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associations.

Compliance Activities Handbook Update

Summary: Thisis the fourth update to the Compliance Activities Handbook. It includes
revisions to Sections 305, 323, 325 and 360, Truth in Lending, Homeowner Protection Act, Consumer
Leasing and Homeownership Counseling, respectively.

For Further Information Contact: Y our Office of Thrift Supervision (OTS) Regiona Office or the Com-
pliance Policy Division of the OTS, Washington, DC. Y ou may access this bulletin at our website:
Www.ots.treas.gov

Regulatory Bulletin 36-1
Summary of Changes

OTSisissuing updates to the following Compliance Activities Handbook Sections. We provide a summary
of changes below.

Section 300 Consumer Laws and Regulations

305 Truth in Lending: This revised section includes several modifications
primarily related to recent regulatory changes in the implementation of the
Home Ownership and Equity Protection Act pertaining to certain high
cost mortgages, including worksheets for analysis of such lending.

323 Homeowner Protection Act: This section has been updated to conform
to recent technical amendments made to the law, including defining origi-
nal value, clarifying amortization of adjustable rate mortgages, providing
ameasure for good payment history and designating loans with balloon
payments for trestment as adjustable rate mortgages.

325 Consumer Leasing: This section has been reformatted to present the ma-
teria in clearer terms and to include key definitions.

360 Homeownership Counseling: This section has been updated to recog-
nize the elimination of past statutory sunset provisions. In addition, cur-
rent supervisory review has been limited to requirements involving delin-
quent borrowers pending further guidance from HUD on the applicability
of first-time homebuyer requirements.
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CHAPTER: Consumer Affairs Laws and Regulations

SECTION: Truth In Lending

Section 305

Introduction
Background and Summary

The Truth in Lending Act (TILA), 15 USC 1601
et seq., was enacted on May 29, 1968, as title | of
the Consumer Credit Protection Act (Pub. L. 90-
321). The TILA, implemented by Regulation Z
(12 CFR 226), became effective July 1, 1969.

The TILA was first amended in 1970 to prohibit
unsolicited credit cards. Additional maor

amendments to the TILA and Regulation Z were
made by the Fair Credit Billing Act of 1974, the

Consumer Leasing Act of 1976, the Truth in
Lending Simplification and Reform Act of 1980,
the Fair Credit and Charge Card Disclosure Act of
1988, and the Home Equity Loan Consumer
Protection Act of 1988.

Regulation Z aso was amended to implem
section 1204 of the Competitive Equality Banki
Act of 1987 and, in 1988, to include
rate mortgage loan disclosure requir
consumer leasing provisons were
Regulation Z in 1981 andgtr
Regulation M (12 CFR 213).

The Home Ownership on Act
of 1994 amended TIL aw imposed new
disclosure  requi substantive

limitations on
bearing rates or
amount. The law included new disclosure
requirements to ass sumers in comparing the
costs and other material considerations involved
in a reverse mortgage transaction and authorized
the Federal Reserve Board to prohibit specific acts
and practices in connection with mortlgage
transactions. Regulation Z was amended™ to
implement these legislative changesto TILA.

# Approved — FFIEC

The TILA amendments of 1995 dealt primarily
with tolerances for real estate secured credit.
Regulation Z was amended on September 14,
1996 to incorporate changes to the TILA.
Specificaly, the revisons limit lenders liability
for disclosure errors in rea estate secured loans
consummated after September 30, 1995. The
Economic Growth and Regulatory Paperwork
Reduction Act of 1996 further amended TILA.

dit, such as credit cards or home-
or closed-end credit, such as car
Ohmortgages.

Subpart A (sections 226.1 through 226.4) of the
egulation provides general information that

plies to open-end and closed-end credit
transactions. It sets forth definitions and stipulates
which transactions are covered and which are
exempt from the regulation. It also contains the
rules for determining which fees are finance
charges.

Subpart B (sections 226.5 through 226.16) of the
regulation contains rules for disclosures for home-
equity loans, credit and charge card accounts, and
other open-end credit.

Subpart B aso covers rules for resolving billing
errors, calculating annual percentage rates, credit
balances, and advertising open-end credit. Special
rules apply to credit card transactions only, such
as certain prohibitions on the issuance of credit
cards and redtrictions on the right to offset a
cardholder’s indebtedness. Additional  specia
rules apply to home-equity lines of credit, such as
certain prohibitions against closing accounts or
changing account terms.

160 FR 15463, March 24, 1995 and 66 FR 65604,
December 20, 2001.
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SECTION: Truth in Lending

Section 305

Subpart C (sections 226.17 through 226.24)
includes provisons for closed-end credit.
Residential mortgage transactions, demand loans,
and installment credit contracts, including direct
loans by banks and purchased deder paper, are
included in the closed-end credit category.
Subpart C aso contains disclosure rules for
regular and variable rate loans, refinancings and
assumptions, credit balances, calculating annual
percentage rates, and advertising closed-end
credit.

Subpart D (sections 226.25 through 226.30),
which applies to both open-end and closed-end
credit, sets forth the duty of creditors to retain
evidence of compliance with the regulation. It also
clarifies the relationship between the regulation
and state law, and requires creditors to set a cap
for variable rate transactions secured by a
consumer’s dwelling.

Subpart E (sections 226.31 through 226.34)
applies to certain home mortgage transactions
including high-cost, closed-end mortgages and
reverse mortgages. It requires additiona
disclosures and provides limitations for certal
home mortgage transactions having rates o

above a certain percentage or amounty and
prohibits specific acts and practices in_connegtion
with those loans. Subpat E ncl

disclosure requirements for rev e
transactions (open-end and cl

The appendices to the reg
forms and clauses thal
providing open-end 4@
The appendices
calculating the APR f€
F) and closed-end cr
The last two appendixes (appendixes K and L)
provide total annual loan cost rate computations
and assumed loan periods for reverse mortgage
transactions.

disclosures.
iled rules for

Official staff interpretations of the regulation are
published in a commentary that is normally
updated annually in  March. Good faith
compliance with the commentary protects
creditors from civil liability under the act. In
addition, the commentary includes mandates,
which are not necessarily explicit in Regulation Z,
on disclosures or other actions required of

creditors. It is virtually impossible to comply with
Regulation Z without reference to and reliance on
the commentary.

Note: The following narrative does not encompass
all the sections of Regulation Z, but rather
highlights areas that have caused the most
problems with the calculation of the finance
charge and the calculation of the annua
percentage rate.

Subpart A - General

ly. Before its enactment,
with a bewildering array of
rates. It was difficult to compare
hey were seldom presented in the
t. Now, al creditors must use the same
inology and expressions of rates. In
itton to providing a uniform system for
osures, the act is designed to:

Protect consumers against inaccurate and
unfair credit billing and credit card practices,

Provide consumers with rescission rights;

Provide for rate caps on certain dwelling-
secured loans; and

Impose limitations on home equity lines of
credit and certain closed-end home
mortgages.

The TILA and Regulation Z do not, however, tell
financia ingtitutions how much interest they may
charge or whether they must grant a consumer a
loan.

Summary of Coverage Consderations
§226.1 & §226.2

Lenders must carefully consider severa factors
when deciding whether a loan requires Truth in
Lending disclosures or is subject to other
Regulation Z requirements. The coverage
considerations under Regulation Z are addressed

305.2 Compliance Activities
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SECTION: Truth in Lending

Section 305

in more detail in the commentary to Regulation Z.
For example, broad coverage considerations are
included under section 226.1(c) of the regulation
and relevant definitions appear in section 226.2.

Exempt Transactions §226.3

The following transactions are exempt from
Regulation Z:

Credit extended primarily for a business,
commercial, or agricultural purpose;

Credit extended to other than a natural person
(including credit to government agencies or
instrumentalities);

Credit in excess of $25,000 and not secured
by real or personal property used as the
principal dwelling of the consumer;

Public utility credit;

Credit extended by a broker-dealer registered
with the Securities and Exchange Commission
(SEC) or the Commodity Futures Tradi
Commission (CFTC), involving securities, or
commodities accounts;

Home fuel budget plans, and

Certain student loan progr

Footnote 4: If a credit
exempt credit (eg.,
purpose credit) is ti
govern the issuanee
for their unaut
be issued on an URs
card is lost or stole
held liable for more thal
use of the card.

erally

d basis and, if a credit
e cardholder must not be
$50 for the unauthorized

When determining whether credit is for consumer
purposes, the creditor must evauate al of the
following:

Any statement obtained from the consumer
describing the purpose of the proceeds.

¥, For example, a statement that the
proceeds will be used for a vacation trip

would indicate a consumer purpose.

Y If the loan has a mixed-purpose (e.g.,
proceeds will be used to buy a car that
will be used for personal and business
purposes), the lender must look to the
primary purpose of the loan to decide
whether disclosures are necessary. A
statement of purpose from the consumer
will help the lender make that decision.

% A checked box indicating that the loan is
for a business purpose, absent any
documentation showing the intended use
of the proceeds, could be insufficient

loan did not have a

afy occupation and how
> of the proceeds. The
ton between the consumer’s
he property purchased from
s, the greater the likelihood
e/loan has a business purpose. For
| proceeds used to purchase dental
a dentiss would indicate a
i NESS purpose.

Personal management of the assets purchased
from proceeds. The lower the degree of the
borrower's persona involvement in the
management of the investment or enterprise
purchased by the loan proceeds, the less likely
the loan will have a business purpose. For
example, money borrowed to purchase stock
in an automobile company by an individua
who does not work for that company would

indicate a persona investment and a
CONSUMEY purpose.
The size of the transaction. The larger the

Size of the transaction, the more likely the
loan will have a business purpose. For
example, if the loan is for a $5,000,000 red
estate transaction, that might indicate a
business purpose.

The amount of income derived from the
property acquired by the loan proceeds
relative to the borrower’s total income. The
lesser the income derived from the acquired
property, the more likely the loan will have a
consumer purpose. For example, if the
borrower has an annua salary of $100,000
and receives about $500 in annua dividends

Office of Thrift Supervision January 2004
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SECTION: Truth in Lending

Section 305

from the acquired property, that would
indicate a consumer purpose.

All five factors must be evaluated before the
lender can conclude that disclosures are not
necessary. Normally, no one factor, by itsef, is
sufficient reason to determine the applicability of

Regulation Z. In any event, the financia
institution may routinely furnish disclosures to the
consumer. Disclosure under such circumstances
does not control whether the transaction is
covered, but can assure protection to the financia
ingtitution and compliance with the law.

&

305.4 Compliance Activities
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SECTION: Truth in Lending

Section 305

Coverage Considerations under Regulation Z

Isthe

purpose of
the credit
for
persondl,
family or
household

No

Regulation Z does not apply, except for the rules of issuance of and
unauthorized use liability for credit cards. (Exempt credit includes loans
with abusiness or agricultural purpose, and certain student loans. Credit
extended to acquire or improve rental property that is not owner-occupied
is considered business purpose credit.)

use?

Isthe

consumer No
credit

extendedto a

consumer?

Regulation Z does not appl aland trustis

deemed to be credit ext:

Isthe
consumer
credit
extended

by a

creditor?

initially payable to the institution and
e obligation is either payable by written agreement in more than four
or is subject to afinance charge
ion isacard issuer that extends closed-end credit that is subject
ce charge or is payable by written agreement in more than four

stal[Mments.

Theingtitution is not the card issuer, but it imposes a finance charge at the
me of honoring a credit card.

(NOTE: All persons, including noncreditors, must comply with the advertising
provisions of Regulation Z.)

Istheloan or
credit plan

Isthe

secured by amount

real property financed or
or by the credit limit

consumer’s $25,000 or
principal less?
dwelling?

I

Regulation Z applies

Regulation Z does not apply, but may apply later if theloan
isrefinanced for $25,000 or less. If the principal dwelling is
taken as collateral after consummation, rescission rights will
gpply and, in the case of open-end credit, billing disclosures
and other provisions of Regulation Z will apply.

No

Office of Thrift Supervision
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SECTION: Truth in Lending

Section 305

Determination of Finance Charge and
APR

Finance Char ge (Open-End and Closed-End
Credit) 8§226.4

The finance charge is a measure of the cost of
consumer credit represented in dollars and cents.
Along with APR disclosures, the disclosure of the
finance charge is central to the uniform credit cost
disclosure envisioned by the TILA.

The finance charge does not include any charge of
a type payable in a comparable cash transaction.
Examples of charges payable in a comparable
cash transaction may include taxes, title, license
fees, or registration fees paid in connection with
an automobile purchase.

Finance charges include any charges or fees
payable directly or indirectly by the consumer and
imposed directly or indirectly by the financia
ingtitution either as an incident to or as a condition
of an extenson of consumer credit. The finance
charge on a loan aways includes any interest
charges and often, other charges. Regulati
includes examples, applicable both to o
and closed-end credit transactions, of what
must not, or need not be included in '
finance charge (8226.4(b)).

for
reimbursement under “fegulatory agency orders.
As with disclosed APRSWIf a disclosed finance
charge were legally accurate, it would not be
subject to reimbursement.

Under TILA and Regulation Z, finance charge
disclosures for open-end credit must be accurate
since there is no tolerance for finance charge
errors. However, both TILA and Regulation Z
permit various finance charge accuracy tolerances
for closed-end credit.

Tolerances for the finance charge in a closed-end
transaction are generaly $5 if the amount

financed is less than or equal to $1,000 and $10 if
the amount financed exceeds $1,000. Tolerances
for certain transactions consummated on or after
September 30, 1995 are noted below.

Credit secured by real property or a dwelling
(closed-end credit only):

% The disclosed finance charge is
consdered accurate if it does not vary
from the actual finance charge by more
than $100.

Y

finance charge is

disclosed finance charge is
nsdered accurate if it does not vary
from the actual finance charge by more
than 1 percent of the credit extended for
the initial and subsequent refinancings of
resdential mortgage transactions when
the new loan is made a a different
financial institution. (This excludes high
cost mortgage loans subject to §226.32,
transactions in which there are new
advances, and new consolidations.)

Rescission rights in foreclosure:

% The disclosed finance charge is
considered accurate if it does not vary
from the actual finance charge by more
than $35.

% Ovedaements are not considered
violations.

% The consumer can rescind if a mortgage
broker fee is not included as a finance
charge.

Note: Normally, the finance charge tolerance for a
rescindable transaction is either 0.5 percent of the
credit transaction or, for certain refinancings, 1
percent of the credit transaction. However, in the

305.6 Compliance Activities
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SECTION: Truth in Lending

Section 305

event of a foreclosure, the consumer may exercise
the right of rescission if the disclosed finance
charge is understated by more than $35.

See the “Finance Charge Tolerances’ charts
within these examination procedures for help in
determining appropriate  finance  charge
tolerances.

Calculating the Finance Charge (Closed-End
Credit)

One of the more complex tasks under Regulation
Z is determining whether a charge associated with
an extension of credit must be included in, or
excluded from, the disclosed finance charge. The
finance charge initially includes any charge that
is, or will be, connected with a specific loan.
Charges imposed by third parties are finance
charges if the financia institution requires use of
the third party. Charges imposed by settlement or
closing agents are finance charges if the bank
requires the specific service that gave rise to the
charge and the charge is not otherwise excluded.
The “Finance Charge Tolerances’ charts wit
this document briefly summarize the rul

must be considered.

Prepaid Finance Charges §226.18(b

A prepaid finance charge is
paid separately to the fin
third party, in cash or
closing, settlement,

transaction, or withheld from the proceeds of the
credit at any time.

Prepaid finance charges effectively reduce the
amount of funds available for the consumer’s use,
usualy before or at the time the transaction is
consummated.

Examples of finance charges frequently prepaid
by consumers are borrower's points, loan
origination fees, real estate construction
inspection fees, odd days interest (interest
attributable to part of the first payment period

efthan a regular payment

inistration, private
paid to such companies
ty Insurance Company

le, interest added to the note amount that is
mputed by the add-on, discount, or simple
nterest methods. If reflected in the face amount of
the debt instrument as part of the consumer’s
obligation, finance charges that are not viewed as
prepaid finance charges are treated as
precomputed finance charges that are earned over
the life of the loan.

Office of Thrift Supervision
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SECTION: Truth in Lending

Section 305

Finance Charge Chart

FINANCE CHARGE = DOLLAR COST OF CONSUMER CREDIT: It includes any charge payable directly or indirectly by
the consumer and imposed directly or indirectly by the creditor as a condition of or incident to the extension of credit.

CHARGESALWAYS
INCLUDED

CHARGESINCLUDED
UNLESS CONDITIONS
ARE MET

CONDITIONS
(Any loan)

Interest

Premiums for credit life, A&H, or

Insurance not required, disclosures

Transaction fees

Loan origination fees
Consumer points

Credit guarantee insurance
premiums

loss of income insurance » are made, and consumer authoriz
Debt cancellation fees —’ Coverage not requi
are made, and con:
Premiums for property or lizbility ~ ——

insurance

Charges imposed on the creditor for
purchasing the loan, which are
passed on to the consumer

Premiums for vendor’ s single
interest (VSI) insurance

Discounts for inducing payment by
means other than credit

CHARGESNEVER
INCLUDED

Charges payablein acomparable
cash transaction.

Feesfor titleinsurance, title examination,
property survey, etc.

Fees for unanticipated late
payments
1

Fees for preparing loan documents,
mortgages, and other settlement documents

Overdraft feesnot agreed to in
writing

it of subrogation,
nsumer selects insurance
y, and disclosures are made

Amounts required to be paid into escrow, if
not otherwise included in the finance
charge

Seller’s points

Notary fees

Participation or membership fees

Thefeeisfor lien purposes,
prescribed by law, payable to athird
public official and isitemized and

disclosed

Pre-consummation flood and pest
inspection fees

T
Use of the third party is not required
to obtain loan and creditor does not
retain the charge

Mortgage broker fees

Other examples: Fee for preparing
TILA disclosures; real estate
construction |oan inspection fees;
fees for post-consummation tax or
flood service policy; required credit
lifeinsurance charges

Creditor does not require and does

Chargesimposed by third party T~ ot retain the fee for the particular
closing agents service
Application fees, if charged to all
Appraisa and credit report fees applicants, are not finance charges.

Application fees may include
gppraisal or credit report fees.

