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NATIONAL CREDIT UNION ADMINISTRATION
Washington, D.C. 20456
Office of General Counsel - GC/RRD:8sg
SSIC 3211
89-0413
July 27, 1989
Ms. Sue Geske
General Manager
Exxon Federal Credit Union
Box 91001
Baton Rouge, LA 70821
Re: Adjustable Rate Mortgage Disclosure (Your
. April 5, 1989, Letter)

Dear Ms. Geske:

You have asked us to review your adjustable rate mortgage
disclosure form to determine compliance with disclosure
requirements of the Truth-in-Lending Act and Regulation 2.
The NCUA does not review forms to determine compliance with
Regulation Z. You should submit the forms to private counsel
for an opinion on compliance with Regulation Z as well as any
other applicable laws. We will, however, give general
guidance on Regulation Z. The Federal Reserve Board (FRB) is
responsible for official interpretation of Regulation Z. We
have confirmed our answers to your three questions with the
Office of Consumer Affairs at the FRB.

BACKGROUND

Your credit union started offering adjustable rate mortgages
(ARM's) in 1983 and indexed these loans to the credit union's
cost of funds plus 3 percent. The maturity on all ARM loans
was limited to 12 years or less. The index was changed to
the three month average of the one-year constant maturity
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Treasury Bill ("T-bill") rate plus 2.5 percent for loans
issued after October 1, 1988. Your questions and our answers
follow:s - - - ‘

1. In view of the 12-year maturity of EFCU ARM loans, is it
necessary to give a 15-year history schedule?

Yes. For certain variable-rate transactions, Section
226.19(b)(2) of Regulation Z (12 C.F.R. §226.19(b)(2))
requires creditors to list certain disclosures. Section
226.19(b)(2)(viii) of Regulation Z provides:

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 all
significant loan program terms, such as
negative amortization, interest rate
carryover, interest rate discounts, and
interest rate and payment limitations, that
would have been affected by the index
movement during the period.

The FRB has issued Official Staff Comments to this Section of
Regulation Z. They are enclosed. Comment 1. explains how to
make this disclosure.

Comment 5. explains that a creditor may use one of the three
terms or amortizations rates (5, 15, or 30 years) or the
actual terms offered by the creditor in the historical
example required by Section 226.19(b)(2)(viii). You stated
that your FCU offers ARM's varying from 1 to 12-years in
maturity. According to Comment 5. ARM loans with terms or
amortizations of 10-years or less may use an example based on
a 5-year maturity and the interest rate adjustments over the
same time period. ARM loans with terms or amortizations from
over 10-years to 20-years may use an example based on a
15-year maturity. The disclosure for ARMs with terms or
amortizations over 20-years may be based on a 30-year term or
amortization. As an alternative, you may base the
disclosures on the actual terms or amortizations offered by
your institution.
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Comment 5. eases a creditor's disclosure burdens by
permitting a creditor to print three different forms which
can be used with all variable-rate_mortgage transactions
regardless of the actual maturity. Prior to the issuance of
this comment, a creditor was required to give the historical
example using the actual maturity of the loan. '

2. As the Index currently in use was effective on all new
ARM loans disbursed after October 1, 1988, should the
disclosure list history prior to 1988 or as of the effective
date (10/1/88)?

Yes. Section 226.19(b)(2)(viii) of Regulation Z requires an
example based on a $10,000 loan amount with a 15-year history
as explained in question 1 above. The historical example is
to illustrate the affect interest rate swings would have on
the loan payments and its balance. The section requires the
creditor to disclose a 15-year history to "show how interest
rate changes implemented according to the terms of the loan
program would have affected payments and the loan balance at
the end of each year during a 15-year period." The terms of
your present loan program use a T-bill rate as an index. The
regulation requires you to give the historical example using
the T-bill rate since that is the index used in your present
loan program. The regulation requires that you start with
the year 1977 and give the historical changes in the T-bill
rate until a 15-year history is shown.

