
to highlight the proposed revisions. New  
language is shown inside bold-faced 
arrows, while language that would be 
deleted is set off with brackets.

PART 226— [AMENDED]

Pursuant to authority granted in 
section 105 of the Truth in Lending Act 
(15 U.S.C. 1604 as amended), the Board 
proposes to amend the official staff 
commentary to Regulation Z (12 CFR 
Part 226 Supp. I) as follows:

(1) The authority citation for Part 228 
continues to read as follows:

Authority: Sec. 105, Truth in Lending Act, 
as amended by sec. 605, Pub. L 98-221, 94 
Stat. 170 (15 U.S.C. 1604 et seq.).

(2) Text o f  revisions. The proposed 
revisions to the commentary (TIL-1, 
Supplement I to 12 CFR Part 226) read as 
follows:
Supplement I—Official Staff 
Commentary—TIL-1
Subpart A—General 
* ☆  * * *

Section 226.2—Definitions and Rules of 
Construction.
2(a) Definitions.
* * * * <r

2(a)(20) “Open-End Credit".
* * * * *

4. Finance charge on an outstanding 
balance. The requirement that a finance 
charge may be computed and imposed from 
time to time on the outstanding balance 
means that there is no specific amount 
financed for the plan for which the finance 
charge, total of payments, and payment 
schedule can be calculated. t> A plan may 
meet the definition of open-end credit even 
though it does not provide for finance 
charges.<3 JA plan does not meet this 
criterion if there is no possibility that a 
finance charge will be imposed on the 
outstanding balance. Some plans, such as 
certain “china club” plans, feature free ride
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n

periods if the consumer pays all or a 
specified portion of the outstanding balance 
within a given time period. For example, the 
creditor might not impose finance charges in 
any month in which the consumer pays Vio of 
the balance. Thus, a plan could meet this 
finance charge criterion even though the 
consumer actually pays no finance charges 
during the existence of the plan because the 
consumer takes advantage of the option to 
pay the balance (either in its entirety or in 
installments) within the time necessary to 
avoid finance charges.])
* * * * *

Section 226.3—Exempt Transactions. 
* * * * *

3(b) Credit over $25,000 not secured by real 
property or a dwelling. 
* * * * *

2. Open-end credit. An open-end credit 
plan is exem pt under § 226.3(b) (unless 
secured by real property or personal property 
used or expected  to be used as the 
consum er’s principal dw elling) if either o f the 
follow ing conditions is met:
0 The creditor makes a firm commitment to 

lend over $25,OCX) with no requirement of 
additional credit information for any 
advances.

• The initial extension  of credit on the line  
exceed s $25,000.

o l f  a security interest is taken at a later time 
in any real property, or personal property 
used  or expected to be used as the 
consum er’s principal dw elling, the plan 
would no longer be exem pt. The creditor 
w ould be required to com ply with all o f the 
requirements o f the regulation. If the security  
interest being added is in the consum er’s 
principal dw elling, com pliance would include 
giving the consum er the right to rescind the 
security interest. (See the commentary to 
§226.15 concerning the right of rescission .) o

Paragraph 4(c)(4).
1. Participation fees. The participation fees  

m entioned in section  226.4(c)(4) do not 
necessarily  have to be formal membership 
fees, nor are they limited to credit card plans. 
The provision applies to any credit plan in 
which paym ent o f a fee is a condition of  
access to the plan itself, but it does not apply 
to fees im posed separately on individual 
closed-end transactions. The fee m ay be 
charged on a m onthly ►, annual,<3 or other 
periodic basis [ a s  w ell as annually: 
how ever,J  t>; a one-tim e, non-recurring fee  
im posed at the time an account is opened  is 
no* a fee that is charged on a periodic basis, 
and m ay not be treated a s  a participation fee. 
In addition .<3 minimum monthly charges ► , 
charges for no-use o f a credit card, and<3 
[ o r ]  other charges based  on [current J  
account activity are not excluded from the 
finance charge by § 226.4(c)(4). (See the 
com mentary to § 226.4(b)(2).) 
* * * * *

Subpart B—Open-End Credit
Section 226.5— Genera/ disclosure 
requirements.
* * * * *

5(b) Time of disclosures.
Paragraph 5(b)(1).