Appraisal and credit report fees

Discount offered by the seller to

induce payment by cash or other

means not involving the use of a
credit card

Interest forfeited as aresult of
interest reduction required by law

Charges absorbed by the creditor as
acost of doing business

305.8 Compliance Activities
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SECTION: Truth in Lending

Section 305

Instructionsfor the Finance Charge Chart

The finance charge initially includes any charge
that is, or will be, connected with a specific loan.
Charges imposed by third parties are finance
charges if the creditor requires use of the third
party. Charges imposed on the consumer by a
settlement agent are finance charges only if the
creditor requires the particular services for which
the settlement agent is charging the borrower and
the charge is not otherwise excluded from the
finance charge.

Immediately below the finance charge definition,
the chart presents five captions applicable to
determining whether a loan related charge is a
finance charge.

The first caption is charges always included. This
category focuses on specific charges given in the
regulation or commentary as examples of finance
charges.

The second caption, charges included unl
conditions are met, focuses on charges that
be included in the finance charge unl th
creditor meets gpecific disclosure other
conditions to exclude the charges from the finan
charge.

The third caption, conditions{ifo n the
conditions that need to the J€harges
identified to the left jffions are

permitted to be exclud
Although most ch ond caption

charge a the

last under the third caption)
must be excluded from, the finance charge if the
relevant conditions are met. However, inclusion of
appraisal and credit report charges as part of the
application fee is optional .

The fourth caption, charges not included,
identifies fees or charges that are not included in
the finance charge under conditions identified by
the caption. If the credit transaction is secured by
real property or the loan is a residential mortgage
transaction, the charges identified in the column, if
they are bona fide and reasonable in amount, must
be excluded from the finance charge. For example,
if a consumer loan is secured by a vacant lot or

commercia real estate, any appraisa fees
connected with the loan must not be included in
the finance charge.

The fifth caption, charges never included, lists
specific charges provided by the regulation as
examples of those that automatically are not
finance charges (e.g., fees for unanticipated late
payments).

Annual Percentage Rate Definition 8226.22
(Closed-End Credit)

ending on the interest
and other charges, the
advances, and the
APR, which must be
all consumer credit
ed to take into account all
to provide a uniform measure
g the cost of various credit

is a measure of the cost of credit,
as a nomina yearly rate. It relates the
ount and timing of value received by the
consumer to the amount and timing of payments
made. The disclosure of the APR is centra to the
uniform credit cost disclosure envisoned by the
TILA.

The value of a closed-end credit APR must be
disclosed as a single rate only, whether the loan
has a single interest rate, a variable interest rate, a
discounted variable interest rate, or graduated
payments based on separate interest rates (step
rates), and it must appear with the segregated
disclosures. Segregated disclosures are grouped
together and do not contain any information not
directly related to the disclosures required under
§226.18.

Since an APR measures the total cost of credit,
including costs such as transaction charges or
premiums for credit guarantee insurance, it is not
an “interest” rate, as that term is generally used.
APR caculations do not rely on definitions of
interest in state law and often include charges,
such as a commitment fee paid by the consumer,
that are not viewed by some state usury statutes as
interest. Conversely, an APR might not include a
charge, such as a credit report fee in a red

Office of Thrift Supervision
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SECTION: Truth in Lending

property transaction, which some state laws might
view as interest for usury purposes. Furthermore,
measuring the timing of value received and of
payments made, which is essential if APR
calculations are to be accurate, must be consistent
with parameters under Regulation Z.

The APR is often considered to be the finance
charge expressed as a percentage. However, two
loans could require the same finance charge and
still have different APRS because of differing
values of the amount financed or of payment
schedules. For example, the APR is 12 percent on
a loan with an amount financed of $5,000 and 36
equal monthly payments of $166.07 each. It is
13.26 percent on a loan with an amount financed
of $4,500 and 35 equa monthly payments of
$152.18 each and final payment of $152.22. In
both cases the finance charge is $978.52. The
APRs on these example loans are not the same
because an APR does not only reflect the finance
charge. It relates the amount and timing of value
received by the consumer to the amount and
timing of payments made.

The APR is afunction of:

The amount financed, which is not n ily
equivalent to the loan amount. If t
must pay at closing a separate
origination fee (prepaid finan
$100,000 residentia mor
amount is $100,000, b
would be $100,000 less
$99,000.

The finance ¢

¥, If the consumer must pay a $25 credit
report fee for an auto loan, the fee must be
included in the finance charge. The
finance charge in that case is the sum of
the interest on the loan (i.e, interest
generated by the application of a
percentage rate against the loan amount)
plus the $25 credit report fee.

¥, If the consumer must pay a $25 credit
report fee for a home improvement loan
secured by real property, the credit report
fee must be excluded from the finance

charge. The finance charge in that case
would be only the interest on the loan.

¥ Interest, which is defined by state or other
federal law, is not defined by Regulation
Z.

The payment schedule, which does not
necessarily include only principal and interest
(P + I) payments.

¥ If the consumer borrows $2,500 for a
vacation trip at 14 percent smple interest
per annum and tepays that amount with 25

consummation of the
P + | payment
al months are
d the amount financed
. If the consumer’s
increased by $2.00 a month
non-financed $50 loan fee during

edule would be increased to $117.87 a
month, the finance charge would increase
by $50, and there would be a
corresponding increase in the APR. This
would be the case whether or not state law
defines the $50 loan fee as interest.

% If the loan above has 55 days to the first
payment and the consumer prepays
interest at consummation ($24.31 to cover
the first 25 days), the amount financed
would be $2,500 - $24.31, or $2,475.69.
Although the amount financed has been
reduced to reflect the consumer’s reduced
use of available funds at consummation,
the time interval during which the
consumer has use of the $2,475.69, 55
days to the first payment, has not changed.
Since the first payment period exceeds the
limitations of the regulation’s minor
irregularities provisions (see
8226.17(c)(4)), it may not be treated as
regular. In calculating the APR, the first
payment period must not be reduced by 25
days (i.e., the first payment period may
not be treated as one month).

Financia institutions may, if permitted by state or
other law, precompute interest by applying a rate

305.10 Compliance Activities
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SECTION: Truth in Lending

Section 305

against a loan balance using a simple interest, add-
on, discount or some other method, and may earn
interest using a simple interest accrua system, the
Rule of 78's (if permitted by law) or some other
method. Unless the financia institution’s internal
interest earnings and accrual methods involve a
simple interest rate based on a 360-day year that is
applied over actual days (even that is important
only for determining the accuracy of the payment
schedule), it is not relevant in calculating an APR,
since an APR is not an interest rate (as that term is
commonly used under state or other law). Since
the APR normally need not rely on the interna
accrual systems of a bank, it always may be
computed after the loan terms have been agreed
upon (as long as it is disclosed before actual
consummation of the transaction).

Special Requirementsfor Calculating the
Finance Charge and APR

Proper calculation of the finance charge and APR
are of primary importance. The regulation requires
that the terms “finance charge” and “annual
percentage rate” be disclosed more consplcuo

than any other required disclosure. The
charge and APR, more than any other di
enable consumers to understand the c
credlt and to comparlson shop f

damages to the creditor, e
lawsuit or from a reg

Footnote 45d:
finance charge i 7
not, in itself, aviolation of the regulation if:

The error resulted from a corresponding error
in a calculation tool used in good faith by the
financial ingtitution.

Upon discovery of the eror, the financid
ingtitution promptly discontinues use of that
calculation tool for disclosure purposes.

The financial institution notifies the Federa
Reserve Board in writing of the error in the
calculation tool.

When a financial ingtitution claims a calculation
tool was used in good fath, the financia
ingtitution assumes a reasonable degree of
responsibility for ensuring that the tool in question
provides the accuracy required by the regulation.
For example, the financial institution might verify
the results obtained using the tool by comparing
those results to the figures obtained by using
another calculation tool. The financial institution
might also verify that the toal, if it is designed to
operate under the actuarial method, produces
figures similar to those provided by the examples
in appendix J to the_tegulation. The calculation

Instead the information provided
fered to clarify otherwise confusing
and requirements. Refer to §8226.5 through
and related commentary for a more
thorough understanding of the Act.

Finance Char ge (Open-End Credit) §226.6(a)

Each finance charge imposed must be individually
itemized. The aggregate total amount of the
finance charge need not be disclosed.

Determining the Balance and Computing the
Finance Charge

The examiner must know how to compute the
balance to which the periodic rate is applied.
Common methods used are the previous baance
method, the daily balance method, and the average
daily balance method, which are described as
follows:

Previous balance method — The balance on
which the periodic finance charge is computed
is based on the balance outstanding at the start
of the billing cycle. The periodic rate is
multiplied by this balance to compute the
finance charge.

Daily balance method — A daily periodic rate
is applied to either the balance on each day in
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the cycle or the sum of the balances on each of
the days in the cycle. If adaily periodic rate is
multiplied by the balance on each day in the
billing cycle, the finance charge is the sum of
the products. If the daily periodic rate is
multiplied by the sum of all the daily balances,
the result is the finance charge.

Average daily balance method — The average
daily balance is the sum of the daily balances
(either including or excluding current
transactions) divided by the number of daysin
the billing cycle. A periodic rate is then
multiplied by the average daly balance to
determine the finance charge. If the periodic
rate is a daily one, the product of the rate
multiplied by the average balance is multiplied
by the number of daysin the cycle.

In addition to those common methods, financid
ingtitutions have other ways of calculating the
balance to which the periodic rate is applied. By
reading the financial institution’s explanation, the
examiner should be able to calculate the balance to
which the periodic rate was applied. In some
cases, the examiner may need to obtain additional
information from the financia institution to
the explanation disclosed. Any inabili to
understand the disclosed explanation sho be
I

discussed with management, wh ul
reminded of Regulation Z's requir th
disclosures be clear and conspicueus:

When a baance is det without first
deducting all credits ts e during
the billing cycle, th ount of the

credits and paym

If the financial ingtitutiem, uses the daily balance
method and applies a single daily periodic rate,
disclosure of the baance to which the rate was
applied may be stated as any of the following:

A balance for each day in the billing cycle.
The daily periodic rate is multiplied by the
balance on each day and the sum of the
products is the finance charge.

A balance for each day in the billing cycle on
which the balance in the account changes.
The finance charge is figured by the same
method as discussed previoudy, but the

statement shows the balance only for those
days on which the balance changed.

The sum of the daly balances during the
billing cycle. The baance on which the
finance charge is computed is the sum of all
the daily balances in the billing cycle. The
daily periodic rate is multiplied by that
balance to determine the finance charge.

The average daily balance during the billing
cycle. If this is stated, however, the financia
ingitution must explain somewhere on the
periodic statementgOfgin an accompanying

A balance for each day in the billing cycle;

A balance for each day in the billing cycle on
which the balance in the account changes; or

Two or more average daily balances. If the
average daily balances are stated, the financial
ingtitution shall indicate on the periodic
statement or in an accompanying document
that the finance charge is or may be
determined by multiplying each of the average
daily balances by the number of days in the
billing cycle (or if the dally rate varies, by
multiplying the number of days that the
applicable rate was in effect), multiplying
each of the results by the applicable daily
periodic rate, and adding the products
together.

In explaining the method used to find the balance
on which the finance charge is computed, the
financia indtitution need not revea how it
allocates payments or credits. That information
may be disclosed as additional information, but all
required information must be clear and
CONSpi CUOUS.
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Finance Charge Resulting from Two or More
Periodic Rates

Some financial ingtitutions use more than one
periodic rate in computing the finance charge. For
example, one rate may apply to balances up to a
certain amount and another rate to balances more
than that amount. If two or more periodic rates
apply, the financial institution must disclose all
rates and conditions. The range of balances to
which each rate applies also must be disclosed. It
is not necessary, however, to bresk the finance
charge into separate components based on the
different rates.

Annual Percentage Rate (Open-End Credit)
Accuracy Tolerance 8226.14

The disclosed annual percentage rate (APR) on an
open-end credit account is accurate if it is within
one-eighth of 1 percentage point of the APR
calculated under Regulation Z.

Determination of APR

The regulation states two basic m
determining the APR in open-
transactions. The first involves multi
periodic rate by the number of
This method is used for disclosin

The correspondinggd™A
disclosures;

The APR in
accounts;

The APR in early disclosures for home-equity
plans;

The APR in advertising; and

The APR in oral disclosures.

The corresponding APR is prospective. In other
words, it does not involve any particular finance
charge or periodic balance.

The second method is the quotient method, used in
computing the APR for periodic statements. The
quotient method reflects the annualized equivalent
of the rate that was actually applied during a cycle.
This rate, also known as the historica rate, will
differ from the corresponding APR if the creditor
applies minimum, fixed, or transaction charges to
the account during the cycle.

If the finance charge is determined by applying
one or more periodic rates to a balance, and does
not include any of the charges just mentioned, the
financia institution may compute the historical

5 the tota finance
m of the balances to
were gpplied and

omputing the corresponding APR. In
jiod, the financia ingtitution multiplies
1odic rate by the number of periods in one
year. If the finance charge includes a minimum,
ixed, or transaction charge, the financid
Institution must use the appropriate variation of
the quotient method. When transaction charges are
imposed, the financial institution should refer to
appendix F of this handbook for computational
examples.

The regulation aso contains a computation rule
for small finance charges. If the finance charge
includes a minimum, fixed, or transaction charge,
and the total finance charge for the cycle does not
exceed 50 cents, the financial institution may
multiply each applicable periodic rate by the
number of periodsin ayear to compute the APR.

Optiona calculation methods also are provided for
accounts involving daily periodic rates
(8226.14(d)).

Brief Outlinefor Open-End Credit APR
Calculations on Periodic Statements

Note: Assume monthly billing cycles for each of
the calculations below.

I.  APR when finance charge is determined solely
by applying one or more periodic rates:
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A. Monthly periodic rates:

1. Monthly rate x 12 = APR
or

2. (Total finance charge / applicable
balance’) x 12 = APR

This caculation may be used when
different rates apply to different balances.

A. Dalily periodic rates:

1. Daily ratex 365=APR
or

2. (Total finance charge / average daily
balance) x 12 = APR

or

3. (Total finance charge / sum of
balances) x 365 = APR

II. APR when finance charge includes
minimum, fixed, or other charge that i no
calculated using a periodic rate (and daes not
include charges related to ific
transaction, like cash advance fegs):

A. Monthly periodic rates:

1. (Total financecl amount of
applicabl ceYx 1 PR’

B. Daily perio

1. (Total finance'eharge / amount of
applicable balance') X 365 = APR®

21t zero, no APR can be determined. The amount of
applicable balance is the balance cal cul ation method and may
include the average daily balance, adjusted balance, or
previous balance method.

31t zero, no APR can be determined. The amount of
applicable balance is the balance cal cul ation method and may
include the average daily balance, adjusted balance, or
previous balance method.

4 Loan fees, points, or similar finance charges that relate to
the opening of the account must not be included in the
calculation of the APR.

2. Thefollowing may be used if at least
aportion of the finance chargeis
determined by the application of a
daily periodic rate. If not, usethe
formula above.

a. (Total finance charge / average
daily balance) x 12 = APR®

or

b. (Total finance charge / sum of
balances) x 365 = APR®

t of $.50 for abilling

than monthly), the APR

culated by multiplying the
hly rate by 12 or the daily rate by

[ total finance charge included a charge
related to a specific transaction (such as a cash
ance fee), even if the total finance charge
also included any other minimum, fixed, or
other charge not calculated using a periodic
rate, then the monthly and dailly APRs are
calculated as follows: (total finance charge /
the greater of: the transaction amounts that
created the transaction fees or the sum of the
balances and other amounts on which a
finance charge was imposed during the billing
cycle’) X number of billing cycles in a year
(12) = APR®

® The sum of the balances may include the average daily
balance, adjusted balance, or previous balance method.
Where a portion of the finance charge is determined by
application of one or more daily periodic rates, sum of the
balances also means the average of daily balances.

€ Cannot be less than the highest periodic rate applied,
expressed as an APR.
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Subpart C - Closed-End Credit

The following is not a complete discussion of the
closed-end credit requirements in the Truth in
Lending Act. Instead, the information provided
below is offered to clarify otherwise confusing
teems and requirements. Refer to 88226.17
through 226.24 and related commentary for a
more thorough understanding of the Act.

Finance Char ge (Closed-End Credit)
§226.17(a)

The aggregate total amount of the finance charge
must be disclosed. Each finance charge imposed
need not be individualy itemized and must not be
itemized with the segregated disclosures.

Annual Percentage Rate (Closed-End Credit)
§226.22

Accuracy Tolerances

The disclosed APR on a closed-end transaction.is
accurate for:

Regular transactions (which include
advance transaction with equal pay
equal payment periods, or
payment period and/or a firgt or |

payment), if it is wit ghtly of 1
percentage point of t PR calcul under
Regulation Z (8226.

her transactions
|t is within one-

Mortgage transactions, if it is within one-
eghth of 1 percentage point for regular
transactions or one-quarter of 1 percentage
point for irregular transactions and:

i. The rate results from the disclosed finance
charge; and

ii. The disclosed finance charge would be
considered accurate under §8226.18(d)(1)
or 226.23(g) or (h) (8226.22(a)(4)).

Note: There is an additional tolerance for
mortgage loans when the disclosed finance charge
is calculated incorrectly but is considered accurate
under 88226.18(d)(1) or 226.23(g) or (h)
(8226.22(8)(5)).

Construction Loans §226.17(c)(6) and
Appendix D

Congtruction and certain other multiple advance
loans pose special problems in computing the
finance charge and APR. In many instances, the
amount and dates of ances are not predictable

- d on the progress of
des that the APR and

cia institution may rely on
of other parties to acquire

nown (even if some of them are known),
the financial ingtitution may, at its option, use
pendix D to the regulation to make calculations
and disclosures. The finance charge and payment
schedule obtained through appendix D may be
used with volume one of the Federal Reserve
Board's APR tables or with any other appropriate
computation tool to determine the APR. If the
financia institution elects not to use appendix D,
or if appendix D cannot be applied to aloan (e.g.,
appendix D does not apply to a combined
construction-permanent loan if the payments for
the permanent loan begin during the construction
period), the financial ingtitution must make its
estimates under §226.17(c)(2) and caculate the
APR using multiple advance formulas.

On loans involving a series of advances under an
agreement to extend credit up to a certain amount,
afinancia institution may treat al of the advances
as a single transaction or disclose each advance as
a separate transaction. If advances are disclosed
separately, disclosures must be provided before
each advance occurs, with the disclosures for the
first advance provided before consummation.

In a transaction that finances the construction of a
dwelling that may or will be permanently financed
by the same financia institution, the construction-
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permanent financing phases may be disclosed in
one of three ways listed below.