3. If the member's statement and/or newsletter mailed with
the statement contains a message disclosing the new interest
rate to be in effect for the quarter, is it necessary to do a
separate mailing to members with ARM loans? Please note that
payments on ARM loans do not change during the term of the
loan.

Section 226.20(c) of Regulation Z (12 C.F.R. 226.20(c))
provides:

An adjustment to the interest rate with or
without a corresponding adjustment to the
payment in a variable-rate transaction
subject to §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, and at least 25,
but no more than 120, calendar days before a
payment at a new level is due, the following
disclosures, as applicable, must be delivered
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or placed in the mail:

~ (1) The current and prior interest rates.
(2) The index values upomr which the current
and prior interest rates are based.
é3) The extent to which the creditor has
orgone any increase in the interest rate.
(4) The contractual effects of the

_adjustment, including the payment due after
the adjustment is made, and a statement of
the loan balance.
(5) The payment, if different from that
referred to in paragraph (c)(4) of this
section, that would be required to fully
amortize the loan at the new interest rate
over the remainder of the loan term.

The mailing of your quarterly statements to your members may
or may not coincide with the timing requirements of Section
226.20(c). Please consult with your attorney on this issue.
The use of your monthly newsletter would probably not meet
the notice requirement of this section because of the
specific loan information required by Section 226.20(c).

Sincerely,

batta /. Wan~

HATTIE M. ULAN
| Assistant General Counsel

Enclosure
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disclosed, the effect of exercising the option should
not be reflected elsewhere in the disclosure, such as
in the historical example or in the calculation of the
initial and maximum interest rate and payments.
(Comp. at {1941.) [Federal Reserve Board Com-
ment 1%bX2Xvii)-3, as adriad effective April 1,
1988, compliance mandatory October 1, 1988, 53
F.R. 11047}

.40 Comment 19(b)X2Xvii)4. Preferred-rate
Joans. Section 226.1%(b) applies to preferred-rate
loans, where the rate will increase upon the occur-
rence of some event, such as an employee leaving the
creditor’s employ, whether or not the underlying
rate is fixed or variable. In these transactions, the
creditor must disclose the event that would allow the
creditor to increase the rate such as that the rate
may increase of the employee leaves the creditor’s
employ. The creditor must also disclose the rules
relating to termination of the preferred rate, such as
that fees may be charged when the rate is changed
and how the new rate will be determined. {Comp. at
§1941.] {Federsl Reserve Board Comment
1XbX2Xvii)4, as added effective April 1, 1988,
compliance mandatory October |, 1988, 53 F.R.
11047 }

cal example, 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 psyments and the
loan balance at the end of each year during 8
15-year period. (In all cases, the creditor need only
calculate the paymenls and Joan balance for the
term ol the loan. For example, in a five-year foaf, 8
creditor would show thwln&n&hil_nce
for the five-year term, from 1977 to 1981 with'a zero
loan balance reflected for 1981. For the remaining
ten years, 19821991, the creditor need only show
remaining index values, margin and interest rate
and must continue to reflect all significant loan
program terms such as rate limitations affecting
them.) Pursuant to this section. the creditor must
MLMLTFW&M_M%
J_L&i_!nitially, the disclosures would give
index values from 1977 to the present. Each year
thereafter the revised program disclosures should
include an additional year of index values until 15
years of values are shown. If i
i 15 itor
only go back as far as the values are available in
mwwm,Jmlh allcases,
only one 1 e per year need be shown. Thus,
in transactions where interest rate adjustments are
impiemented more frequently than once per year, 2
creditor may assume that the interest rate and pay-
ment resulting from the index value chosen will stay
in effect for the entire year for purposes of calculat-
inglbelo‘nbahnceudtheendofthcyurmdfot
reflecting other loan program terms. In cases where
interest rate changes are at the creditor’s discretion
(see the commentary to § 226.1XbX2Xii)), the credi-
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tor must provide a history of the rates imposed for
the preceding period, beginning with the rates start-
ing in 1977. In giving this history, the creditor need
only go back as far as the creditor’s rates can resson-
ably be determined. [Comp. at §1941.] [Federa!
Reserve Board Comment 19(bX2Xviii)-1, as sdded
effective April 1, 1988, 53 F.R. 11047, as amended
effective February 28, 1989, compliance mandatory
October 1, 1989, 54 F.R. %417']