1. Disclosure before the first transaction. 
The rule that the initial disclosure statem ent 
must be furnished “before the first 
transaction” requires delivery of the initial 
disclosure statem ent before the consumer 
becom es obligated on the plan (for exam ple, 
before the consum er m akes the first 
purchase, receives the first advance, or pays 
| a  f e e ]  e>any fees or charges-^ under the 
plan). * * *

identification (for exam ple, a model and 
serial number.)

4. Additional collateral. If collateral is 
required when advances reach a certain 
amount, the creditor should disclose the 
information available at the time of the initial 
disclosures. For example, if the creditor 
knows that a security interest will be taken in 
[household goods] stocks or bonds<3 if 
the consumer’s balance exceeds $1,000, the 
creditor should disclose accordingly. * * * 
* * * * *

Section 226.7—Periodic statement. 
* * * * *

7(f) Amount of finance charge. 
* * * * *

e>8. Start-up fees. Points, loan fees, or 
sim ilar charges relating to the opening o f the 
account that are paid prior to the issuance of 
the first periodic statem ent need not be 
disclosed  on the periodic statem ent. If, 
how ever, these charges are financed as part 
of the plan, including charges that are paid 
out o f the first advance, the charges must be 
disclosed  on the firit periodic statement.-ca
* * 4 * *

7(h) Other charges.
1. Identification. In identifying any “other 

charges” actually im posed during the billing 
cycle, the type is adequately described as 
“late charge" or “membership fee,” for 
exam ple. o  Similarly, “closing costs" or 
"settlem ent costs" m ay be used to describe  
charges im posed in connection with real 
estate transactions that are excluded from 
the finance charge under § 226.4(c)(7), 
provided the sam e term (for exam ple, 
“closing costs") w as used in the initial 
disclosures w hen the costs included in the 
term were item ized and individually  
disclosed- o  (See com ment 6(b)—1 for 
exam ples o f “other charges. ")

3. Refinanced obligations. A closed-end  
loan for over $25,000 may later be rewritten  
for s> $25,000 or«a less  than [$ 2 5 ,000] or a 
security interest in real property §>, or 
personal property used or expected to be  
used as the consum er’s principal dwelling, o  
m ay be added to an extension  of credit for 
over $25,000. Such a transaction is consum er 
credit requiring disclosures only if  the 
existing obligation is satisfied  and replaced  
by a new  obligation m ade for consum er  
purposes undertaken by the sam e obligor. 
E>(See the commentary to section 226.
23(a)(1) regarding the right of rescission  w hen  
a security interest in a consum er's principal 
dw elling is added to a previously exem pt 
transaction.) o  
* * * * *

Section 226.4—Finance Charge. 
* * * * *

4(c) Charges excluded from the finance 
charge.
* * * * *

Section 226.6—Initial disclosure statement.

-6(h) Other charges.
1. General: examples of other charges. 

Under section 226.6(b), significant charges 
related to the plan (that are not finance 
charges) must a lso be disclosed. For example:

• Charges im posed in connection with real 
estate transactions ►such as title fees, 
appraisals, and credit reports <3 (See section  
226.4(c)(7).)

{[■> T axes and filing or notary fees 
excluded from the finance charge under 
section 226.4(e).] 4 * *

6(c) Security interests. 
* * * * *

2. Identification of property, identification  
of the collateral by type is satisfied by 
stating, for exam ple, “motor veh icles.< a"  
[o r  “household app liances."] The creditor 
may. at its option, provide a more specific

Section 22612—Special credit card 
provisions.
* * * * *

12(d) Offsets by card issuer prohibited. 
* * * * *

Paragraph 12(d)(2).
1. Security interest—limitations. In order to 

qualify for the exception stated in 
§ 226.12(d)(2), a security interest must be 
affirmatively agreed to by the consum er 
E>and«=3 must be disclosed  in the issuer’s  
initial d isclosures under § 226.6 j[, and must 
be obtained and enforced only through 
procedures equally availab le to other 
creditors.] t>. The security interest must not 
be the functional equivalent o f a right of 
offset; as a result, routinely including in 
agreem ents contract language that indicates 
that consum ers are giving a security interest 
in any deposit accounts maintained with the 
issuer does not come within the security 
interest exception in § 226.12(d)(2). For a 
security interest to qualify for the exception
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under § 226.12(d)(2) the follow ing conditions 
must be met:

(1) The consum er must be aware that 
granting a security interest is a condition for 
the credit card account and must specifically  
intend to grant a security interest in a deposit 
account. Indicia o f the consumer's aw areness  
and intent could include, for exam ple—

° Separate signature or initials on the 
agreem ent indicating that a security interest 
is being given.