As a single transaction, with one disclosure
combining both phases.

As two separate transactions, with one
disclosure for each phase.

As more than two transactions, with one
disclosure for each advance and one for the
permanent financing phase.

If two or more disclosures are furnished, buyer's
points or smilar amounts imposed on the
consumer may be allocated among the transactions
in any manner the financial institution chooses, as
long as the charges are not applied more than
once. In addition, if the financial institution
chooses to give two sets of disclosures and the
consumer is obligated for both construction and
permanent phases a the outset, both sets of
disclosures must be given to the consumer
initialy, before consummation of each transaction
OCCUrs.

If the creditor requires interest reserv
construction loans, special appendix D rul ply
that can make the disclosure calculationsiquite
complicated. The amount of int

included in the commitment amount’ m be

If the lender uses appendi
only loans with requite

values must be
completely disregarded oy, disclosure purposes.

If the lender uses appendix D for combination
construction-permanent loans, the calculations can
be much more complex. Appendix D is used to
estimate the construction interest, which is then
measured against the lender’s contractual interest
reserves.

If the interest reserve portion of the lender's
contractual commitment amount exceeds the
amount of construction interest estimated under
appendix D, the excess value is considered part of
the amount financed if the lender has contracted to
disburse those amounts whether they ultimately

are needed to pay for accrued construction
interest. If the lender will not disburse the excess
amount if it is not needed to pay for accrued
congtruction interest, the excess amount must be
ignored for disclosure purposes.

Calculating the Annual Percentage Rate
§226.22

The APR must be determined under one of the
following:

The actuaria methe
Regulation Z andfe

vhich is defined by
d in appendix J to

priefly  explained in
lation. The U.S. Ruleis

ted States Supreme Court case,
ingston (38 U.S. 359).

method is used by the financia
itution, the rate calculated will be accurate if it
able to “amortize” the amount financed while it
enerates the finance charge under the accrua
method selected. Financia ingtitutions also may
rely on minor irregularities and accuracy
tolerances in the regulation, both of which
effectively permit somewhat imprecise, but still
legal, APRs to be disclosed.

360-Day and 365-Day Years 8§226.17(c)(3)

Confusion often arises over whether to use the
360-day or 365-day year in computing interest,
particularly when the finance charge is computed
by applying a daily rate to an unpaid balance.
Many single payment loans or loans payable on
demand are in this category. There are also loans
in this category that call for periodic installment
payments.

Regulation Z does not require the use of one
method of interest computation in preference to
another (although state law may). It does,
however, permit financial ingtitutions to disregard
the fact that months have different numbers of
days when calculating and making disclosures.
This means financial institutions may base their
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disclosures on calculation tools that assume al
months have an equa number of days, even if
their practice is to take account of the variationsin
months to collect interest.

For example, a financia institution may calculate
disclosures using a financial calculator based on a
360-day year with 30-day months, when, in fact, it
collects interest by applying a factor of 1/365 of
the annual interest rate to actual days.

Disclosure violations may occur, however, when a
financial institution applies a daily interest factor
based on a 360-day year to the actual number of
days between payments. In those situations, the
financia institution must disclose the higher
values of the finance charge, the APR, and the
payment schedule resulting from this practice.

For example, a 12 percent simple interest rate
divided by 360 days results in a daily rate of
.033333 percent. If no charges are imposed except
interest, and the amount financed is the same as
the loan amount, applying the daily rate on a daily
basis for a 365-day year on a $10,000 one y:
single payment, unsecured loan results in
of 12.17 percent (.033333% x 365 = 12.
a finance charge of $1,216.67. There
violation if the APR were disclosed
or if the finance charge were di
(12% x $10,000).

However, if there are except
interest, the applicatio year daily
rate over 365 days.en would not

result in an APR
percentage poi
nominal interest rat€s greater than 9 percent. For
irregular loans, with“@pe-quarter of 1 percentage
point APR tolerance, 'the nomina interest rate
would have to be greater than 18 percent to exceed
the tolerance.

Variable Rate Information 8§226.18(f)

If the terms of the legal obligation allow the
financial institution, after consummation of the
transaction, to increase the APR, the financid
institution must furnish the consumer with certain
information on variable rates. Graduated payment
mortgages and step-rate transactions without a
variable rate feature are not considered variable

rate transactions. In addition, variable rate
disclosures are not applicable to rate increases
resulting from delinquency, default, assumption,
acceleration, or transfer of the collateral.

Some of the more important transaction-specific
variable rate disclosure requirements under
§226.18 follow.

Disclosures for variable rate loans must be
given for the full term of the transaction and
must be based on the terms in effect at the
time of consummaitien

effnitial rate is not determined by the

or formula used to make later interest
adjustments, as in a discounted variable
rate transaction, the disclosed APR must
reflect a composite rate based on the initia
rate for as long as it is applied and, for the
remainder of the term, the rate that would
have been applied using the index or formula
at the time of consummation (i.e., the fully
indexed rate).

¥ If aloan contains a rate or payment cap
that would prevent the initial rate or
payment, at the time of the adjustment,
from changing to the fully indexed rate,
the effect of that rate or payment cap
needs to be reflected in the disclosures.

% The index a consummation need not be
used if the contract provides a delay in the
implementation of changes in an index
vaue (eg., the contract indicates that
future rate changes are based on the index
value in effect for some specified period,
like 45 days before the change date).
Instead, the financia institution may use
any rate from the date of consummation
back to the beginning of the specified
period (e.g., during the previous 45-day
period).
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If theinitial interest rate is set according to the
index or formula used for later adjustments,
but is set at a value as of a date before
consummation, disclosures should be based on
the initid interest rate, even though the index
may have changed by the consummation date.

For variable-rate loans that are not secured by the
consumer’s principal dwelling or that are secured
by the consumer’s principal dwelling but have a
term of one year or less, creditors must disclose
the circumstances under which the rate may
increase, any limitations on the increase, the effect
of an increase, and an example of the payment
terms that would result from an increase.
§226.18(f)(1).

For variable-rate consumer loans secured by the
consumer’s principa dwelling and having a
maturity of more than one year, creditors must
state that the loan has a variable-rate feature and
that disclosures were previoudy  given.
(8226.18(f)(2)) Extensive disclosures about the
loan program are provided when consumers apply
for such a loan (8226.19(b), and throughout the
loan term when the rate or payment amount_i

changed (8226.20(c)).

Payment Schedule §226.18(g)

The disclosed payment schedule miust al
components of the finance ch cludes' all
payments scheduled to incipal,

interest on the loan, and
payable by the consu
the transaction.

However, any fin charge paid separately
before or a consummation (eg., odd days
interest) is not part of the payment schedule. It isa
prepaid finance charge that must be reflected as a
reduction in the value of the amount financed.

At the creditor's option, the payment schedule
may include amounts beyond the amount financed
and finance charge (e.g., certain insurance
premiums or real estate escrow amounts such as
taxes added to payments). However, when
calculating the APR, the creditor must disregard
such amounts.

If the obligation is a renewable balloon payment
instrument that unconditionally obligates the
financial ingtitution to renew the short-term loan at
the consumer’s option or to renew the loan subject
to conditions within the consumer’s control, the
payment schedule must be disclosed using the
longer term of the renewal period or periods. The
long-term loan must be disclosed with a variable
rate feature.

If there are no renewa conditions or if the
financial institution guarantees to renew the
obligation in a refinancing,, the payment schedule

that the amount financed under the
aion is equivdent to the note amount,
roceeds, or principal amount of the loan. The

ount financed normally equals the tota of
payments less the finance charge.

To calculate the amount financed, all amounts and
charges connected with the transaction, either paid
separately or included in the note amount, must
first be identified. Any prepaid, precomputed, or
other finance charge must then be determined.

The amount financed must not include any
finance charges. If finance charges have been
included in the obligation (either prepaid or
precomputed), they must be subtracted from the
face amount of the obligation when determining
the amount financed. The resulting value must be
reduced further by an amount equal to any prepaid
finance charge paid separately. The final resulting
valueis the amount financed.

When calculating the amount financed, finance
charges (whether in the note amount or paid
separately) should not be subtracted more than
once from the total amount of an obligation.
Charges not in the note amount and not included
in the finance charge (e.g., an appraisal fee paid
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separately in cash on a real estate loan) are not
required to be disclosed under Regulation Z and
must not be included in the amount financed.

In a multiple advance construction loan, proceeds
placed in a temporary escrow account and
awaiting disbursement in draws to the developer
are not considered part of the amount financed
until actually disbursed. Thus, if the entire
commitment amount is disbursed into the lender’s
escrow account, the lender must not base
disclosures on the assumption that al funds were
disbursed immediately, even if the lender pays
interest on the escrowed funds.

Required Deposit  §226.18(r)

A required deposit, with certain exceptions, is one
that the financial institution requires the consumer
to maintain as a condition of the specific credit
transaction. It can include a compensating balance
or a deposit balance that secures the loan. The
effect of a required deposit is not reflected in the
APR. Also, a required deposit is not a finance
charge since it is eventudly released to
consumer. A deposit that earns at least 5

per year need not be considered a requir 0Sit.

Calculating the Amount Financed

A consumer signs a note secur operty
in the amount of $5,43 Th note ount

includes $5,000 in pr to the
consumer, $400 in prec interest, $25 paid
to a credit reportln it report, and
a $10 service ¢ , the consumer

consumer has no other debt
ion. The amount financed

consummeation. The
with the financia ins
is $4,975.

The amount financed may be calculated by first
subtracting all finance charges included in the note
amount ($5,435 - $400 - $10 = $5,025). The $25
credit report fee is not a finance charge because
the loan is secured by real property. The $5,025 is
further reduced by the amount of prepaid finance
charges paid separately, for an amount financed of
$5,025 - $50 = $4,975. The answer is the same
whether finance charges included in the obligation
are considered prepaid or precomputed finance
charges.

The financial institution, may treat the $10 service
' the loan amount and not
If it does, the loan
. The $5,000 loan

charge in the note. The
by other amounts that
are not part of the finance
5 credit report fee) and reduced by
nance charges (the $50 loan fee, not

Other Calculations

The financial institution may treat the $10 service
charge as a prepaid finance charge. If it does, the
loan principal would be $5,010. The $5,010 loan
principal does not include the $400 precomputed
finance charge. The loan principa is increased by
other amounts that are financed which are not part
of the finance charge (the $25 credit report fee)
and reduced by any prepaid finance charges (the
$50 loan fee and the $10 service charge withheld
from loan proceeds) to arrive at the same amount
financed of $5,010 + $25 - $50- $10 = $4,975.
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Closed-End Credit: Finance Charge Accuracy Tolerances

Finance charge
tolerance is $35.
An overstated
finance chargeis
not considered a
violation.

Finance charge
tolerance is one-half
of 1% of theloan
amount or $100,
whichever isgreater.
An overstated
finance chargeis not
considered a
violation.

Isthe
rescission
clama
defenseto
foreclosure
action?

refinancing
involvea

consolidation,@

Did the
transaction
originate before
9/30/95?

Finance charge
tolerance is $200
for
understatements.
An overstated
finance chargeis

not considered a
violation. A

Ce charge shall be
d accurateif it isnot
lan $5 above or below
the exact finance chargein a
transaction involving an
amount financed of $1,000 or
less, or not more than $10
above or below the exact
finance charge in atransaction
involving an amount financed
of more than $1,000.

* See 15 USC 160 (ag)
and 12 CFR 226.32
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Closed-End Credit: Accuracy and Reimbursement Tolerances for
UNDERSTATED FINANCE CHARGES

Istheloan secured by red estate or a

dwelling?
No Yes
|sthe amount financed greater
than $1,000?
edisclosed FC understated
No | Yes ore than $100 (or $200 if
[ | e loan originated before
Isthe disclosed FC Isthe disclosed FC 930/95)?
understated by more understated by more than
than $5? $10?
No Yes
Yes No No | Yes
No violation FC Violation
FC violation No violation
T —
l N——
Istheloan
term greater
than 10
years?

Isthe disclosed FC plusthe FC
reimbursement tolerance (based
G on aone-eighth of 1 percentage
percentage point APR point APR tolerance) less than
tolerance) less than the correct the correct FC?

Yes | No No Yes

No reimbursement

Subject to
reimbur sement
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Closed-End Credit: Accuracy Tolerances for
OVERSTATED FINANCE CHARGES

Isthe loan secured by real estate or a
dwelling?

No

Yes

|s the amount financed greater

than $1,000?
No violation
No Yes
Isthe disclosed FC less e disclosed FC less
$5 greater than the $10 greater than the
correct FC? correct FC?
No es No Yes
No violation violation No violation FC violation
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Closed-End Credit: Accuracy Tolerances for
OVERSTATED APRs

Isthisa“regular” loan?
(12 CFR 226, footnote 46)

No Yes
Isthe disclosed APR greater than the correct Isthe disclosed APR greater
APR by more than one-quarter of one APR by more than one-eig
percentage point? poi
Yes No

No violation

Isthe loan secured

APR Violation

Yes

Isthe finance charge disclosed greater than
the correct finance charge?

Yes No
Was the finance charge disclosure error the cause APR Violation
of the APR disclosure error?
No Yes
APR Violation No violation
Office of Thrift Supervision January 2004 Compliance Activities 305.23
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Closed-End Credit: Accuracy and Reimbursement Tolerances For
UNDERSTATED APRs

Istheloan a“regular” loan?

No Yes
Isthe disclosed APR understated by Isthe disclosed APR understated by
more than one-quarter of one percentage more than one-eighth of one
point? percentage point?
Yes | No No | Yes

T
Isthe loan secured by real estate or adwelling?

No

APR viol

ance charge understated by more than:
he loan originated on or after 9/30/95?
he loan originated before 9/30/95?

APR violation
No violation
Istheloan a“regular” loan?
No | Yes
Isthe disclosed APR understated by Isthe disclosed APR understated by
more than one-quarter of one percentage more than one-eighth of one percentage
point? point?
Yes | No No | Yes
Subject to reimbur sement
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Refinancings 8§226.20

When an obligation is satisfied and replaced by a
new obligation to the origina financia institution
(or a holder or servicer of the origina obligation)
and is undertaken by the same consumer, it must
be treated as a refinancing for which a complete
set of new disclosures must be furnished. A
refinancing may involve the consolidation of
several existing obligations, disbursement of new
money to the consumer, or the rescheduling of
payments under an existing obligation. In any
form, the new obligation must completely replace
the earlier one to be considered a refinancing
under the regulation. The finance charge on the
new disclosure must include any unearned portion
of the old finance charge that is not credited to the
existing obligation. (§226.20(a))

The following transactions are not considered
refinancings even if the existing obligation is
satisfied and replaced by a new obligation
undertaken by the same consumer:

A renewa of an obligation with a sin
payment of principal and interest ith

terms.

An APR reduction with nding

The renewa off@ptional insurance purchased
by the consumer¥and added to an existing
transaction, if required disclosures were
provided for the initidl purchase of the
insurance.

However, even if it is not accomplished by the
cancellation of the old obligation and substitution
of a new one, a new transaction subject to new
disclosures resultsiif the financial institution:

Increases the rate based on a variable rate
feature that was not previoudly disclosed; or

Adds avariable rate feature to the obligation.

If, a the time a loan is renewed, the rate is
increased, the increase is not considered a variable
rate feature. It is the cost of renewal, smilar to a
flat fee, as long as the new rate remains fixed
during the remaining life of the loan. If the
original debt is not canceled in connection with
such a renewal, the regulation does not require
new disclosures. Also, changing the index of a
variable rate transaction to a comparable index is
not considered adding a variable rate festure to the
obligation.

Subpart D - Mis eous

y with any requirements
han with the advertising
3, it may be held liable to the

cost of any legal action together with
reasonable attorney’s fees in a successful
action.

If it violates certain requirements of the TILA, the
creditor also may be held liable for ether of the
following:

In an individua action, twice the amount of
the finance charge involved, but not less than
$100 or more than $1,000. However, in an
individual action relating to a closed-end
credit transaction secured by real property or a
dwelling, twice the amount of the finance
charge involved, but not less than $200 or
more than $2,000.

In a class action, such amount as the court
may alow. The tota amount of recovery,
however, cannot be more than $500,000 or 1
percent of the creditor’s net worth, whichever
isless.

Civil actions that may be brought against a
creditor also may be maintained against any
assignee of the creditor if the violation is apparent
on the face of the disclosure statement or other
documents assigned, except where the assignment
was involuntary.
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A creditor that fails to comply with TILA’S
requirements for high-cost mortgage loans may be
held liable to the consumer for al finance charges
and fees paid to the creditor. Any subsequent
assignee is subject to al claims and defenses that
the consumer could assert against the creditor,
unless the assignee demonstrates that it could not
reasonably have determined that the loan was
subject to §226.32.

Criminal Liability 8112

Anyone who willingly and knowingly fails to
comply with any requirement of the TILA will be
fined not more than $5,000 or imprisoned not
more than one year, or both.

Administrative Actions 8108

The TILA authorizes federal regulatory agencies
to require financial institutions to make monetary
and other adjustments to the consumers accounts
when the true finance charge or APR exceeds the
disclosed finance charge or APR by more than a
specified accuracy tolerance. That authorization
extends to unintentional errors, including isol
violations (e.g., an error that occurred only opgi€e or
errors, often without a common cau that
occurred infrequently and randomly)

Under certain circumstances, the ires

federal regulatory agencies or financial

institutions to  reimbur: consum hen
in

understatement of the A e charge
involves:

Patterns or pr ions (e.g., errors
that occurred, oftém, with a common cause,
consistently or frequently, reflecting a pattern
with a specific type or types of consumer

credit).
Gross negligence.

Willful noncompliance intended to misead
the person to whom the credit was extended.

Any proceeding that may be brought by a
regulatory agency against a creditor may be
maintained against any assignee of the creditor if
the violation is apparent on the face of the
disclosure statement or other documents assigned,

except where the assgnment was involuntary.
(8131)

Relationship to StateLaw 8111

State laws providing rights, responsibilities, or
procedures for consumers or financia ingtitutions
for consumer credit contracts may be:

Preempted by federal law;

Appropriate  under state law and not
preempted by federal law; or

Substituted in i
requirement

and Regulation Z

empted to the extent
requirements in the
the TILA and the

€ , “General Provisions” which
ins definitions and acceptable methods
for determining finance charges and annual
ercentage rates. For example, a state law
would be preempted if it required a bank to
include in the finance charge any fees that the
federal law excludes, such as seller’s points.