485 Comment 19(b)(2Xviii)-2. Selection of index
values. The historical example must reflect the
method by which index values are determined under
the program. If the creditor uses an average of index
values or any other index formuls, the history given
should reflect those values. The creditor should
select one date or, when an average of single values
is used as an index, one period and should base the
example on index values measured as of that same
date or period for each year shown in the history. A
date or period at any time during the year may be
selected, but the same date or period must be used
for each year in the historical example. For example,
a creditor could use values for the first business day
in July or for the first week ending in July for each of
the 15 years shown in the example. [Comp. at
1941.] [Federal Reserve Board Comment
PO X2)Xviii)-2, as sdded effective Apnl 1, 1988,
compliance mandatory October 1, 1988, 53 F.R
11047.] -

.49 Comment 1%b)2)Xviii)-3. Selection of mar-
gin. For purposes of the disclosure required under
§ 226.19(b)X(2)(viii), & creditor may select 3 margin
that has been used during the six months preceding
preparation of the disclosures, and should disclose
that the margin is one that the creditor has used
recently. The margin selected may be used until a
creditor revises the disclosure form. [Comp. at
§ 1941.] (Federal Reserve Board Comment
19(bX2Xviii)3, as added effective April 1, 1988,

‘compliance mandstory October 1, 1988, 53 F.R.

11047.]

.50 Comment 19(bX2Xviii)4. Amount of dis-
count or premium. For purposes of the disclosure
required under §226.19(bX2)(viii), a creditor may
select a discount or premium (amount and term)
that has been used during the six months preceding
preparation of the disclosures, and should disclose
that the discount or premium is one that the creditor
bas used recently. The discount or premium should
be reflected in the historical example for as long as
the discount or premium is in effect. A creditor may
assume that s discount thst would have been in
effect for any part of a year was in effect for the full
year for purposes of reflecting it in the historical
example. For exampie, 2 3-month discount may be
treated as being in effect for the entire first year of
the example; a 15-month example may be treated as
being in effect for the first two years of the example.
In illustrating the effect of the discount or premium,
creditors should adjust the value of the interest rate
in the historical example, and should not sdjust the
margin or index values. For example, if during the

§226.19(b) 13382




siz month preceding preparation of the disclosures
the fully indexed Tate would have been 10% but the
first year's rate under the program was 8%, the
creditor would discount the first interest rate in the
historical example by 2 percentage points. [Comp. at
{1941.) (Federal Reserve Board Comment
1KON 2N viii )4, &S added effective April \, 19887
compliance mandatory October 1, 1988, 53 F.R.
11047 ]
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closed in the historical example, a ¢
base the disclosures on each term 10 maturity of
payment amortization that it offers. Instead, disclo-
sures for ARMs may be based upon terms to matur-
ity or payment amortizations of 5, 15 and 30 years,
as follows: ARMs with terms of amortizations from
over 1 year to 10 years may be based on a S-year
term or amortization, ARMs with terms or amorti-
zations from over 10 years to 20 years may be

on a 15-year term of amortization; snd ARMs with
rerms or amortizations over 20 years may be based
on a 30-year term OF amortization. Thus, disclosures
for ARMs offered with any term from over 1 year to
40 years may be based solely on terms of 5, 15 and
30 years. Of course, 3 creditor may always base the
disclosures on the actual terms of amortizations
offered. 1f the creditor bases the disclosures on S-,
15- or 30-year terms Of payment amortization 3s
provided above, the term or payment amortization
used in making the disclosures must be stated.
{Comp. at § 1941.) [Federal Reserve Board Com-
ment 19(bX2Xviii)—S, a8 added effective February
28, 1989, compliance mandatory October 1, 1989, 54

