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Section 1: Introduction 

Editor’s Note: 

This is the full text of the document. In several places, the document directs the applicant to 
specific pages for additional information. As we have converted the disclosure into our “normal” 
format, those page numbers are no longer accurate. We have changed the page numbers involved 
to “**” to avoid confusion. 

Document Text 

This handbook gives you an overview of adjustable-rate mortgages (ARMs), explains how 
ARMs work, and discusses some of the issues you might face as a borrower. It includes: 

• ways to reduce the risks associated with ARMs; 
• pointers about advertising and other sources of information, such as lenders and 

trusted advisers; 
• a glossary of important ARM terms; and 
• a worksheet that can help you ask the right questions and figure out whether an 

ARM is right for you. (Ask lenders to help you fill out the worksheet so you can get 
the information you need to compare mortgages.) 

An ARM is a loan with an interest rate that changes. ARMs may start with lower monthly 
payments than fixed-rate mortgages, but keep in mind the following: 

• Your monthly payments could change. They could go up sometimes by a lot even if 
interest rates don’t go up. See page **. 

• Your payments may not go down much, or at all even if interest rates go down. See 
page **. 

• You could end up owing more money than you borrowed even if you make all your 
payments on time. See page **. 

• If you want to convert your ARM to a fixed-rate mortgage, you might not be able 
to. See page **. 

You need to compare the features of ARMs to find the one that best fits your needs. The 
Mortgage Shopping Worksheet on page ** can help you get started. 

Mortgage Shopping W orksheet 

Ask your lender or broker to help you fill out this worksheet. 
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Name of lender or broker and contact 
information 

 
Mortgage amount 

 

 
Loan term (e.g., 15 yr., 30 yr.) 

 

 
Loan description (e.g., fixed-rate, 
3/1 ARM, payment-option ARM, 
interest- only ARM) 

 

 
 

Basic features for comparison 
 

Fixed-rate 
mortgage 

 
ARM 1 

 
ARM 2 

 
ARM 3 

 

Fixed-rate mortgage interest 
rate and annual percentage 
rate (APR) (for graduated-
payment or stepped- rate 
mortgages, use the ARM 
columns) 

    

 
ARM initial interest rate and 
APR 

    

 How long does the initial 
rate apply? 

    
 

 What will the interest 
rate be after the initial 
period? 
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Fixed-rate 
mortgage 

 
ARM 1 

 
ARM 2 

 
ARM 3 

 
ARM features 

    

 
 How often can the 

interest rate adjust? 

    

 
 What is the index and 

what is the current 
rate? (see chart on page 
**) 

    

 
 What is the margin for 

this loan? 

    

 
Interest-rate caps 

    

 
 What is the periodic 

interest- rate cap? 

    

 What is the lifetime 
interest- rate cap? How 
high could the rate go? 

    

 
 How low could the 

interest rate go on this 
loan? 

    

 
What is the payment cap? 

    

 
Can this loan have negative 
amortization (that is, can the 
loan amount increase)? 

    

 
What is the limit to how much 
the balance can grow before the 
loan will be recalculated? 

    

 
Is there a prepayment penalty if 
I pay off this mortgage early? 
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Fixed-rate mortgage 

 
ARM 1 

 
ARM 2 

 
ARM 3 

 
How long does that penalty last? 
How much is it? 

    

 
Is there a balloon payment on 
this mortgage? If so, what is the 
estimated amount and when 
would it be due? 

    

 
What are the estimated 
origination fees and charges for 
this loan? 

    

Monthly payment amounts Fixed-rate mortgage ARM 1 ARM 2 ARM 3 

 

What will the monthly 
payments be for the first year of 
the loan? 

    

 

Does this include taxes and 
insurance? Condo or 
homeowner’s association fees? If 
not, what are the estimates for 
these amounts? 
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Fixed-rate 
mortgage 

 
ARM 1 

 
ARM 2 

 
ARM 3 

 
What will my monthly 
payment be after 12 months if 
the index rate… 

    

 

 stays the same? 

    

 
 goes up 2%? 

    

 
 goes down 2%? 

    

 
What is the most my 
minimum monthly payment 
could be after one year? 

    

 
What is the most my 
minimum monthly payment 
could be after three years? 

    

 
What is the most my 
minimum monthly payment 
could be after five years? 
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Section 2: What Is An ARM? 