Chapter 2, “Credit Transactions,” which
contains disclosure requirements, rescission
rights, and certain credit card provisions. For
example, a state law would be preempted if it
required a bank to use the terms “nominal
annua interest rate” in lieu of “annual
percentage rate.”

Chapter 3, “Credit Advertising,” which
contains consumer credit advertising rules and
annual percentage rate oral disclosure
requirements.

Conversely, doate law provisons may be
appropriate and are not preempted under federa
law if they call for, without contradicting chapters
1, 2, or 3 of the TILA or the implementing
sections of Regulation Z, either of the following:

Disclosure of information not otherwise
required. A state law that requires disclosure
of the minimum periodic payment for open-
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end credit, for example, would not be
preempted because it does not contradict
federal law.

Disclosures more detailed than those required.
A date law that requires itemization of the
amount financed, for example, would not be
preempted, unless it contradicts federa law by
requiring the itemization to appear with the
disclosure of the amount financed in the
segregated closed-end credit disclosures.

The relationship between state law and chapter 4
of the TILA (“Credit Billing”) involves two parts.
The first part is concerned with sections 161
(correction of hilling errors) and 162 (regulation of
credit reports) of the act; the second part addresses
the remaining sections of chapter 4.

State law provisions are preempted if they differ
from the rights, responsibilities, or procedures
contained in sections 161 or 162. An exception is
made, however, for state law that alows a
consumer to inquire about an account and requir
the bank to respond to such inquiry beyond
time limits provided by federa law. Such a st
law would not be preempted for the e

period.

State law provisions are preempt
violations of sections 163 throu
4. For example, a state |
issuer to offset the
indebtedness against fu
would be preempt i
CFR 226.12(d).
requires periodi
14 days before the
not be preempted, S
isinvolved.

state law that
sent more than
end of a free-ride period would
e no violation of federa law

A bank, state, or other interested party may ask the
Federal Reserve Board to determine whether state
law contradicts chapters 1 through 3 of the TILA
or Regulation Z. They also may ask if the state law
is different from, or would result in violations of,
chapter 4 of the TILA and the implementing
provisons of Regulation Z. If the board
determines that a disclosure required by state law
(other than a reguirement relating to the finance
charge, annual percentage rate, or the disclosures
required under §226.32) is substantially the same
in meaning as a disclosure required under the act

or Regulation Z, generally creditors in that state
may make the state disclosure in lieu of the federal
disclosure.

Subpart E - Special Rules for Certain
Home Mortgage Transactions

General Rules §226.31
The requirements and limitations of this subpart

are in addition to and not in lieu of those contained
in other subparts of Regulation Z. The disclosures

of this section apply to a
transaction secured by the
incipal dwelling, in which either:

e APR a consummation will exceed by
more than 8 percentage points for first-lien
mortgage loans, or by more than 10
percentage  points for  subordinate-lien
mortgage loans, the yield on Treasury
securities having comparable periods of
maturity to the loan’s maturity (as of the 15"
day of the month immediately preceding the
month in which the application for the
extension of credit is received by the creditor);
or

The tota points and fees (see definition
below) payable by the consumer a or before
loan closing will exceed the greater of eight
percent of the total loan amount or $480 for
the calendar year 2002. (This dollar amount is
adjusted annually based on changes in the
Consumer Price Index. See staff commentary
to 32(a)(1)(ii) for a historical list of dollar
amount adjustments.) (8226.32(a)(1))

Exemptions:

Residential mortgage transactions (generaly
purchase money mortgages),

Reverse mortgage transactions subject to
§226.33, or
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Open-end credit plans subject to Subpart B of
Regulation Z.

Points and Fees include the following:

All items required to be disclosed under
§226.4(a) and (b), except interest or the time-
price differential;

All compensation paid to mortgage brokers;
and

All items listed in 8226.4(c)(7), other than
amounts held for future taxes, unless al of the
following conditions are met:

¥ The chargeis reasonable;

% The creditor receives no direct or indirect
compensation in connection with the
charge;

% The chargeis not paid to an affiliate of the
creditor; and

% Premiums or other charges, paid a or
before closing whether paid in cash or
financed, for optional credit life, acci
health, or loss-of-income insuran
other debt- protectlon or debt canc
products written in connecti it
credit transaction (8226.32(0)(1)

Reverse Mortgages 8226.3

Specific Defenses §108

Defense Againgt Civil, Criminal, and
Administrative Actions

A financid ingtitution in violation of TILA may
avoid ligbility by:

Discovering the error before an action is
brought against the financia institution, or
before the consumer notifies the financia
institution, in writing, of the error.

Notifying the consumer of the error within 60
days of discovery.

Making the necessary adjustments to the
consumer’s account, also within 60 days of
discovery. (The consumer will pay no more
than the lesser of the finance charge actually
disclosed or the dollar equivalent of the APR
actually disclosed.)

The above three actions also may alow the
financia institution to avoid a regulatory order to
reimburse the customer.

An error is “discoveréd

written report of

ncluded in a regulatory agency
ion to the financial institution.

a disclosure eror occurs, the financia

stitution is not required to re-disclose after a
loan has been consummated or an account has
been opened. If the financia institution corrects a
disclosure error by merely re-disclosing required
information accurately, without adjusting the
consumer’s account, the financia institution may
still be subject to civil liability and an order to
reimburse from its regulator.

The circumstances under which a financia
ingtitution may avoid liability under the TILA do
not apply to violations of the Fair Credit Billing
Act (chapter 4 of the TILA).

Additional Defenses Against Civil Actions

The financial institution may avoid liability in a
civil action if it shows by a preponderance of
evidence that the violation was not intentiona and
resulted from a bona fide error that occurred
despite the maintenance of procedures to avoid the
error.

A bona fide eror may include a clerica,
calculation, computer malfunction, programming,
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or printing error. It does not include an error of
legal judgment.

Showing that a violation occurred unintentionally
could be difficult if the financia ingtitution is
unable to produce evidence that explicitly
indicates it has an internal controls program
designed to ensure compliance. The financia
inditution's  demonstrated = commitment  to
compliance and its adoption of policies and
procedures to detect errors before disclosures are
furnished to consumers could strengthen its
defense.

Statute of Limitations 88108 and 130

Civil actions may be brought within one year after
the violation occurred. After that time, and if
allowed by state law, the consumer may still assert
the violation as a defense if a financia ingtitution
were to bring an action to collect the consumer’s
debt.

Criminal actions are not subject to the TILA one-
year statute of limitations.

the financia institution,
depending on whe

There is no time limitation on willful violations
intended to midead the consumer. A summary of
the various time limitations follows.

For open-end credit, reimbursement applies to
violations not older than two years.

For closed-end credit, reimbursement is
generally directed for loans with violations
occurring since the immediately preceding
examination.

RESCISSION RIGHTS (Open-End and
Closed-End Credit) §226.15 and §226.23

TILA provides that for certain transactions
secured by the consumer’s principal dwelling, a
consumer has three business days after becoming
obligated on the debt to rescind the transaction.
The right of rescission alows consumer(s) time to
reexamine their credit agreements and cost
disclosures and to reconsider whether they want to
place their homes at risk by offering it/them as
security for the credit. Transactions exempt from
i Onghiaclude residential mortgage

indable, consumers must be
ing that the creditor has a

recind, how the consumer may
ffects of rescisson, and the date the

To rescind a transaction, a consumer must notify
e creditor in writing by midnight of the third
usiness day after the latest of three events: (1)
consummation of the transaction, (2) delivery of
material TILA disclosures, or (3) receipt of the
required notice of the right to rescind. For
purposes of rescission, business day means every
calendar day except Sundays and the legal public
holidays (8226.2(a)(6)). The term “material
disclosures’ is defined in §226.23(a)(3) to mean
the required disclosures of the annual percentage
rate, the finance charge, the amount financed, the
total of payments, the payment schedule, and the
disclosures and limitations refered to in
§226.32(c) and (d).

The creditor may not disburse any monies (except
into an escrow account) and may not provide
services or materials until the three-day rescission
period has elapsed and the creditor is reasonably
satisfied that the consumer has not rescinded. |If
the consumer rescinds the transaction, the creditor
must refund all amounts paid by the consumer
(even amounts disbursed to third parties) and
terminate its security interest in the consumer’s
home.

Office of Thrift Supervision

January 2004

Compliance Activities 305.29



SECTION: Truth in Lending

A consumer may waive the three-day rescission
period and receve immediate access to loan
proceeds if the consumer has a “bona fide personal
financia emergency.” The consumer must give
the creditor a signed and dated waiver statement
that describes the emergency, specifically waives
the right, and bears the signatures of al consumers
entitled to rescind the transaction. The consumer
provides the explanation for the bona fide personal
financial emergency, but the creditor decides the
sufficiency of the emergency.

If the required rescission notice or material TILA
disclosures are not delivered or if they are
inaccurate, the consumer’s right to rescind may be
extended from three days after becoming obligated
on aloan to up to three years.

Examination Objectives

1. To appraise the quality of the financia
ingtitution's compliance management system
for the Truth in Lending Act and Regulation
Z.

2. To determine the reliance that can be
on the financia ingtitution's compliance
management  system, including ifternal
controls and procedures perfor,
person(s) responsible for [
financia  ingtitution’s
function for the Truth
Regulation Z.

3. To determine Ingtitution’s
compliance wit ding Act and
Regulation Z.

4. To initiate corrective ‘action when policies or
internal  controls are deficient, or when
violations of law or regulation are identified.

5. To determine whether the ingtitution will be
required to make adjustments to consumer
accounts under the restitution provisions of the
Act.

General Procedures

1. Obtain information pertinent to the area of
examination from the financial institution's

compliance management system program
(historical examination findings, complaint
information, and significant findings from
compliance review and audit).

Through discussions with management and
review of the following documents, determine
whether the financia ingtitution’s interna
controls are adequate to ensure compliance in
the area under review. Identify procedures
used daily to detect errorg/violations promptly.
Also, review the procedures used to ensure
compliance when changes occur (e.g., changes
harges, computation

Review compliance review and audit work
ers and determine whether:

a.  The procedures used address all regulatory
provisons (see Transactional Testing
section).

b. Steps are taken to follow up on previously
identified deficiencies.
C. The procedures used include samples that

cover al product types and decision
centers.

d. The work performed is accurate (through
areview of some transactions).

e. Significant deficiencies, and the root
cause of the deficiencies, are included in
reports to management/board.

f. Corrective actions are timely and
appropriate.

g. The area is reviewed at an appropriate
interval.
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Disclosure Forms

4. Determine if the financial ingtitution has
changed any preprinted TILA disclosure
forms or if there are forms that have not been
previoudly reviewed for accuracy. If so:

Veify the accuracy of each preprinted
disclosure by reviewing the following:

Note and/or contract forms (including
those furnished to dealers).

Standard closed-end credit disclosures
(88226.17(a) and 226.18).

ARM disclosures (8§226.19(b)).

High cost
(8226.32(c)).

Initial disclosures (8226.6(a)-(d)) and, if
applicable, additional HELC disclosures
(8226.6(€)).

Credit card application/solicitatt
disclosures (§226.5a(b)-(€)).

HEL C disclosures (8226.5b(d)

mortgage  disclosures

Statement of billing right
terms notice (8226.9(a)).

Reverse
(§226.33(h)).

Closed-End Credit

The terms
should be more conspicuous than other
terms (8226.17(a)).

b. Determine the disclosures include the
following as applicable (§226.18).

1. ldentity of the creditor

2. Brief description of the finance charge
3. Brief description of the APR
4

Variable rate verbiage (8226.18(f)(1)
or (2)).

5. Payment schedule

6. Brief description of the total of
payments

7. Demand feature

8. Description of total sales price in a
credit sale

9. Prepayment penalty’s or rebates
10. Late payment amount or percentage

11. Descripti DI Security interest

t regarding assumption of the
te

atement regarding required deposits.

Determine all variable rate loans with a
maturity greater than one year secured by
a principa dwelling ae given the
following disclosures at the time of
application (8226.19).

1. Consumer handbook on adjustable
rate mortgages or substitute

2. Statement that interest rate payments
and or terms can change

3. The index/formula and a source of
information

4. Explanation of the interest
rate/payment  determination  and
margin

5. Statement that the consumer should
ask for the current interest rate and
margin

6. Statement that the interest rate is
discounted, if applicable

7. Frequency of interest rate and

payment changes

8. Rulesrdating to al changes
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9. Either a historica example based on
15 years, or the initiad rate and
payment with a statement that the
periodic payment may substantialy
increase or decrease together with a
maximum interest rate and payment

10. Explanation of how to compute the
loan payment, giving an example

11. Demand feature, if applicable

12. Statement of content and timing of

adjustment notices

13. Statement that other variable rate loan
program disclosures are available, if

applicable.

d. Determine that the disclosures required for
high-cost mortgage transactions clearly

and conspicuously include the

below. [8226.32(c), see Form H-16 in

Appendix H.]

1. The required statement “you are not
required to complete this agr
merely because you have r
these disclosures or have signed

2.

3. Amoun lar monthly (or
other perigdic) payment and the
amount of loon payment. The

regular payment should include
amounts for voluntary items, such as

credit life insurance or

cancellation coverage, only if the
consumer has previously agreed to the
amount [See staff commentary to

32(0)(3)]

4. Statement that the interest rate may
increase, and the amount of the single
maximum monthly payment, based on
the maximum interest rate allowed

under the contract, if applicable.

5. For a mortgage refinancing, the total
amount borrowed, as reflected by the
face amount of the note; and where
the amount borrowed includes
premiums or other charges for
optional credit insurance or debt-
cancellation coverage, that fact shall
be stated (grouped together with the
amount borrowed).

Open-End Credit Forms Review Procedures

a Determine the jai

ial disclosure statement
e first transaction
and  ensure  the
items below as

is provided

when the finance charge
e and if a grace period

ement of periodic rates used and
e corresponding APR

3. Explanation of the method of
determining the balance on which the
finance charge may be computed

4. Explanation of how the finance charge
would be determined

5. Statement of the amount of any other
charges

6. Statement of creditor's security
interest in the property

7. Statement of billing rights (8§226.12
and 226.13)

8. Certain home equity plan information
if not provided with the application in
a form the consumer could keep.
(8226.6(e)(7))

Determine the following credit card
disclosures were made clearly and
conspicuously on or with a solicitation or
an application. Disclosures in 12-point
type are deemed to comply with the
requirements. See daff comment
5a(a)(2)-1. The APR for purchases (other
than an introductory rate that is lower than
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the rate that will apply after the 1
introductory rate expires) must be in at
least 18-point type (§226.5a). 2,
1. APR for purchases, cash advances,
and balance transfers, including 3.
penalty rates that may apply. If the
rate is variable, the index or formula, 4

and margin must be identified.
Fee for issuance of the card
Minimum finance charge
Transaction fees 6.
Length of the “grace period”
Balance computation method

N o g b~ w D

Statement that charges incurred by use
of the charge card are due when the
periodic statement is received.

Note: The above items must be provided
in a prominent location in the form of a
table.  The remaining items may

included in the same table or cl
conspicuoudy elsewhere on
document. An explanation of\ specifi
events that may result in the 10
a penalty rate must be

c. Determine that disclosure of items 1-7 in
“b” above are made orally for creditor-
initiated telephone applications and pre-
approved solicitations. Also, determine for
applications or solicitations made to the
genera public that the card issuer makes
one of the optional disclosures
(8226.5a(d) and (e)).

d. Determine the following home equity
disclosures were made clearly and
congpicuoudly, at the time of application
(8226.5h).

10.

11.

12.
13.

14.

15.
16.

Home equity brochure

Statement that the consumer should
retain a copy of the disclosure

Statement of the time the specific
terms are available

Statement that terms are subject to
change before the plan opens

Statement that the consumer may
receive afull refund of al fees

the consumer's

right to change, freeze, or
e the account

that information about
conditions for adverse action are
available upon request

Payment terms including the length of
the draw and repayment periods, how
the minimum payment is determined,
the timing of payments, and an
example based on $10,000 and a
recent APR

A recent APR imposed under the plan
and a statement that the rate does not
include costs other than interest (fixed
rate plans only)

Itemization of all fees paid to creditor

Estimate of any fees payable to third
parties to open the account and a
statement that the consumer may
receive a good faith itemization of
third party fees

Statement regarding
amortization, as applicable

negative

Transaction requirements

Statement that the consumer should
consult a tax advisor regarding the
deductibility of interest and charges
under the plan
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17. For variable rate home equity plans,
disclose the following:

i. That the APR, payment, or term
may change

ii. The APR excludes costs other
than interest

iii. ldentify theindex and its source
iv. How the rate will be determined

v. Statement that the consumer
should request information on the
current index value, margin,
discount, premium, or APR

vi. Statement that the initiad rate is
discounted and the duration of the
discount, if applicable

vii. Frequency of APR changes

viii.Rules relating to changes in the
index, APR, and payment amount

iX. Lifetime rate cap and any annual
caps, or a statement that th
no annual limitation

X. The minimum t
requirement, using ghe [
APR, and wh aximum
APR may be imposed

Xi. A table, on $10,000
balan significant

xii. Stat t that rate information
vided on or with each
periodic statement.

e. Determine when the last statement of

billing rights was furnished to customers
and whether the institution used the short
form notice with each periodic statement
(8226.9(a)).

Determine that the notice of any change in
terms was provided 15 days prior to the
effective date of the change (8226.9(b)).

Determine that disclosure of items 1-7 in
“b” above are provided if the account is

renewed. Additionally, the disclosure
provided upon renewa must disclose how
and when the cardholder may terminate
the credit to avoid paying the renewa fee
(8226.9(e)).

Determine that a dStatement of the
maximum interest rate that may be
imposed during the term of the obligation
is made for any loan in which the APR
may increase during the plan (8226.30(b)).

Reverse Mortgage Forms Review Procedures

(Both open and closed-

end)

ent that the consumer is not
gated to complete the reverse
piortgage transaction merely because
e or she has received the disclosures
or signed an application

2. A good faith projection of the total
cost of the credit expressed as a table
of “total annual loan cost rates’
including payments to the consumer,
additiona  creditor compensation,
limitations on consumer liability,
assumed annual appreciation, and the
assumed loan period

3. Anitemization of loan terms, charges,
the age of the youngest borrower, and
the appraised property value

4. An explanation of the table of total
annual loan costs rates.

Note: Forms that include or involve
current transactions, such as change in
terms notices, periodic billing statements,
recisson notices, and billing error
communications, are verified for accuracy
when the file review worksheets are
compl eted.
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Timing of Disclosures

5. Review financid institution policies,
procedures, and systems to determine, either
separately, or when completing the actua file
review, whether the applicable disclosures
listed below are furnished when required by
Regulation Z. Take into account products that
have different features, such as closed-end
loans or credit card accounts that are fixed or
variable rate.

a Credit card application and solicitation
disclosures - On or with the application
(8226.5a(b)).

b. HELC disclosures — At the time the
application is provided or within three
business days under certain circumstances
(8226.5b(b)).