515 Comment 19(bX2Xvii)—S6. Rate caps. A
creditor using the alternative rule described in com-
ment 19(b)X2Xvii>—1 for disclosure of rate limita-
tions must base the historical example upon the
highest periodic and overall rate limitations dis-
closed under section 226.1%D)2)Xvii). In addition,
the creditor must state the limitation used in the
historical example. (See comment 19(b)2Xx)-3 for
an explanation of the use of the highest rate limita-
tion in other disclosures.) [Comp. at { 1941.] [Fed-
eral Reserve Board Comment IKb)(Z)(viii)-é, as
added effective February 28, 1989, compliance
mandatory October 1, 1989, 54 F.R.9417.]

52 Comment 19(bX2)(viii)-7- Frequency of
adjustments. In certain transactions, creditors may
use the alternative rule described in comment
1(bX2X Vi) for disclosure of the frequency of rate

adjustments. In such cases, the credi-
tor may assume for purposes of the historical exam-
ple that the first adjustment occurred at the end of
the first full yesr in which the adjustment could
occur. For example, in an ARM in which the first
adjustment may occur between 6 and 18 months
after closing and annually thereafter, the creditor
may assume that the first adjustment occurred at
the end of the first year in the historical example.
(See comment 19(b)2Xx)-4 for sn explanation of

§3382 § 226.19(b)
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how to compute the maximum interest rate and
payment when the initial adjustment period is not
known.) [Comp. at 1 1941.] [Federal Reserve Board
Comment 190X 2X viii)—7, as added effective Feb-
ruary 28, 1989, compliance mandatory October 1,
1989, 54 F.R. 9417

!

.33 Comment 19(b)2Xix)-1. Calculation of pay-
ments. A creditoe is required to include a statement
onv.hedisclomre{ommtexphhuhwammmr
may calculate his or her actual monthly payments
for & loan amount other than $10,000. The esample
should be based upon the most recent psyment
shown in the historical example. However, in trans-
actions in which the latest payment shown in the
historical example is not for the latest year of index
values shown (such asin 8 five-year loan), a creditor
mypmvideaddidma\mmplubuedmlhzmi-
tial and maximum payments disclosed under section
226.19(bXx). The creditor, however, is not required
to calculate the consumer's payments. (See the
model ciauses in H4KC).) {Comp. at 11941.] {Fed-
eral Reserve Board Comment 19(b)2Xix)—1, s
added effective February 28, 1989, compliance
mandatory Octaber 1, 1989, 54 F.R. 917}

57 Comment 190X 2X(x) 1. Initial and maxi-
munm interest rluand payment. The di.sclmm form

most recent interest rate (index value plus margin)
shminthehistoriulmmple.lnuknhﬁn;\he
mazimum payments under this paragraph & creditor
should assume that the interest rate increases as
rapidly as possible under the loan program, and the
mazimum payment disciosed should reflect the
amortization of the loan during this period. Thus, in
a loan with 2 percentage point snnual (and 5 per-
centage point overall) interest rate limitstions of
“caps,” the maximum interest rate would be 5 per-
centage points higher than the most recent rate
shown in the historical example. Moreover, the josn
would not reach the maximum interest rate increase
until the fourth yesr because of the 2 percentage
point annusl rate limitations, and the maximum
payment disclosed would reflect the amortization of
thchnndurinsthisperiod.lfthelmnpr‘ognm
includes a discounted o premium initial interest
rate, the most recent rate shown in the historical
eumpk:houldbeadi\medbythenmmofthe
discount or premium
closure for purposes of the requirements of this para-
graph. Furthermore, this disclosure should state the
amamthyvhkhthemmtnumbeen
adjusted. (See the commentary 10 section
226.19(bX2)viii) regarding disclosure of the amount
of s discount or premium.) The creditor may use an
icable to the program that is more
recent than the latest rate shown in the historical
example. [Comp. at 11941 {Federal Reserve Board
Comment 190b)2Xx)1, 88 added effective April 1,
1988, compliance 'mandatory October 1, 1988, 53
F.R 11047 ] R
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