0 P lacem ent o f the security agreement on a 
separate page, or otherw ise separating the 
security interest provisions from other 
contract and disclosure provisions.

° Reference to a specific amount of 
deposited funds or to a specific deposit 
account number.

(2) The security interest must be obtained  
and enforced only through procedures 
equally availab le to other creditors. If other 
creditors could not obtain a security interest 
in the consum er's deposit accounts in the 
sam e m anner as the card issuer, the security  
interest is prohibited by § 226.12(d)(2).

An exam ple of a perm issible security 
interest in deposit account funds w ould be 
one in w hich <a [[For e x a m p le ,t h e  consum er  
£m ay offer J  B>offers «sg a savings account (as 
an alternative to other personal property, 
such as an autom obile) as security jfo r  
credit card in d eb ted n ess! e>in order to 
qualify for a credit card line. <3

Another exam ple o f a perm issible security 
interest in deposit account funds w ould be 
one granted by the consum er in return for an 
incentive offered by the issuer (for exam ple, 
low er rates on the credit card account).
ft ft ft ft ft

Section 226.15—Right of rescission.
ft ft ft ft *

15(c) Delay of creditor’s performance.
1. General rule. Until the rescission  period 

has expired and the creditor is reasonably  
satisfied  that the consum er has not rescinded, 
tr.e creditor must not. either directly or 
through a third party:

° D isburse advances to the consumer.
° Begin performing services for the 

consumer.
• D eliver m aterials to the consumer.
e> A creditor may. how ever, continue to 

allow  transactions under an existing open- 
end credit plan during a rescission period 
that results so le ly  from the addition o f a 
security’ interest in the consumer's principal 
dw elling. (See comment 15(c)—3 for other 
perm issible actions.)<a
ft ft ft ft *

3. Permissible actions. Section 226.15(c) 
does not prevent the creditor from taking 
other steps during the delay, short of 
beginning actual performance 8>Unless 
otherw ise prohibited, such as bv -•‘ate law. 
the«d j[TheJ creditor may, for example:

0 Prepare the cash advance check.
° Perfect the security interest.
* Accrue finance charges during the delay 

period.

S u b p a rt C— C lo se d -E n d  C red it
ft ★ ft * *

Section 226.16—Content of disclosures.
ft ft ft * •*

18(g) Payment schedule.

Paragraph 18(g)(2).
1. Abbreviated disclosure. The creditor 

may disclose an abbreviated payment 
schedule w hen the amount o f each regularly 
scheduled paym ent (other than the first or  
last payment) includes an equal amount to be 
applied on principal and a finance charge 
computed by application of a rate to the 
decreasing unpaid balance. This option is 
also  availab le w hen mortgage-guarantee 
insurance premiums, paid either monthly or 
annually, cau se  variations in tne amount o f  
the scheduled paym ents, reflecting the 
continual decrease or increase in the 
premium due. E>In addition, in transactions in 
which interest is paid at intervals different 
from those for principal paym ents, the tw o  
series o f paym ents m ay be disclosed  
separately and the abbreviated payment 
schedule may be used for the interest 
paym ents. For exam ple, in transactions 
where quarterly principal paym ents remain 
fixed, monthly paym ents o f interest w ill vary 
quarterly because of application of a rate to 
the unpaid principal balance each quarter; in 
such cases, the creditor may treat the interest 
and principal paym ents as consecutive  
paym ents within tw o separate series of 
paym ents and use an abbreviated payment 
schedule to disclose the interest paym ents. 
This option may be used when interest and 
principal are scheduled to be paid on the 
sam e date o f the month as w ell as on 
different dates o f the month. <3 The creditor 
using this alternative must d isclose the dollar 
amount o f the highest and low est paym ents 
and m ake reference to the variation in 
payments.