C. Open-end credit initial disclosures —
Before the first transaction is made under
the plan (8226.5(b)(1)).

d. Periodic disclosures — At the end of
billing cycle if the account has a or
credit balance of $1 or more or iffa financ

(8226.9(C)).

h. Finance charge imposed a time of
transaction — Prior to imposing any fee
(8226.9(d)).

i. Disclosures upon renewal of credit or
charge card — 30 days or one billing cycle,
whichever is less before the delivery of
the periodic statement on which the
renewal fee is charged. Alternatively,
notice may be delayed until the mailing or
delivery of the periodic statement on
which the renewa fee is charged to the

accounts if the notice meets certan
requirements (8226.9(e)).

J. Change in credit account insurance
provider — Certain information 30 days
before the change in provider occurs and
certain information 30 days after the
change in provider occurs. The ingtitution
may provide a combined disclosure 30
days before the change in provider occurs

(8226.9(1)).
k. Closed-end credit disclosures — Before
consummati@ni(§226.17(b)).

action under an open-end credit plan
6.31(c)(2)).

Disclosures for adjustable-rate mortgages
— 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 new payment
amount is due, or in accordance with other
variable-rate subsequent-disclosure
regulations issued by a supervisory agency
(8226.20(c)).

Record Retention

6. Review the financia ingtitution's record
retention practices to determine whether
evidence of compliance (for other than the
advertisng requirements) is retained for at
least two years after the disclosures was
required to be made or other action was
required to be taken (§226.25).

Transactional Testing
Note: When verifying APR accuracies, use the

OCC’s APR calculation model or other calculation
tool acceptable to your regulatory agency.
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Advertising
7. Sample advertisng copy, including any
Internet  advertisng, since the previous

examination and verify that the terms of credit
are specific. If triggering terms are used,
determine the required disclosures are made
(88226.16 and 226.24).

For advertissments for
determine:

closed-end credit,

¥, if arate of finance charge was stated, that

it was stated as an APR

% if an APR will increase dfter
consummation, a statement to that fact is
made

Closed-End Credit

8. For each type of closed-end loan being tested,
determine the accuracy of the disclosures by
comparing the disclosures to the contract and
other  financia ingtitution  documents
(8226.17).

9. Determine whether the required disc
were made before consummation
transaction and ensure the
accuracy of the items below,
(8226.18).

a  Amount financed

financed

b. Iltemization e
(RESPA

Stitute)
c. Finance charg
d APR

e. Variable rate verbiage as follows for loans
not secured by a principa dwelling or
with terms of one year or less:

1. Circumstances which permit
increase

rate

2. Limitations on the increase (periodic
or lifetime)

3. Effectsof theincrease

10.

4. Hypothetical example of new payment
terms

f. Payment schedule including amount,
timing and number of payments.

Tota of payments.
Total sales price (credit sale)
i. Description of security interest

Credit life insurance premium included in
the finance charge unless:

—

ired;
initial  term is
igns  or initids an

written request for the

insurance available from the
or excluded from the finance charge

the premium for the initial term of the
insurance is disclosed

Required deposit.

Determine for adjustable rate mortgage loans
secured by the borrower’s principal dwelling
with maturities of more than one year that the
required early and subsequent disclosures are
complete, accurate, and timely. Early
disclosures required by §226.19(a) are verified
during the closed-end credit forms review.
Subsequent disclosures should include the
items below, as applicable (8226.20(c)).

a Current and prior interest rates

Index values used to determine current
and prior interest rates

c. Extent to which the creditor has foregone
an increase in the interest rate

d. Contractual effects of the adjustment (new
payment and loan balance)

e. Payment required
amortization.

to avoid negative
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Note: The accuracy of the adjusted interest rates
and indexes should be verified by comparing them
with the contract and early disclosures. Refer to
the Additiona Variable Rate Testing section of
these examination procedures.

11. Determine, for each type of closed-end
recindable loan being tested, two copies of
the rescisson notice are provided to each
person whose ownership interest is or will be
subject to the security interest. The rescission
notice must disclose the items below
(8226.23(b)).

17.

a  Security interest taken in the consumer’s
principal dwelling

b. Consumer's right to rescind the
transaction

c. How to exercise the right to rescind, with
a form for that purpose, designating the
address of the creditor’s place of business

d. Effects of rescission

e. Datethe rescission period expires.

12. Ensure funding was delayed til  th
rescission period expired (8226 )

13. Determine if the ingitutio
three-day right to resci i

examination. |If

14.

rate consum edit contract secured by a
dwelling (§226.30

Open-End Credit

15. For each open-end credit product tested,
determine the accuracy of the disclosures by
comparing the disclosure with the contract and
other  financial ingtitution  documents
(8226.5(c)).

16. Review the financial ingtitution's policies,
procedures, and practices to determine
whether it provides appropriate disclosures for

creditor-initiated direct mail applications and
solicitations to open charge card accounts,
telephone applications and <solicitations to
open charge card accounts, and applications
and solicitations made available to the genera
public to open charge card accounts
(8226.5a(b), (c), and (d)).

Determine for al home equity plans with a
variable rate that the APR is based on an
independent index. Further, ensure home
equity plans are terminated or terms changed
only if certain conditions exist (§226.5b(f)).

onsumer rejected a
posed until three business

' consecutive  periodic  hilling
ements for each major type of open-end
it activity offered (overdraft and home-
equity lines of credit, credit card programs,
etc). Determine whether disclosures were
calculated accurately and are consistent with
the initial disclosure statement furnished in
connection with the accounts (or any
subsequent change in terms notice) and the
underlying contractual terms governing the
plan(s). The periodic statement must disclose
the items below, as applicable (8226.7).

a Previous baance

b. Identification of transactions

c. Datesand amounts of any credits

d. Periodic rates and corresponding APRS, if
variable rate plan, must disclose that the
periodic rates may vary

e. Baance on which the finance charge is
computed and an explanation of how the
balance is determined

f. Amount of finance charge with an
itemization of each of the components of
the finance charge

g. Annual percentage rate

Office of Thrift Supervision January 2004
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h. Itemization of other charges
i. Closing date and balance

J. Payment date, if there is a “free ride”
period
k. Addressfor notice of billing errors.

20. Veify the ingtitution credits a payment to the
open-end account as of the date of receipt
(8226.10).

21. Determine ingtitution’s treatment of credit
balances. Specifically, if the account’s credit
balance is in excess of $1, the institution must
disclose the items below (8226.11).

a Credit the amount to the consumer’'s
account;

b. Refund any part of the remaining credit
balance within seven business days from
receiving a written request from the
consumer; and

c. Make a good faith effort to refund
amount of the credit to a deposit n
of the consumer if the credit remains for
more than six months.

22. Review a sample of b||||ng
files and a sample of
asserted a clam or the

financia institution fo d dispute
regardl ng propert erify the
following (8822

a. Credit cards ed only upon request

Liability for unauthorized credit card use
islimited to $50

c. Disputed amounts are not reported
delinquent unless remaining unpaid after
the dispute has been settled

d. Offsetting credit card indebtedness is
prohibited

e. Errors are resolved within two complete
billing cycles.

23. Determine, for each type of open-end
recindable loan being tested, two copies of
the rescisson notice are provided to each
person whose ownership interest is or will be
subject to the security interest and perform
items 11, 12, and 13 under Closed-End Crediit.

Additional Variable Rate Testing

24. Veify that when accounts were opened or
loans were consummated that loan contract
terms were recorded correctly in the financia

ding method, and
ljustment caps (periodic and lifetime).

sing a sample of periodic disclosures for
open-end variable rate accounts (e.g., home
equity accounts) and closed-end rate change
notices for adjustable rate mortgage loans:

a.  Compare the rate-change date and rate on
the credit obligation to the actual rate-
change date and rate imposed.

b. Determine that the index disclosed and
imposed is based on the terms of the
contract (example: the weekly average of
oneyear Treasury constant maturities,
taken as of 45 days before the change
date) (88226.7(g) and 226.20(c)(2)).

c. Determine that the new interest rate is
correctly disclosed by adding the correct
index value with the margin stated in the
note, plus or minus any contractual
fractional adjustment (88226.7(g) and
226.20 (c)(2)).

d. Determine that the new payment disclosed
(8226.20(c)(4)) was based on an interest
rate and loan balance in effect at least 25
days before the payment change date
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(consistent with the

(8226.20(c)).

contract)

Certain Home Mortgage Transactions

26. Determine whether the financia institution
originates consumer credit transactions subject
to Subpart E of Regulation Z; specificaly,
certain closed-end home mortgages (high-cost
mortgages (8226.32) and reverse mortgages
(8226.33).

27. Examiners may use the attached worksheet as
an aid for identifying and reviewing high-cost
mortgages.

28. Review both high-cost and reverse mortgages
to ensure the following:

a Regquired disclosures are provided to
consumers in addition to, not in lieu of,
the disclosures contained in other subparts
of Regulation Z (8226.31(a)).

b. Disclosures are clear and conspicuous,
writing, and in a form that the er
may keep (8226.31(b)).

c. Disclosures are furnish
business days prior to ¢
mortgage transaction,co
or a closed-
transaction (or
prior to the fi

terms of the legal
the parties
(8226.31(d)).

e. If the transaction involves more than one
creditor, only one creditor shall provide
the disclosures. Where the obligation
involves  multiple  consumers,  the
disclosures may be provided to any
consumer who is primarily liable on the
obligation. However, for rescindable
transactions, the disclosures must be
provided to each consumer who has the
right to rescind (8226.31(e)).

f. The APR is accurately caculated and
disclosed in accordance with the

b.

requirements and within the tolerances
allowed in §226.22 (§226.31(Q)).

29. For high-cost mortgages (8226.32), ensure
that:

In addition to other required disclosures,
the creditor discloses the following at least
three  busness days prior to
consummation: [See model disclosure at
App. H-16]

1. Notice aining the prescribed
langu 2(c)(2)).
2. centage rete

regular loan payment and
nt of any balloon payment

-32(c)(3))-

or variable rate loans, a statement

that the interest rate and monthly
payment may increase, and the
amount of the single maximum
monthly payment alowed under the
contract (8226.32(c)(4)).

5. For a mortgage refinancing, the total
amount the consumer will borrow (the
face amount) and if this amount
includes premiums or other charges
for optional credit insurance or debt-
cancellation coverage, that fact is
stated. This disclosure shall be treated
as accurate if within  $100
(8226.32(c)(5)).

6. A new disclosure is required if,
subsequent to providing the additional
disclosure but prior to consummation,
there are changes in any terms that
make the disclosures inaccurate. For
example, if a consumer purchases
optiona credit insurance and, as a
result, the monthly payment differs
from the payment previoudy
disclosed, redisclosure is required and
a new threeday waiting period
applies (8226.31(c)(2)(i)).

7. If a creditor provides new disclosures
by teephone when the consumer
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initiates a change in terms, then at
consummation: (8226.31(c)(1)(ii))

% The creditor must provide new
written  disclosures and  both
parties must sign a statement that
these new disclosures were
provided by telephone at least
three days prior to consummation.

If a consumer waives the right to a
three-day waiting period to meet a
bona  fide  personal financial
emergency, the consumer's waiver
must be a dated written statement (not
a pre-printed form) describing the
emergency and bearing the signature
of al entitled to the waiting period (a
consumer can wave only after
receiving the required disclosures and
prior to consummeation)
(8226.31(c)()(iii)).

c. High-cost mortgage transactions do not
provide for any of the following loan
terms:

1

Balloon payment (if termis less
5 years, with exceptions)
(8226.32(d)(1)(i) and (ii)).

Negative amortization

(8226.32(d)(2)).

Advance pay s fram th ceeds
of more than 1odi g payments

e after default

A rebate of Interest, arisng from a
loan acceleration due to default,
calculated by a method less favorable
than the actuaria method
(8226.32(d)(5)).

Prepayment pendties (but permitted
in the first five years if certain
conditions are met) (8226.32(d)(6)

and (7)).
A due-on-demand clause permitting

the creditor to terminate the loan in
advance of maturity and accelerate the

balance, with certain exceptions
(8226.32(d)(8)).

d. The creditor is not engaged in the
following acts and practices for high-cost
mortgages.

1. Home improvement contracts —

paying a contractor under a home
improvement  contract from  the
proceeds of a mortgage unless certain
conditions are met (8226.34(a)(1)).

Notice tgQ ee — <dling or
ignlhng a  high-cost

extending credit — within one year of

aking a high-cost mortgage loan, a
ditor may not refinance any high-
cost mortgage loan to the same
borrower into another high-cost
mortgage loan that is not in the
borrower’s interest. This also applies
to assignees that hold or service the
high-cost mortgage loan.
Commentary to 34(a)(3) has examples
applying the refinancing prohibition
and addressing “borrower’s interest”
(8226.34(8)(3)).

Consumers  ability to  repay -—
engaging in a pattern or practice of
extending high-cost mortgages based
on the consumer’s collateral without
regard to repayment ability, including
the consumer’s current and expected
income, current obligations, and
employment. A violation is presumed
if there is a pattern or practice of
making such mortgage loans without
verifying and documenting
consumers' repayment ability.

A. A creditor may consder any
expected income of the consumer,
including:

i. Regular salary or wages,
ii. Gifts;
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iii. Expected retirement

payments; and

. Income from sdlf-
employment.

. Equity income that would be
redlized from the collateral may
not be considered.

Creditors may verify and
document a consumer’s income
and obligations through any
reliable source that provides the
creditor with a reasonable basis
for believing that there are
sufficient funds to support the
loan. Reliable sourcesinclude:

i. Credit reports,
ii. Tax return;
iii. Pension statements; or

iv. Payment records for

employment income.

If a loan transaction i \
discounted introductory frate, th
creditor  must S th

0 Tep

consumer’s abili
on the non-discou

fully

contains
that may be
“pattern  or

income and

i gations (§226.34(2)(4)).

30. Ensure that the creditor does not structure a
home-secured loan as an open-end plan
(“spurious open-end credit’) to evade the
requirements of Regulation Z. See staff
commentary to 34(b) for factors to be
considered (8226.34(b)).

Administrative Enforcement

31. If there is noncompliance involving
understated finance charges or understated
APRs subject to reimbursement under the
FFIEC Policy Guide on Reimbursement
(policy guide), continue with step 32.

32. Document the date on which the
administrative enforcement of the TILA
policy  statement would apply  for

reimbursement purposes by determining the
date of the precediag,examination.

report of examination.

. “Netify your supervisory office for follow
up with the regulator that has primary
responsibility for the origina creditor.

the noncompliance involves direct credit:

c. Make an initiad determination whether the
violation is a pattern or practice.

d. Calculate the reimbursement for the loans
or accounts in an expanded sample of the
identified population.

Estimate the total impact on the
population based on the expanded sample.

f. Inform management that reimbursement
may be necessary under the law and the
policy guide, and discuss all substantive
facts including the sample loans and
calculations.

g. Inform management of the financia
ingtitution’s options under section 130 of
the TILA for avoiding civil liability and of
its option under the policy guide and
section 108 (e)(6) of the TILA for
avoiding a regulatory agency’s order to
reimburse affected borrowers.
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HIGH-COST MORTGAGE (8226.32) WORKSHEET

Borrower’'s Name Loan Number:

COVERAGE

Yes

Is the loan secured by the consumer’s principal dwelling?
[8§226.2(a)(19), §226.32(8)(1)]

If the answer isNo, STOP HERE

Is the loan for the following purpose?

1. Residential Mortgage Transaction — [8§226.2(a)(24)]

2. Reverse Mortgage Transaction — [8226.33]

3. Open-End Credit Plan — Subpart B
[note prohibition against structuring lo
plans to evade §226.32 —[§226.34(

If the answer isYesto Box 1, 2, or

STOPHERE. If No, continueto Test 1.
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TEST 1 — CALCULATION OF APR

A. Disclosed APR

B. Treasury Security Yield of Comparable Maturity

Obtain the Treasury Constant Maturities Yield from the FRB’ s Statistical
Release, H-15 — Selected Interest Rates (the “Business’ links will display daily
yields). Usetheyield that has the most comparable maturity to the |loan term
and is from the 15" day of the month that immediately precedes the month of
the application. If the 15" is not a business day, use the yield for the business
day immediately preceding the 15", If the |oan term is exactly halfway
between two published security maturities, use the lower of the two yields.)
Note: Creditors may use the FRB’s Selected Interest Rates or the actu

auction results. See Staff Commentary to Regulation Z for further detérls.
[8226.32(8)(1)(i)]

http://www.federalreserve.gov/rel eases/H15/data.htm

C. Treasury Security Yield of Comparable Maturity (
Plus: 8 percentage points for first-lien loan; or
10 percentage points for subordinate-li

Yes No

D. IsBox A greater than Box C?

If Yes, thetransaction isa High-Cost Mortgag
Fees.

0, continueto Test 2, Points and
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HIGH-COST MORTGAGE (8226.32) WORKSHEET

TEST 2 — CALCULATION OF POINTS AND FEES

STEP 1: Identify all Charges Paid by the Consumer at or before Loan Closing

A. Finance Charges— 8226.4(a) and (b) (Interest, including per-diem interest, and time
price differential are excluded from these amounts.)

Fee Subtotals

Loan Points

Mortgage Broker Fee

Loan Service Fees

Required Closing Agent/3 Party Fees
Regquired Credit Insurance

Private Mortgage | nsurance

Life of Loan Charges (flood, taxes, etc.)
Any Other Fees Considered Finance Charges

Subtotal

B. Certain Non-Finance Charges Undey, . clude fees paid by consumers
only if the amount of the fee is unreason.
compensation from the charge or the char
example in §226.32(b)(1)(ii) of the'commen

is paid 10 an affiliate of the bank. (Seethe
further explanation.)