 

An adjustable-rate mortgage differs from a fixed-rate mortgage in many ways. Most 
importantly, with a fixed-rate mortgage, the interest rate and the monthly payment of principal 
and interest stay the same during the life of the loan. With an ARM, the interest rate changes 
periodically, usually in relation to an index, and payments may go up or down accordingly. 

To compare two ARMs, or to compare an ARM with a fixed-rate mortgage, you need to know 
about indexes, margins, discounts, caps on rates and payments, negative amortization, payment 
options, and recasting (recalculating) your loan. You need to consider the maximum amount your 
monthly payment could increase. Most importantly, you need to know what might happen to your 
monthly mortgage payment in relation to your future ability to afford higher payments. 

Lenders generally charge lower initial interest rates for ARMs than for fixed-rate mortgages. 
At first, this makes the ARM easier on your pocketbook than a fixed-rate mortgage for the same 
loan amount. Moreover, your ARM could be less expensive over a long period than a fixed-rate 
mortgage for example, if interest rates remain steady or move lower. 

Against these advantages, you have to weigh the risk that an increase in interest rates would 
lead to higher monthly payments in the future. It’s a trade-off you get a lower initial rate with an 
ARM in exchange for assuming more risk over the long run. Here are some questions you need to 
consider: 

• Is my income enough or likely to rise enough to cover higher mortgage payments if 
interest rates go up? 

• Will I be taking on other sizable debts, such as a loan for a car or school tuition, in the 
near future? 

• How long do I plan to own this home? If you plan to sell soon, rising interest rates may 
not pose the problem they might if you plan to own the house for a long time. 

• Do I plan to make any additional payments or pay the loan off early? 

Lenders and brokers: Mortgage loans are offered by many kinds of lenders such as banks, 
mortgage companies, and credit unions. You can also get a loan through a mortgage broker. 
Brokers “arrange” loans; in other words, they find a lender for you. Brokers generally take your 
application and contact several lenders, but keep in mind that brokers are not required to find 
the best deal for you unless they have contracted with you to act as your agent, or have a duty to 
do so under state law. 
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Section 3: How ARMs Work: the Basic Features 

Initial Rate and P ayment 

The initial rate and payment amount on an ARM will remain in effect for a limited period 
ranging from just one month to five years or more. For some ARMs, the initial rate and payment 
can vary greatly from the rates and payments later in the loan term. Even if interest rates are 
stable, your rates and payments could change a lot. If lenders or brokers quote the initial rate and 
payment on a loan, ask them for the annual percentage rate (APR). If the APR is significantly 
higher than the initial rate, then it is likely that your rate and payments will be a lot higher when 
the loan adjusts, even if general interest rates remain the same. 

The Adjustment Period 

Depending on the type of ARM loan, the interest rate and monthly payment will change every 
month, quarter, year, three years, or five years. The period between rate changes is called the 
adjustment period. For example, a loan with an adjustment period of one year is called a one- year 
ARM, because the interest rate and payment change once every year; a loan with a three- year 
adjustment period is called a three-year ARM. 

If you take out an adjustable-rate mortgage, the company that collects your mortgage 
payments (your servicer) must notify you about the first interest rate adjustment at least seven 
months before you owe a payment at the adjusted interest rate. The advance notification needs to 
show: 

• An estimate of the new interest rate and payment amount 
• Alternatives available to you 
• How to contact a HUD-approved housing counselor 

For the first interest rate adjustment, as well as for any adjustments that come later that give 
you a different payment amount, your servicer must also send you another notice, at least 60 days 
in advance, telling you what your new payment will be. 

The Index 

The interest rate on an ARM is made up of two parts: the index and the margin. The index is 
a measure of interest rates generally, and the margin is an extra amount that the lender adds 
above the index. Your payments will be affected by any caps, or limits, on how high or low your 
rate can go. If the index rate moves up, your interest rate will also go up in most circumstances, 
and you will probably have to make higher monthly payments. On the other hand, if the index 
rate goes down, your monthly payment could go down. Not all ARMs adjust downward, however 
be sure to read the information for the loan you are considering. 
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Lenders base ARM rates on a variety of indexes. Among the most common indexes are the rates 
on one-year constant-maturity Treasury (CMT) securities, the Cost of Funds Index (COFI), and 
the London Interbank Offered Rate (LIBOR). A few lenders use their own cost of funds as an index, 
rather than using other indexes. You should ask what index will be used, how it has fluctuated in 
the past, and where it is published you can find a lot of this information in major newspapers and 
on the Internet. 