18(m) Security interest.
ft ft ft ft *

2. Nonpurchase money transactions. In 
nonpurchase m oney transactions, the 
property subject to the security interest must 
be identified by item or type. This disclosure  
is satisfied by a general disclosure o f the 
category of property subject to the security  
interest, such as £  "household goods.”!  
“motor veh ic les£ . J"  or "securities.'' At the 
creditor's option, how ever, a more precise  
identification of the property or goods may be 
provided.

Section 226.20—Subsequent disclosure 
requirements.
20(aj Refinancings.
ft + ft ft *

Paragraph 20(a)(2).
1. Annual percentage rate reduction. A

reduction in the annual percentage rate with  
a corresponding change in the payment 
schedule is not a refinancing. £A  
corresponding change iirthe payment 
schedule could include, |or exam ple, a 
change in the maturity or a reduction in the 
payment amount or the number of 
paym ents 3  If the annual percentage rate is 
subsequently increased (even though it 
remains below  its original level) and the 
increase is effected in such a w ay  that the old 
obligation is satisfied  and replaced, new  
disclosures must then be made.

b> 2. Corresponding change. A 
corresponding change in the paym ent 
schedule to implement a low er annual 
percentage rate would be a shortening o f  the 
maturity or a reduction in the paym ent 
amount or the number of paym ents o f an 
obligation. The exception in § 226.20(a)(2) 
does not apply if the maturity is lengthened  
or if the payment amount or number of 
paym ents is increased beyond that remaining 
on the existing transaction. <3
ft ft * ft *

Section 226.23—Right of rescission.
ft ft ft ft ft

23(a) Consumer's right to rescind.
Paragraph 23(a)(1).
* ft * ft ft

5. Addition of a security interest. Under 
footnote 47. the addition of a security interest 
to a preexisting obligation is rescindable  
► even if the existing obligation is not 
satisfied  and replaced by a new  obligation.<g 
The right o f rescission applies only to  the 
added security interest, how ever, and not to 
the original obligation. In those situations, 
only the § 226.23(b) notice need  be  delivered, 
not new  material disclosures; the rescission  
period will begin to run from the delivery of  
the notice. ►If the transaction involved  w as  
previously exem pt from the regulation  
because it w as credit over $25,000 not 
secured by real property or a consum er’s 
principal dwelling, and a  security interest in 
a consum er’s principal dw elling is later 
added to the transaction, the right to rescind  
the addition o f  the security interest must be 
provided to the consumer even  if the existing  
obligation is not satisfied and replaced by a 
new  obligation <3

23(c) Delay of creditor’s performance.
ft ft ft ft ft

3. Permissible actions. Section  226.23(c) 
does not prevent ihe creditor from taking 
other steps during the delay, short o f  
beginning actual performance. ► U nless 
otherw ise prohibited, such as by state law , 
the<a £T heJ creditor may, for exam ple:

° Prepare the loan check.
° Perfect the security interest.
° Prepare to discount or assign the 

contract to a third party.
° Accrue finance charges during the delay  

period.
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Appendix D— M ultiple-Advance Construction 
Loans
* * * * *

o 5 .  Interest reserves. In a multiple- 
advance construction loan, a creditor may 
establish an "interest reserve" to ensure that 
interest is paid as it accrues by designating a 
portion of the loan to be used for paying the 
interest that accrues on the loan. In such 
cases the interest reserve need not be treated  
as a prepaid finance charge. If, how ever, a 
creditor automatically deducts paym ents of 
interest from the preestablished sum (rather

than allow ing the consumer to make the 
paym ents as they becom e due), the estim ated  
interest must reflect the fact that interest w ill 
aecrue on those interest paym ents as w ell as 
the other loan proceeds. For purposes o f  
estim ating the additional interest resulting 
from compounding a creditor shall assum e  
that one-half o f  the interest initially  
computed is outstanding at the contract 
interest rate for the entire construction  
period. For example:

° Using the exam ple show n under Part l.A. 
of A ppendix D, the estim ated interest would  
be $1,117.68 ($1093.75 plus an additional

$23.93 calculated by assum ing half of $1093.75 
is outstanding at the contract interest rate for 
the entire construction period), and the 
estim ated annual percentage rate would be 
21.18%.<a
w * * * *

Board of Governors of the Federal Reserve 
System . Novem ber 24,1986.
W illiam W . W iles,
Secretary of the Board.
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