Title Examination

Title Insurance

Property Survey

Document
Credit Repa
Appraisa
Feefor “Initial” Flood Hazard Determination
Pest Inspection

Any Other Fees Not Considered Finance Charges

Subtotal

C. Premiumsor Other Chargesfor Optional Credit Life, Accident,
Health, or Loss-of-Income Insurance, or Debt-Cancellation Coverage

D. Total Points& Fees. Add Subtotalsfor A, B, C
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HIGH-COST MORTGAGE (8226.32) WORKSHEET

TEST 2—CALCULATION OF POINTS AND FEES (continued)

STEP 2: Determinethe Total Loan Amount for Cost Calculation [226.32(a)(1)(ii)]

A. Determinethe Amount Financed [8226.18(b)]
Principa Loan Amount

Plus: Other Amounts Financed by the Lender (not
already included in the principal and not part of the
finance charge)

Less: Prepaid Finance Charges [8226.2(a)(23)]

Equals: Amount Financed

B. Deduct costsincluded in the pointsand feesund
§226.32(b)(1)(iii) and (iv) (Step 1, Box B an
financed by the creditor

C. Total Loan Amount (Step 2, Box A'minusB

B. Annua Adjustment Amount —[8226.32(a)(1)(ii)]
1999: $441; 2000; $451; 2001: $465; 2002: $480
(use the dollar amount corresponding to the year of the loan’s
origination)

C. Tota Points & Fees (Step 1, Box D)

Yes No

In Step 3, does Box C exceed the greater of Box A or Box B?

Cost Mortgage under Test 2, Points and Fees.

If Yes, thetransaction isa High-Cost Mortgage. If No, thetransaction isnot a High-
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CHAPTER: Consumer Affairs Laws and Regulations

SECTION:

Homeowners Protection Act

Section 323

l. Background

The Homeowners Protection Act of 1998 (the Act)
was signed into law on July 29, 1998, and became
effective on July 29, 1999. The Act was amended
on December 27, 2000 to provide technical correc-
tions and clarification. The Act, also known as the
“PMI Cancdlation Act,” addresses homeowners
difficulties in canceling private mortgage insurance
(PMI)" coverage. It establishes provisions for can-
celing and terminating PMI, establishes disclosure
and notification requirements, and requires the re-
turn of unearned premiums.

PMI is insurance that protects lenders from the
risk of default and foreclosure. PMI alows pro-
spective buyers who cannot, or choose not to, pro-
vide significant down payments to obtain mortgage
financing at affordable rates. It isused extensively
to facilitate “high-ratio” loans (generally, loans in
which the loan to value (LTV) ratio exceeds
percent). With PMI, the lender can recover co:
associated with the resale of foreclosed Y,
and accrued interest payments or fixed c@sts, such
as taxes or insurance policies, paid prior tQresale.

Excessive PMI coverage provid
tection for a lender and do
rower. In some inst
experienced problems i
times, lenders may have

g PMI coverage varied
Prior to the Act, home-
irse when lenders refused

widely among lende
owners had limited r

# Approved — FFIEC

! The Act does not apply to mortgage insurance made
available under the National Housing Act, title 38 of
the United States Code, or title V of the Housing Act
of 1949. Thisincludes mortgage insurance on loans
made by the Federal Housing Administration and
guarantees on mortgage |oans made by the Veterans
Administration.

refused

to cancd their PMI coverage. Even homeowners
in the few states that had laws pertaining to PMI
cancellation or termination noted difficulties in
canceling or terminating their PMI policies. The
Act now protects homeowners by prohibiting life
of loan PMI coverage for borrower-paid PMI
products and establishing uniform procedures for
the cancellation and termination of PMI policies.

ive Date

0 “residential mortgage
as mortgage loan transac-
or after July 29, 1999, to
( ion, initial construction or refi-
single-family dwelling that serves as
S principal residence®> The Act aso

jdential mortgages,” defined as mortgages,
loans or other evidences of a security interest cre-
ed for a single-family dwelling that is the princi-
pal residence of the borrower (12 USC 4901(14)
and (15)). A condominium, townhouse, coopera-
tive or mobile home is considered to be a single-
family dwelling covered by the Act.

The Act’s requirements vary depending on whether
amortgageis:

A “residentiad mortgage” or a “residentia
mortgage transaction”;

Defined as high risk (either by the lender in the
case of nonconforming loans, or Fannie Mae

2 For purposes of these procedures, “refinancing”
means the refinancing of loans any portion of which
was to provide financing for the acquisition or initial
construction of a single-family dwelling that serves as
aborrower’s principal residence. See 15 USCC 1601
et. seq. and 12 CFR 226.20.

3 For purposes of these procedures, junior mortgages
that provide financing for the acquisition, initial con-
struction or refinancing of a single-family dwelling
that serves as a borrower’ s primary residence are cov-
ered.
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and Freddie Mac in the case of conforming
loans);

Financed under a fixed rate or an adjustable
rate; or

Covered by borrower-paid private mortgage
insurance (BPMI) or Iender paid private mort-
gage insurance (LPM1).*

. Cancellation and Termination of

PMI for Non-High Risk
Residential Mortgage
Transactions

A. Borrower Requested Cancellation

A borrower may initiate cancellation of PMI cov-
erage by submitting a written request to the ser-
vicer. The servicer must take action to cancel PMI
when the cancellation date occurs, which is when
the principal balance of the loan reaches (based on
actual payments) or is first scheduled to reach 80
percent of the “original value,”® irrespective of the
outstanding balance, based upon the initial

zation schedule (in the case of afixed rate |oan) or

amortization schedule then in effect (in the of
an adjustable rate loan),® or any d ereaifiter
that:
the borrower submits a ion
request
* All sections of th anual apply to

®“Original value” is defined s the lesser of the sales
price of the secured property as reflected in the pur-
chase contract or, the appraised value at the time of
loan consummation. In the case of arefinancing, the
term means the appraised value relied upon by the
lender to approve the refinance transaction.

® The Act includes as an adjustable rate mortgage, a
balloon loan that “contains a conditional right to refi-
nance or modify the unamortized principal at the ma-
turity date.” Therefore, if aballoon loan contains a
conditional right to refinance, theinitial disclosure for
an adjustable rate mortgage would be used even if the
interest rate is fixed.

the borrower has a good payment history;’
the borrower is current;® and

the borrower satisfies any requirement of the
mortgage holder for: (i) evidence of atype es-
tablished in advance that the value of the prop-
erty has not declined below the original value;
and (ii) certification that the borrower’s equity
in the property is not subject to a subordinate
lien (12 USC 4902(a)(4)).

Once PMI is canceled,
further PMI payment

|cer may not require
ms more than 30

equires a servicer to automatically termi-
for residential mortgage transactions on
date that:

the principal balance of the mortgage is first
scheduled to reach 78 percent of the origina
value of the secured property (based solely on
the initial amortization schedule in the case of
a fixed rate loan or on the amortization sched-
ule then in effect in the case of an adjustable
rate loan, irrespective of the outstanding bal-
ance) if the borrower is current; or

if the borrower is not current on that date, on
the first day of the first month following the
date that the borrower becomes current (12
USC 4902(b)).

" A borrower has a good payment history if the bor-
rower: (1) has not made a payment that was 60 days or
more past due within the first 12 months of the last 2
years prior to the later of the cancellation date, or the
date that the borrower request cancellation; or (2) has
not made a payment that was 30 days or more past due
within the 12 months prior to the later of the cancella-
tion date or the date that the borrower requests cancel -
[ation.

8 The Act does not define current.
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If PMI is terminated, the servicer may not require
further payments or premiums of PMI more than
30 days after the termination date or the date fol-
lowing the termination date on which the borrower
becomes current on the payments, whichever is
sooner (12 USC 4902(e)(2)).

There is no provison in the automatic termination
section of the Act, as there is with the borrower-
requested PMI cancellation section, that protects
the lender against declines in property value or
subordinate liens. The automatic termination pro-
visions make no reference to good payment history
(as prescribed in the borrower-requested provi-
sions), but state only that the borrower must be
current on mortgage payments (12 USC 4902(b)).

C. Final Termination

If PMI coverage on aresidential mortgage transac-
tion was not canceled at the borrower’s request or
by the automatic termination provision, the ser-
vicer must terminate PM| coverage by the first day
of the month immediately following the date th
the midpoint of the loan's amortization period i
on that date, the borrower is current on
ments required by the terms of the mort
the borrower is not current on that d
should be terminated when the
come current).

The midpoint of the amorti alfway
through the period betw of the am-
ortization period establi mmation and
ending when the i led to be amor-

S
16 ade
e ¥

‘of PMI more than 30 days

D. Loan Modifications

If a borrower and mortgage holder agree to modify
the terms and conditions of a loan pursuant to a
residential mortgage transaction, the cancellation,
termination or final termination dates shall be re-
calculated to reflect the modification (12 USC
4902(d)).

E. Exclusons

The Act’s cancellation and termination provisions
do not apply to residential mortgage transactions
for which Lender Paid Mortgage Insurance
(LPMI) isrequired (12 USC 4905(b).

F. Return of Unearned Premiums

The servicer must return all unearned PMI premi-
ums to the borrower within 45 days after cancella-
tion or termination OfgRPMI coverage. Within 30

i le servicer of cancella-
overage, a mortgage
gervicer any amount of
olding to permit the ser-
iums to the borrower (12

ellation or termination of PMI does not
he rights of any lender, servicer or mortgage
insurer to enforce any obligation of a borrower for
ments of premiums that accrued before the
cancellation or termination occurred (12 USC
4902 (h)).

V. Exceptions to Cancellation and

Termination Provisions for High
Risk Residential Mortgage
Transactions

The borrower-requested cancellation at 80 percent
LTV and the automatic termination at 78 percent
LTV requirements of the Act do not apply to “high
risk” loans. However, high risk loans are subject
to final termination and are divided into two cate-
gories - conforming (Fannie Mae/Freddie Mac-

defined high-risk loans) and nonconforming
(lender-defined  high-risk  loans) (12 USC
4902(g)(1)).

A. Conforming Loans (Fannie Mae/Freddie
Mac-Defined High Risk Loans)

Conforming loans are those loans with an original
principal balance not exceeding Freddie Mac's and
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Fannie Ma€e's conforming loan limits® Fannie
Mae and Freddie Mac are authorized under the Act
to establish a category of residential mortgage
transactions that are not subject to the Act’s re-
quirements for borrower-requested cancellation or
automatic termination, because of the high risk
associated with them.™ They are, however, subject
to the final termination provision of the Act. As
such, PMI on a conforming high risk loan must be
terminated by the first day of the month following
the date that is the midpoint of the loan’s initial
amortization schedule (in the case of a fixed rate
loan) or amortization schedule then in effect (in the
case of an adjustable rate loan) if, on that date, the
borrower is current on the loan. (If the borrower is
not current on that date, PMI should be terminated
when the borrower does become current.)

B. Nonconforming L oans (L ender-Defined
High Risk Loans)

Nonconforming loans are those residential mort-
gage transactions that have an original principal
balance exceeding Freddie Mac's and Fannie
Mae's conforming loan limits. Lender-defi
high risk loans are not subject to the Acti
quirements for borrower-requested cancell

automatic termination. However, if i
mortgage transaction is a lender-defj
loan, PMI must be terminated on th
the principa balance of the ma
on the initial amortization
afixed rate loan) or the amorti
in effect (in the case 0 '
that mortgage and |
balance for that
scheduled to reach 7
of the property securing

Like conforming loans that are determined to be
high risk by Freddie Mac and Fannie Mae, a resi-
dentiad mortgage transaction that is a lender-
defined high risk loan is subject to the final termi-
nation provision of the Act.

° The limit was $322,700 in 2003.

1% Fannie Mae and Freddie Mac have not defined high-
risk loans as of the date of this publication.

C. Notices

The lender must provide written initial disclosures
at consummation for all high-risk residential mort-
gage transactions (as defined by the lender or Fan-
nie Mae or Freddie Mac), that in no case will PMI
be required beyond the midpoint of the amortiza-
tion period of the loan, if the loan is current. More
specific notice as to the 77 percent LTV termina-
tion standards for lender defined high-risk loans is
not required under the Act.

5 the lender in a residential mort-
to provide to the borrower, at the
slimmation, certain disclosures that de-
borrower’s rights for PMI cancellation
d termination. A borrower may not be charged
y disclosure required by the Act. Initial dis-
osures vary, based upon whether the transaction
IS a fixed rate mortgage, adjustable rate mortgage
or high-risk loan. The Act aso requires that the
borrower be provided with certain annual and other
notices concerning PMI cancellation and termina-
tion. Residential mortgages are subject to certain
annual disclosure requirements.
A. Initial Disclosuresfor Fixed Rate
Resdential Mortgage Transactions

When PMI is required for non-high risk fixed rate
mortgages, the lender must provide to the borrower
at the time the transaction is consummated: (i) a
written initial amortization schedule, and (i) a
written notice that discloses:

The borrower’s right to request cancellation of
PMI, and, based on the initial amortization
schedule, the date the loan balance is sched-
uled to reach 80 percent of the original value

of the property;

The borrower’ s right to request cancellation on
an earlier date, if actual payments bring the
loan balance to 80 percent of the origina value
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of the property sooner than the date based on
the initial amortization schedule;

That PMI will automatically terminate when
the LTV ratio reaches 78 percent of the origi-
nal value of the property and the specific date
that is projected to occur (based on the initial
amortization schedule); and

The Act provides for exemptions to the cancel-
lation and automatic termination provisions for
high-risk mortgages and whether these exemp-
tions apply to the borrower’s loan (12 USC
4903(a)(1)(A)).

B. Initial Disclosuresfor Adjustable Rate
Resdential Mortgage Transactions

When PMI is required for non-high risk adjustable
rate mortgages, the lender must provide to the bor-
rower, at the time the transaction is consummated,
awritten notice that discloses:

The borrower’s right to request cancellatlon
PMI on (i) the date the loan balanc
scheduled to reach 80 percent of theroriginal
value of the property based on the
schedule then in effect or (ii)
ance actually reaches 80 per

value of the property b pay-
ments. The notice mu e ser-
vicer will notify the er (i) or

(i1) occurs;

That PMI

the loan bala

percent of the |naI value of the property
based on the amortization schedule then in ef-

fect. The notice must also state that the bor-
rower will be notified when PMI is terminated
(or that termination will occur when the bor-
rower becomes current on payments); and

That there are exemptions to the cancellation
and automatic termination provisions for high
risk mortgages and whether such exemptions
apply to the borrower's loan (12 USC
4903(a)(1(B)).

C. Initial Disclosuresfor High Risk
Resdential Mortgage Transactions

When PMI is required for high risk residentia
mortgage transactions, the lender must provide to
the borrower a written notice stating that PMI will
not be required beyond the date that is the midpoint
of the loan's amortization period if, on that date,
the borrower is current on the payments as re-
quired by the terms of the loan. The lender must
provide this notice at consummation. The lender
isclesure of the termination at 77

atement that sets forth the rights of the
er to PMI cancellation and termination and
the address and telephone number that the bor-
wer may use to contact the servicer to determine
whether the borrower may cancel PMI (12 USC
4903(a)(3)).

E. Disclosuresfor Existing Residential
M ortgages

When PMI was required for aresidential mortgage
consummated before July 29, 1999, the servicer
must provide to the borrower an annua written
statement that:

States that PMI may be canceled with the con-
sent of the lender or in accordance with state
law; and

Provides the servicer's address and telephone
number, so that the borrower may contact the
servicer to determine whether the borrower
may cancel PMI (12 USC 4903(b)).
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VI. Notification Upon Cancellation
or Termination of PMI Relating
to Residential Mortgage
Transactions

A. Genera

The servicer must, not later than 30 days after
PMI relating to a residential mortgage transaction
is cancelled or terminated, notify the borrower in
writing that:"*

PMI has terminated and the borrower no
longer has PMI; and

No further premiums, payments or other fees
are due or payable by the borrower in connec-
tion with PM1 (12 USC 4904(a)).

B. Notice of Grounds/Timing

If a servicer determines that a borrower in a resi-
dential mortgage transaction does not qualify for
PMI cancellation or automatic termination, the
servicer must provide the borrower with a wii
notice of the grounds relied on for that det
tion. If an appraisal was used in making t
termination, the servicer must give p
results to the borrower. If a borrewer

qualify for cancellation, the notice e pro-
vided not later than 30 days f I of:
(i) the date the borrower’s ation
is received; or (ii) the date o borrower
satisfies any evidence™a n require-
ments of the mortgage orrower does

attomatic termina-
ovided not later than 30
ed termination date (12

not meet the requiremes
tion, the notice must be
days following the sched
USC 4904(b)).

" For adjustable rate mortgages, the initial notice to
borrowers must state that the servicer will notify the
borrower when the cancellation and automatic termi-
nation dates are reached (12 USC 4903(a)(1)(B)).
Servicers should take care that the appropriate notices
are made to borrowers when those dates are reached.

VII.  Disclosure Requirements for
Lender Paid Mortgage Insurance

A. Déefinitions

Borrower paid mortgage insurance (BPMI) means
PMI that is required for a residential mortgage
transaction, the payments for which are made by
the borrower.

Lender paid mortgage insurance (LPMI) means
PMI that is required for a residentia mortgage

jtrons, of the application of
for a residential mortgage

of LPMI required for a residential
gage transaction, the Act requires that the
er provide a written notice to the borrower not
ater than the date on which a loan commitment is
made. The written notice must advise the bor-
rower of the differences between LPMI and BPMI
by notifying the borrower that LPMI:

Differs from BPMI because it cannot be can-
celled by the borrower or automatically termi-
nated as provided under the Act;

Usually results in a mortgage having a higher
interest rate than it would in the case of BPMI;
and

Terminates only when the mortgage is refi-
nanced, (as that term is defined in the Truth in
Lending Act, 15 USC 1601 et seg., and Regu-
lation Z, 12 CFR 226.20), paid off, or other-
wise terminated.

The notice must also provide:

That LPMI and BPMI have both benefits and
disadvantages;
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A generic analysis of the costs and benefits of
a mortgage in the case of LPMI versus BPMI
over aten-year period, assuming prevailing in-
terest and property appreciation rates; and

That LPMI may be tax-deductible for federal
income taxes, if the borrower itemizes ex-
penses for that purpose (12 USC 4905(c)(1)).

C. Noticeat Termination Date

Not later than 30 days after the termination date
that would apply in the case of BPMI, the servicer
shal provide to the borrower a written notice indi-
cating that the borrower may wish to review fi-
nancing options that could eiminate the
requirement for LPMI in connection with the mort-
gage (12 USC 4905(c)(2)).

VIIl. Fees for Disclosures

As dated previoudly, no fee or other cost may be

imposed on a borrower for the disclosures or nati-

fications required to be given to a borrower

lenders or servicers under the Act (12 USC K nues,

IX.  Civil Liability

A. Liability Dependent Upon ion
Servicers, lenders and gagefin hat vio-
late the Act areliable to ers agifollows:

Individual A€l

In the case'Of.individual borrowers:

¥ Actua damages (including interest
accruing on such damages);

Y, Statutory damages not to exceed
$2,000;

¥  Costs of the action; and
¥ Reasonable attorney fees.

Class Action

In the case of a class action suit against a
defendant that is subject to Section 10 of

the Act, (i.e, regulated by the federa
banking agencies, NCUA or the Farm
Credit Administration):

¥  Such statutory damages as the court
may alow up to the lesser of
$500,000 or 1 percent of the liable
party’s net worth;

% Costs of the action; and

¥ Reasonable attorney fees.

suit against a defen-
ion 10 of the Act,

damages (including interest
Ing on such damages);

Statutory damages up to $1,000 per
class member but not to exceed the
lesser of (i) $500,000; or (ii) 1 per-
cent of the liable party’s gross reve-

% Costs of the action; and

% Reasonable attorney fees (12 USC
4907(a)).

B. Statuteof Limitations

A borrower must bring an action under the Act
within two years after the borrower discovers the
violation (12 USC 4907(b)).

C. Mortgage Servicer Liability Limitation

A servicer shall not be liable for its failure to com-
ply with the requirements of the Act if the ser-
vicer's failure to comply is due to the mortgage
insurer’s or lender’ s failure to comply with the Act
(12 USC 4907(c)).
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X. Enforcement

The Act directs the federal banking agencies to
enforce the Act under 12 USC 1818 or any other
authority conferred upon the agencies by law. Un-
der the Act the agencies snall:

Notify applicable lenders or servicers of any
failure to comply with the Act;

Require the lender or servicer, as applicable, to
correct the borrower’s account to reflect the
date on which PMI should have been canceled
or terminated under the Act; and 2

Require the lender or servicer, as applicable, to
return unearned PMI premiums to a borrower
who paid premiums after the date on which the
borrower’s obligation to pay PMI premiums
ceased under the Act (12 USC 4909).

Homeowners Protection Act
Examination Objectives

1. To determine the financial ingtitution’s
pliance with the Homeowners Protecti
of 1998 (HPA), as amended.

Act

2. To assess the quality of the fi
tion's policies and procedur
ing the HPA.

3. To determine the rdli
on the financia inStititi
and procedures @
tion’s compliancgw

4. To initiate corrective

of HPA are identified, or when policies or in-
ternal controls are deficient. 3.

Examination Procedures

1. Through discussions with management and
review of available information, determine if
the institution’s internal controls are adequate
to ensure compliance with the HPA. Consider
the following:

o

Organization charts
Process flowcharts
Policies and procedures
Loan documentation
Checklists

Training

Computer program documentation

g are taken to follow-up on previ-
identified deficiencies;
he procedures used include samples

covering al product types and decision
centers,

The compliance audit work performed is
accurate;

Significant deficiencies and their causes
are included in reports to management
and/or to the Board of Directors;

Corrective action is taken in atimely and
appropriate manner; and

The frequency of compliance review is
appropriate.

Review sample transactions, disclosure and
notification forms, and the financia institu-
tion's policies and procedures to ensure the
institution provides:

Initidl Disclosures for (i) fixed rate
mortgages, (ii) adjustable rate mort-
gages, (iii) high risk loans, and (iv)
lender paid mortgage insurance,

Annual Notices for (i) fixed and ad-
justable rate mortgages and high risk
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loans, and (ii) existing residential mort-
gages,; and

Notices of (i) cancellation, (ii) termina-

tion, (iii) grounds for not canceling

PMI, (iv) grounds for not terminating

PMI, (v) cancellation date for adjust-

able rate mortgages, and (vi) termina-

tion date for lender paid mortgage 7.
insurance.

(Refer to Appendix A for required content of
the disclosure and naotices.)

4. Using the above sample and bank policies and
procedures, determine that borrowers are not
charged for any required disclosures or notifi-
cations (12 USC 4906).

5. Obtain and review a sample of recent written
requests from borrowers to cancel their private
mortgage insurance (PMI) on “non-high risk”
residential mortgage transactions. Verify that
the insurance was cancelled on ether (a) the
date on which the principal balance of the |
was first scheduled to reach 80 per
origina value of the property based
tial amortization schedule (in the
fixed rate loan) or amortizatio
in effect (in the case of an adj
or (b) the date on which the
of the loan actually r
origina value of th
payments, in accord
provisions in g
good paym
if required I
value of the
cline, and certification that the borrower’s eg-
uity was unencumbered by a subordinate lien)
(12 USC 4902(a)).

G

6. Obtain and review a sample of “non-high risk”
PMI residential mortgage transactions where
the borrower did not request cancellation. Se-
lect loans from the sample that have reached a
78 percent or lower LTV ratio based on the
origina value of the property and that are not
current.  Verify that PMI was terminated,
based on the initial amortization schedule (in
the case of a fixed rate loan) or the amortiza-
tion schedule then in effect (in the case of an

adjustable rate loan) on the date that the prin-
cipal balance of the loan was first scheduled to
reach 78 percent of the original value of the
mortgaged property (if the borrower was cur-
rent) or on the first day of the first month after
the date that the borrower became current (12
USC 4902(b)).

Obtain a sample of PMI-covered residentia
mortgage transactions (including high-risk
loans, if any) that are at or beyond the mid-
point of their a ization period. Determine
whether PMI jinated by the first day
of the follo the loan was current.
ent at the midpoint, de-
as terminated by the first
ollowing the day the loan
, a the time of the examina-
e midpoint is not current, de-
hether the financial indtitution is
g the loan and has systems in place
Ure that PMI is terminated when the bor-
becomes current (12 USC 4902(c) and
USC 4902(g)(2)).

Obtain a sample of any lender defined “high
risk” PMI residential mortgage transactions
that have a 77 percent or lower LTV based on
the original value of the property. Verify that
PMI was cancelled, based on the initia amor-
tization schedule (in the case of a fixed rate
loan) or the amortization schedule then in ef-
fect (in the case of an adjustable rate loan), on
the date that the principal balance of the loan
was scheduled to reach 77 percent of the origi-
nal value of the mortgaged property (12 USC
4902(9)(1)(B)).

Obtain a sample of loans that have had PMI
cancelled or terminated (the samples obtained
above can be used). For PMI loans cancelled
upon the borrowers requests, determine that
the financial institution did not require any
PMI payment(s) beyond 30 days of the bor-
rower satisfying the evidence and certification
requirements to cancel PMI (12 USC
4902(e)(1). For the PMI loans that received
automatic termination or fina termination, de-
termine that the financial institution did not re-
quire any PMI payment(s) beyond 30 days of
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termination (12 USC 4902(e)(2) and 12 USC 13.

4902(e)(3)).

10. Using the samples in steps 5, 6, and 7, deter-

mine if the financia institution returned un- 14.

earned premiums, if any, to the borrower
within 45 days after cancellation or termina-
tion (12 USC 4902()(1)).

Conclusions

11. Summarize dl violations and internal deficien-
cies.

12. If the violation(s) and internal deficiencies
noted above represent(s) a pattern or practice,
determine the root cause by identifying weak-
nesses in internal controls, compliance review,
training, management oversight, or other fac-
tors.

O

Identify action needed to correct violations and
weaknesses in the ingtitution’ s compliance sys-
tem, as appropriate.

Discuss findings with the institution’s man-
agement and obtain a commitment for correc-
tive action.

. Determine if enforcement action is appropri-

ate. If so, contact appropriate agency person-
nel for guidance. Section 10(c) of the Act
contains a provisio uiring restitution of
unearned PMI pr

\QQ
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This appendix provides guidance about the timing
and required content of disclosures and notice to be
made in connection with the Act.

1.

Initial disclosures at consummation for fixed
rate residential mortgage transactions must in-
clude:

a

A written amortization schedule (84(a)(1)
(A)(0).

A notice that the borrower may submit a
written request to cancel PMI as of the
date that, based on the initial amortization
schedule, the principal baance is first
scheduled to reach 80% of the original
value of the mortgaged property, irrespec-
tive of the outstanding balance of the
mortgage, or such earlier date that, based
on actual payments, the principal balance
actually reaches 80% of the original value
of the mortgaged property and the bor-
rower has a good payment history and has
satisfied the lender’ s requirements that

value of the mortgaged property has n
declined and is unencumbered by i
nate liens (84(a)(1)(A)(ii)(1) and

The specific date, based o i
ortization schedule, thefloan
scheduled to reach 809
vaue of

irrespective of the
outstanding<alance of the mortgage, the
principal balanece is first scheduled to
reach 78% of the origina value of the
mortgaged property if the loan is current

(84 D)(A)I)).

The specific date the loan balance is
scheduled to reach 78% LTV

(84@D)(A) ().

Notice that exemptions to the right to can-
cel and automatic termination exist for
high-risk loans and whether such exemp-

tions apply (84(a)(L)(A)(ii)(IV)).

2. Initid disclosures a consummation for ad-
justable rate residential mortgage transactions
must include a notice that:

a

The borrower may submit a written re-
guest to cancd PMI as of the date that,
based on the amortization schedule(s) and
irrespective of the outstanding balance of
the mortgage, the principal balance is first
scheduled to reach 80% of the origina
value of the mortgaged property or such
earlier dat ]

¥ servicer will notify the borrower when
e cancellation date is reached, i.e., when
the loan balance represents 80% of the
original value of the mortgaged property

(84(a)(D)(B)(1)).

PMI will automatically terminate when the
loan balance is first scheduled to reach
78% of the original value of the mortgaged
property irrespective of the outstanding
balance of the mortgage and the loan is
current (84(a)(1)(B)(ii)).

On the termination date the borrower will
be notified of the termination or the fact
that PMI will be terminated when the loan
is brought current (84(a)(1)(B)(ii)).

Exemptions to the right to cancel and
automatic termination exist for high-risk
loans and whether such exemptions apply

(8 4@@)(D)(B)(iiD)).

3. Lender has established standards regarding the
type of evidence it requires borrowers to pro-
vide to demonstrate that the value of the mort-
gage property has not declined and they are
provided when a request for cancellation oc-
curs (8 3(a)(3)(A)).
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4. Lender provides written initial disclosures at
consummation for high risk residential mort-
gage transactions (as defined by the lender or
Fannie Mae or Freddie Mac), that PMI will
not be required beyond the midpoint of the
amortization period of the loan, if the loan is
current (4(a)(2)).

5. When the financia ingtitution acts as servicer
for resdential mortgage transactions, it pro-
vides an annual written statement to the bor-
rowers explaining their rights to cancel or
terminate PMI and an address and telephone
number to contact the servicer to determine
whether they may cancel PMI (84(a)(3)).
(Note: This disclosure may be included on
RESPA’s annual escrow account disclosure or
IRS interest payment disclosures.)

6. When the financia institution acts as servicer,
it provides an annual written statement to each
borrower who entered into a residential mort-
gage prior to July 29, 1999, that includes:

a A statement that PMI may, under certai

accordance with applicable
(84(b)(1)).

b. An address and teleph

borrower may use t icer
to determine whet er may
canced the PI ote: This
disclosure J n RESPA’s
annua ccount,disclosure or IRS

7. When the financia ingtitution acts as servicer
for resdential mortgage transactions, it pro-
vides borrowers written notices within 30 days
after the date of cancellation or termination of
PMI that the borrower no longer has PMI and
that no further PMI payments or related fees
are due (8 5(a)).

8. When the financia ingtitution services residen-
tial mortgage transactions, it returns al un-
earned PMI premiums to the borrower within
45 days of either termination upon the bor-
rower’s request or automatic termination under
the HPA (83(e)).

9. When the financia institution acts as servicer
for residential mortgage transactions, it pro-
vides borrowers written notices of the grounds
it relied on (including the results of any ap-
praisal) to deny a borrower’s request for PMI
cancellation, no later than 30 days after the
date the request is received, or the date on
which the borrower satisfies any evidence and
certification requirements established by the
lender, whichever is later (85(b)(1) and 85(b)
(2)(A)).

10. When the financig
for residential
vides borr

automatically terminate
days after the scheduled
(b)(2)(B)).

of “a fixed rate loan) or the amortization
S) (in the case of an adjustable rate loan),
rincipal balance of the loan is first scheduled
0 reach 78% of the origina value of mortgaged
roperty, assuming the borrower is current on that
date or the earliest date thereafter on which the
borrower becomes current.

11. When the financia institution acts as a ser-
vicer for adjustable rate residential mortgage
transactions, the financia institution notifies
borrowers that the cancellation date has been
reached (84(2)(1)(B)(i)).

12. When the financia institution acts as a ser-
vicer for adjustable rate residential mortgage
transactions, the financia institution notifies
the borrowers on the termination date that PMI
has been cancelled or will be cancelled as soon
as the borrower is current on loan payments

(84(a)(D)(B)(ii)).

13. When the financial institution requires “Lender
Paid Mortgage Insurance” (LPMI) for residen-
tial mortgage transactions, it provides a writ-
ten notice to a prospective borrower on or
before the loan commitment date that includes:
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a. A statement that LPMI differs from bor- 14. If the lender requires LPMI for residential
rower paid mortgage insurance (BPMI) in mortgage transactions, and the financial ingti-
that the borrower may not cancel LPMI, tution acts as servicer, does it notify the bor-
while BPMI is subject to cancellation and rower in writing within 30 days of the
automatic termination under the HPA termination date that would have applied if it
(86(c)(1)(A)). were a BPMI transaction, that the borrower

may wish to review financing options that

b. A statement that LPMI usually results in a could eiminate the requirement for PMI

mortgage with a higher interest rate than

BPMI (86(c)(1)(B)(i)). (86(c)(2)).

c. A satement that LPMI only terminates 15. When the financia institution prohibits bor-
when the transaction is refinanced, paid rower paid fees for the disclosures and notifi-
off, or otherwise terminated cations requir e HPA (§7).

(86(c)(D(B)(i1).

d. A statement that LPMI and BPMI both
have benefits and disadvantages and a ge-
neric analysis reflecting the differing costs
and benefits of each over a 10-year period,
assuming prevailing interest and property

appreciation rates (86(c)(1)(C)). Q
e. A datement that LPMI may be tax-
deductible for federal income taxes if

borrower itemizes expenses for that pu
pose (86(c)(1)(D)).
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Introduction

Overview

For consumers, leasing is an alternative to buying
ather with cash or on credit. A lease is a contract
between a lessor (the property owner) and a lessee
(the property user) for the use of property subject
to stated terms and limitations for a specified pe-
riod and at a specified payment.

The Consumer Leasing Act (15 USC 1667 &t. seq.)
(CLA) was passed in 1976 to assure that meaning-
ful and accurate disclosure of lease terms is
provided to consumers before entering into a con-
tract. It applies to consumer leases of personal
property. With this information, consumers can
more easily compare one lease with another, as
well as compare the cost of leasing with the cost of
buying on credit or the opportunity cost of paying
cash. In addition, the CLA puts limits on ballo
payments sometimes due at the end of al d
regulates advertising.

Originally, the CLA was part of th h end-
ing Act, and was implemented
When Regulation Z was revi

ugh specialized bank
finance companies, other fi-
ly by retailers.

subsidiaries, vehicle
nance companies, or

Key Definitions

The definition of certain terms is necessary to un-
derstand the requirements imposed by the CLA.
These terms include lease, lessor, lessee, consumer
lease, open-end lease, closed-end lease, redlized
value, residual value, gross capitalized cost, capi-

# Approved — FFIEC

talized cost reduction, and adjusted capitalized
cost.

Lessee

A lessee is a natura person who enters in to or is
offered a consumer lease.

1 Or organization who
ase, or arranges for the

for the use of personal property by an individ-
ual (natural person),

to be used primarily for personal, family, or
household purposes,

for a period of more than 4 months (week-to-
week and month-to-month leases do not meet
this criterion, even though they may be ex-
tended beyond 4 months), and

with a total contractual cost of no more than
$25,000.

Specifically excluded from coverage are |eases that
are:

for business, agricultural or made to an or-
ganization or government,

for real property,

for persona property which are incidental to
the lease of real property, subject to certain
conditions, and

for credit sales, as defined in Regulation Z
§226.2(a)(16).
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A lease meeting dl of these criteria is covered by
the CLA and the Federal Reserve Board's Regula-
tion M. If any one of these criteria is not met, for
example, if the leased property is used primarily
for business purposes or if the total contractual
cost exceeds $25,000, the CLA and Regulation M

do not apply.

Consumer leases fall into one of two categories:
closed end and open end. Since the information
required to be disclosed to the consumer will vary
with the kind of leasg, it is important to note the
difference between them. However, to properly
understand the difference, realized value and resid-
ual value must first be defined.

Realized Value

The redlized value is the price received by the les-
sor of the leased property at disposition, the
highest offer for disposition of the leased property,
or the fair market value of the leased property at
the end of the lease term.

Residual Value

The residual value is the value of the leased grop-
ety a the end of the lease, as estim or
assigned at consummation of the lease by theyles-
Sor.

Open-end Lease

An open-end lease is a
owed at the end of the

value isless than the residual value or he may get a
refund if the realized value is greater than the re-
sidual value at scheduled termination.

Closed-end Lease

A closed-end lease is a lease other than an open-
end lease. This type of lease allows the consumer
to “walk away” at the end of the contract period,
with no further payment obligation — unless the
property has been damaged or has sustained ab-
normal wear and tear.

Gross Capitalized Cost

The gross capitalized cost is the amount agreed
upon by the lessor and lessee as the value of the
leased property, plus any items that are capitalized
or amortized during the lease term. These items
may include taxes, insurance, service agreements,
and any outstanding prior credit or lease balance.

Capitalized Cost Reduction

This term means the total amount of any rebate,
cash payment, net trade-il.allowance, and noncash

the amount used by the
base periodic payment.

e required by federa law to provide the
nsumer with leasing cost information and other
osures in a format similar to the model disclo-
re forms found in Appendix A to the regulation.
ertain pieces of this information must be kept to-
gether and must be segregated from other lease
information. All of the information stated must be
accurate, clear and conspicuous, and provided in
writing in a form that the consumer may keep.*
Disclosures are to be provided in the following cir-
cumstances.

Prior to or Due at Lease Sgning

A dated disclosure must be given to the consumer
before signing the lease and must contain all of the
information detailed in Section 4 of the regulation.
Renegotiations and Extensions

New disclosures also must be provided when a

consumer renegotiates, or extends a lease, subject
to certain exceptions.

! Alternatively, the information may be provided elec-
tronically, where agreed to by the consumer. The
provisions to provide disclosures electronically are
currently not mandatory. (7/2002)
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Multiple Lessors/Lessees

In the event of multiple lessors, one lessor on be-
half of &l the lessors may make the required
disclosures. If the lease involves more than one
lessee, the required disclosures should be given to
any lessee who is primarily liable.

Advertising

Advertisements concerning consumer leases must
also comply with certain disclosure requirements.
All advertisements must be accurate. If a printed
ad includes any reference to certain “trigger terms”
— the amount of any payment, statement of a capi-
talized cost reduction (i.e, down payment), or
other payment required prior to or at lease signing
or delivery, or that no such payment is required —
then the ad must also state the following:

that the transaction is for alease,

the total amount due prior to or at lease sign-
ing or delivery,

the number, amounts and due dates or period
of the scheduled payments, and

a statement of whether or not a ity de-
posit is required.

An advertisement for an opep-en a$o must
include a statement that charg be im-
posed a the end of on the
difference between t d the redl-
ized value at the

If lessors give a tage rate in an advertise-
ment, the rate cann more prominent than any
of the other required losures. They must aso
include a statement that “this percentage may not
measure the overall cost of financing this lease.”
The lessor cannot use the term “annual percentage

rate,” “annual leaserate,” or any equivalent term.

Some fees (license, registration, taxes, and inspec-
tion fees) may vary by state or locality. An
advertissment may exclude these third-party fees
from the disclosure of a periodic payment or total
amount due at lease signing or delivery, provided
the ad states that these have been excluded. Oth-
erwise, an ad may include these fees in the periodic
payment or total amount due, provided it states

that the fees are based on a particular state or lo-
cality and indicates that the fees may vary.

Limits on Balloon Payments

In order to limit balloon payments that may be re-
quired of the consumer, certain sections of the
regulation cal for reasonable calculations and es-
timates. These provisions protect the consumer at
early termination of a lease, at the end of the lease
term, or in delinquency, default, or late payment
status. The provisions limit the lessee’s liability at
the end of the leaseqderm and set reasonableness
standards for w :

tion charges, and

apply to the CLA. Actions
re to disclose the required informa-
ise comply with the CLA, must be

ecord Retention

Lessors are required to maintain evidence of
compliance with the requirements imposed by
Regulation M, other than the advertising require-
ments under Section 7 of the regulation, for a
period of not less than two years after the date of
the disclosures are required to be made or an ac-
tion isrequired to be taken.

Examination Objectives

1. To assess the quality of the institution’s com-
pliance management system for the Consumer
Leasing Act.

2. To determine that lessees of personal property
are given meaningful and accurate disclosures
of lease terms.

3. To determine if the limits of liability are
clearly indicated to the lessees and correctly
enforced by the institution.
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Section 325

4. To ensure that the financial institution pro-
vides accurate disclosures of its leasing terms
in al advertising.

Examination Procedures

General Disclosure Requirements

A. Review the institution’s procedures for provid-
ing disclosures to ensure that there are
adequate controls and procedures to effect
compliance.

. Review the disclosures provided by the institu-
tion.

1. Are the disclosures clear and conspicuous
and provided in writing in a form the con-
sumer may keep? Alternatively, are they
provided electronically where agreed to by
the consumer? (8213.3(a) &

§213.3(a)(5))*

Are the disclosures given in a dated stat
ment and in the prescribed fo
(8213.3(8)(1))

Is the information requir Y sect
213.4(b) through (f), (9)(2); ,

(), and (m)(1) segr
substantialy simil
pendix A? (8213

Arethe dist

If the lease involies more than one lesseg,
are the disclosures provided to any lessee
who is primarily liable? (8213.3(c))

If additional information is provided, is it
provided in a manner such that it does not
midead or confuse the lessee? (8213.3(b))

Are dl estimates clearly identified and rea-
sonable? (§213.3(d))

2 The provisions to provide disclosures electronically
are currently not mandatory. (7/2002)

Np

Are the disclosures accurate and do the
disclosures contain the information re-
quired by section 213.4 (a ) through (t)?
(8213.4)

Are disclosures given to lessees when they
“renegotiate” or “extend” their leases?
(8213.5)

L essee Liability
A. Review the lease estimates and calculations to

ensure that there unreasonable bal-
loon payment eX] the lessee in the

r which the lease may be termi-
ealy and the amount and

ethod of determining the amount of
any ealy termination charges?
(8213.4(g)(1)

Are any early termination charges rea-
sonable? (§213.4(g)(1), (9))

at end of lease term, for wear and use,

1. If the lessor sets standards for wear
and use of the leased vehicle are the
amounts or method of determining any
charge for excess mileage disclosed?

(8213.4(h)(3))

Are standards for wear and use rea-
sonable? (8213.4(h)(2))

a end of lease term (for open-end leases),
and

1. Does the lessor disclose the limitations
on the lessee’'s liabilities at the end of
the lease term? (8213.4(m)(2))
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2. Are the lessee and lessor permitted to
make a mutually agreeable final ad-
justment regarding excess liability?
(8213.4(m)(3))

in delinquency, default or late payment.

1. Does the lessor disclose penalties or
other charges for delinquency, default
or late payments? (8213.4(q))

2. Are the penalties or other charges
reasonable? (8213.4(q))

Advertising

A. Review advertisng policies and procedures
used by the institution to ensure that there are
adequate controls and procedures to effect
compliance.

B. Review a sample of the ingtitution's adver-
tisements.

1.

Q

Do the advertissments advertise t \
are usuadly and customarily available?
er-

When triggering terms are used, do the ad-
vertisements contain  the  additiona
required information? (§213.7(d))

Do merchandise tags which use triggering
terms refer to a sign or display that con-
tains the additional required disclosures?
(8213.7(e)

If televison or radio advertisements use
triggering terms, if they do not contain the
additional terms required by §7(d)(2), do
e disclosure methods

I'ternd
(direct cO a toll free number or
writtén adve ’3" )? (8213.7(f))

€ S and other evidence of compli-
e retained for a period of no less than
\fO years? (§213.8)

eferences

(8213.7(a))
15USC 1667 Consumer Leasing Act of 1976
2. Are the disclosures contained | Et. Seq.
tisements  clear ONSpPICUOUS?
(8213.7(b)) Regulations
3. Do catdo iple pag ertisements 12CFR 213  Federal Reserve System
comply erence require- Regulation M
ments?
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SECTION: Consumer Leasing Section 325

Examination Checklist

Instructions for Completing Form:

This checklist isan aid to analysis of the institution’ s compliance program for consumer leasing operations. It
is not a mandatory workpaper. It should be applied to the extent warranted by your risk-based scoping judg-
ment. The columns correspond to the OTS Self-Assessment Guide summary of comprehensive compliance
program components:. Systems, Monitoring, Assessment, Accountability, Response, Training.

|SIMIA[A[R|T]

1.

Does the Bank engage in consumer leasing or purchase consumer leases
from lessors? (8213.2(h))

(If no, thereisno need to do further work on Gonstimer Leasing. If yes,
complete the following checklist, answering y€s (Y) or'no (N) for each item.)

2. Arethe disclosures made prior to copsummation of the lease, that is, at the
time abinding order is made or théleaseds signed? (§213.3(a)(3))

3. Arethe disclosures clear and cerspicuous and'provided in writing in a
form the consumer may keép? (58223.3(8))

4. Arethe disclosures given inadated statement and (i) made either in a sepa-
rate statement that identifies the,consumer lease transaction, (i) in the
contract or (iii) cthémdecument evidencing the lease? (8213.3(a)(1))

5. Istheinformatiam required by sections 213.4(b) through (f), (9)(2), (h)(3),
(H(1), (j9Fand (m)(@) segregated and in aform substantialy similar to the
mode in Appengix A? (8213.3(a)(2))

6. listhe |ease involyes more than one lessee, are the disclosures provided to
any lessee Who is primarily liable? (8213.3 (¢))

7. Alternatively, are they provided electronically where agreed to by the con-
sUfmier? (§213.3(a)(5))°

8. MPadditional information is provided, isit provided in a manner such that it
does not mislead or confuse the lessee? (§213.3(b))

9. Aredisclosures provided to at least one lessee where there are multiple les-

sees and by at least one lessor when there are multiple lessors?
(8213.3(c))

10. Areall estimates clearly identified and reasonable? (§213.3(d))

11. Arethefollowing disclosures made in the lease?

A. Description of property (8213.4(a))

B. Amount due at lease signing or delivery (8213.4(b))

C. Payment schedule and total amount of periodic payments (8213.4(c))

% The provisions to provide disclosures electronically are currently not mandatory. (7/2002)
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Examination Checklist

| SIMIA[AIR|T]

D. Other charges (§213.4(d))

E. Total of payments (8213.4(e))

Regarding payment calculations:

i Gross capitalized cost (8213.4(f)(1))

ii.  Capitalized cost reduction (§213.4(f)(2))

iii.  Adjusted capitaized cost (8213.4()@))

iv. Residua value (8213.4(f)(4))

v.  Depreciation and any amortized agnountSi(@213.4(f)(5))

Vi. Rent charge (§213.4(f)(6))

vii. Total of base perigdic paymehts (8213.4(f)(7))

viii. Lease paymentS¥(8213:4(f)(8))

ix. Basic perigdiepayment (8213.4(f)(9))

X.  Itemizatien offether charges (8213.4(f) (10))

xi.  Jota periodig,payment (8213.4(f) (11))

G. Regarding earlytermination:

I Conditions under which the lessee or lessor may terminate the
|ease prior to the end of the lease term (8213.4(g)(1))

ii 4a#The amount or description of the method for determining the
amount of any penalty or other charges for early termination
(8213.4(g)(1))

iii. Inaform substantially similar to the sample (8213.4(g)(2))

\ H. Regarding notice of wear and use

i A statement specifying whether the lessor or the lessee is respon-
sible for maintaining or servicing the leased property, with a
description of the responsibility (8§213.4(h)(1))

ii. A statement of the lessor’s standards for wear and use, which
must be reasonable (8§213.4(h)(2))

iii. Inaform substantially similar to the sample (8213.4(h)(3))

I.  Purchase option (8213.4(i))

Statement referencing other nonsegregated disclosures (8213.4()))

K. Liability between residud and redlized values (§213.4(k))
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Examination Checklist

|SIMIA[AIR|T]

Right of appraisal (8§213.4(1))

. For open-end leases,

i the rent and other charges paid by lessee (8213.4(m)(1))

ii.  liability at end of lease term based on residua value and any ex-
cessliability (8213.4 (m) and (m)(2))

iii.  mutually agreeable final adjustmentg(8213.4(m)(3))

Fees and taxes (8213.4(n))

O. Regarding insurance,

i Are the types and amounts offinsurance that the lessee is required
to have disclosed?¢4(8243.4(0))

ii. If the lessor prévides insurance, are the types, amounts, and cost
also discloséd? (8213.4(0)(1))

Warranties ogguarantees, (8213.4 (p))

Q. Penalties and othex, charges for late payments, delinquency, or default

(82134(9))

SeCurity intefest other than a security deposit (8213.4(r))

Regardingany information on rate:

i Does the lessor use the term “annual percentage rate,” “annual
leaserate,” or any equivaent term in the lease disclosure?
(8213.4(9))

ii.  If so, does a statement that “this percentage may not measure the
overal cost of financing this lease” accompany the rate?
(8213.4(9))

12. Aredisclosures given to lessees when they “renegotiate” or “extend” their
leases? (§213.5)

13. Doesthe bank advertise its leasing program? If so,

A.

Do the advertisements advertise terms that are usually and customarily
available? (§213.7(a))

Are the advertisements clear and conspicuous? (8213.7(b))

i Are any affirmative or negative references to a charge that is part
of the disclosure required under paragraph (d)(2)(ii) less promi-
nent than the disclosure (except for the statement of a periodic
payment? (§213.7(b)(1))
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Examination Checklist

| SIMIA[AIR|T]

ii.  Arethe advertisements of lease rates less prominent than any
disclosure required by section 4 (except the notice of the limita-
tionson rate)? (8213.7(b)(2))

Do catalog and multiple page advertisements comply with the page ref-
erence requirements? (8213.7(c))

If any triggering terms are used, are all the following disclosures made
(8213.7(d)(2)

i. That the transaction advertised is dlease

ii.  Thetotal amount due prior to@r at consnugaetion or by delivery,
if delivery occurs after conSummation

iii.  The number, amountsga@thdue'datesor periods of scheduled
payments under theflease

iv. A statement of Whethenor not'a security deposit is required

v. A statemefitithat,an Extra Charge may be imposed at the end of
the lease termywhere the lessee's liability (if any) is based on the
differencelbetween the residual value of the leased property and
its redlized value at the end of the lease term.

14. Do merchandise tags\which use triggering terms refer to asign or display
that*contai nSithe additional required disclosures. (§213.7(e))

15, Dajeglévision or radio advertisements that do not contain the additional in-
formationgequired by section 4(d)(2) direct consumersto atoll-free
AUmMber or written advertisement for additional information when triggering
termS’are used? (8213.7)

A

Isthetoll free number listed along with a reference that the number
may be used by consumer to obtain the information? (8213.7(f)(1)(i))

Does the written advertisement that isin general circulation in the
community served by the station including the name and date of the
publication, and is published beginning at least three days before and
ending at least ten days after broadcast? (8213.7(f)(1)(ii))

Has the toll-free telephone number been available for no fewer than ten
days, beginning on the date of broadcast? (8213.7(f)(2)(i))

Does the lessor provide the information required by paragraph (d)(2)
over the toll-free number, oraly or in writing upon request?
(8213.7(f)(2)(i1))

16. Arerecords and other evidence of compliance retained for a period of no
less than two (2) years as required by the CLA? (§213.8)
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CHAPTER: Consumer Affairs Laws and Regulations

SECTION:

Homeownership Counseling Procedures

Section 360

Introduction

Section 106 (c)(5) of the Housing and Urban De-
velopment Act of 1968 (the Act) (12 USC
1701x(c)(5)) provides for homeownership counsal-
ing notification by creditors to digible homeown-
ers. The Act has been amended at various times,'
with the most recent amendment on November 26,
2001, when the Departments of Veterans Affairs
and Housing and Urban Development, and Inde-
pendent Agencies Appropriations Act of 2002
(Pub. L. 107-73) was enacted. Section 205 of that
Act repealed the previous sunset provision.

Applicability

All creditors that service loans secured by a mort-
gage or lien on a onefamily residence (home
loans) are subject to the homeownership counseling
notification requirements. Home loans include
conventional mortgage loans and loans insured
the Department of Housing and Urban Develo
ment (HUD).

Approved —

! Section 577 of the National Affordable Housing Act of
1990 (Pub. L. 101-625) extended the homeownership coun-
seling provisions to September 30, 1992; Section 162 of the
Housing and Community Development Act of 1992 (Pub. L.
102-550) extended the provisions to September 30, 1994,
and Section 594 of the Departments of Veterans Affairs and
Housing and Urban Development, and Independent Agen-
cies Appropriation Act of 1999 (Pub. L. 105-276) extended
the provisions to September 30, 2000.

Requirements
Notice Requirements”

A creditor or proposed creditor must provide noti-
fication of the availability of homeownership coun-
seling to a homeowner, digible for counsaling, who
fails to pay any amount by the due date under the
terms of the home lo

Eligibility

homeownership coun-

ome loan is not assisted by the Farmers
me Adminigtration; and

The homeowner is, or is expected to be, unable
to make payments, correct a home loan delin-
quency within a reasonable time, or resume
full home loan payments due to a reduction in
the homeowner’ s income because of:

% An involuntary loss of, or reduction in, the
homeowner’'s employment, the home-
owner’'s sdlf-employment, or income from
the pursuit of the homeowner's occupa-
tion; or

¥ Any similar loss or reduction experienced
by any person who contributes to the
homeowner’ s income.

2 The FFIEC Consumer Compliance Task Force has re-
quested clarification from HUD on HUD’ s current position
regarding notice requirements to first-time homebuyers.
These interagency examination procedures are currently
limited to determining compliance with the Act’s notice
provisions related to delinquent borrowers. However,
should aresponse from HUD to the Task Force indicate that
notices to first-time homebuyers should be provided under
the Act, the agencies will expand these examination proce-
dures to cover notices to first-time homebuyers.
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Homeownership Counseling Procedures

Section 360

Contents of Notice

The notice must:

1. notify the homeowner of the availability of any
homeownership counseling offered by the
creditor; and

2. provide ether a list of HUD-approved non-
profit homeownership counseling organizations
or the toll-free number® HUD has established
through which alist of such organizations may
be obtained.

Timing of Notice

The notice must be given to a delinquent home-
owner borrower no later than 45 days after the date
on which the homeowner becomes ddlinquent. If,
within the 45-day period, the borrower brings the
loan current again, no notification is required.

Definitions

For purposes of these requirements, the foll
definitions apply:

“Creditor” means a person or entity
ing a home loan on behalf of itself -
son or entity.

“Home loan” means a loan
or lien on residential prope

“Homeowner™ z
under ahome loan.

o
ed

“Residential property” ns a 1-family residence,
including a 1-family unit in a condominium pro-
ject, a membership interest and occupancy agree-
ment in a cooperative housing project, and a
manufactured home and the lot on which the home
is Situated.

3 The number is 1-800-569-4287.

Examination Objective

To determine whether the financia institution has
established procedures regarding homeownership
counseling notification requirements to ensure that
it is in compliance with the provisions of Section
106(c)(5) of the Housing and Urban Devel opment
Act of 1968.

Examination Procedures

acial itution is informing
45-days of an initia

ability of any home-

edfby the creditor; and

Determine if the fina
eligible homeowner:

ffon Checklist

Does the financial ingtitution notify eligible

omeowners, within 45-days of initial loan de-
fault, of any homeownership counseling the in-
stitution (creditor) provides?

2. Does the financial ingtitution provide eligible
homeowners with the names of nonprofit or-
ganizations approved by HUD or the toll-free
telephone number to obtain a list of such or-
ganizations?
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