To help you get an idea of how to compare different indexes, the following chart shows a few 
common indexes over an 11-year period (2003–2013). As you can see, some index rates tend to be 
higher than others, and some change more often than others. 

 

 

The Margin 

To set the interest rate on an ARM, lenders add a few percentage points to the index rate, 
called the margin. The amount of the margin may differ from one lender to another, but it usually 
stays the same over the life of the loan. The fully indexed rate is equal to the margin plus the 
index. For example, if the lender uses an index that currently is 4 percent and adds a 3 percent 
margin, the fully indexed rate would be 

 
Index 

 
4% 

Margin 3% 
 

Fully indexed rate 
 

7% 
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If the index on this loan rose to 5 percent, the fully indexed rate at the next adjustment would 
be 8 percent (5 percent + 3 percent). If the index fell to 2 percent, the fully indexed rate at 
adjustment would be 5 percent (2 percent + 3 percent). 

Some lenders base the amount of the margin on your credit record the better your credit, the 
lower the margin they add and the lower the interest you will have to pay on your mortgage. The 
amount of the margin could also be based on other factors. In comparing ARMs, look at both the 
index and margin for each program. 

If the initial rate on the loan is less than the fully indexed rate, it is called a discounted (or 
“teaser”) index rate. Many ARM loans offer a discounted index rate until the first adjustment 
period, but some ARM loans have an initial rate that is higher than the fully indexed rate. 

Ability to repay: When you apply for a loan, lenders are generally required to collect and 
verify enough of your final information to determine you have the ability to repay the loan. For 
example, a lender might ask to see copies of your most recent pay stubs, income tax filings, and 
bank account statements. Lenders are generally required to consider your ability to repay the loan 
based on the fully indexed rate, or the highest rate you will be expected to pay in the first five 
years of the loan. 

Interest-Rate Caps 

An interest-rate cap places a limit on the amount your interest rate can increase. Interest-rate 
caps come in two versions: 

• A periodic adjustment cap, which limits the amount the interest rate can adjust up or 
down from one adjustment period to the next after the first adjustment, and 

• A lifetime cap, which limits the interest-rate increase over the life of the loan. By law, 
virtually all ARMs must have a lifetime cap. 

Periodic Adjustment Caps 

Let’s suppose you have an ARM with a periodic adjustment interest-rate cap of 2 percent. 
However, at the first adjustment, the index rate has risen 3 percent. The following example shows 
what happens. 

Examples in this handbook: All examples in this handbook are based on a $200,000 loan 
amount and a 30-year term. Payment amounts in the examples do not include taxes, insurance, 
condominium or homeowner association fees, or similar items. These amounts can be a significant 
part of your monthly payment 
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In this example, because of the cap on your loan, your monthly payment in year two is $138.70 
per month lower than it would be without the cap, saving you $1,664.40 over the year. 

Some ARMs allow a larger rate change at the first adjustment and then apply a periodic 
adjustment cap to all future adjustments. 

A drop in interest rates does not always lead to a drop in your monthly payments. With some 
ARMs that have interest-rate caps, the cap may hold your rate and payment below what it would 
have been if the change in the index rate had been fully applied. The increase in the interest that 
was not imposed because of the rate cap might carry over to future rate adjustments. This is called 
carryover. So, at the next adjustment date, your payment might increase even though the index 
rate has stayed the same or declined. 

The following example shows how carryovers work. Suppose the index on your ARM increased 
3 percent during the first year. 

Because this ARM loan limits rate increases to 2 percent at any one time, the rate is adjusted 
by only 2 percent, to 8 percent for the second year. However, the remaining 1 percent increase in 
the index carries over to the next time the lender can adjust rates. So, when the lender adjusts 
the interest rate for the third year, even if there has been no change in the index during the second 
year, the rate still increases by 1 percent, to 9 percent. 
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In general, the rate on your loan can go up at any scheduled adjustment date when the lender’s 
standard ARM rate (the index plus the margin) is higher than the rate you are paying before that 
adjustment. 

Lifetime Caps 

The next example shows how a lifetime rate cap would affect your loan. Let’s say that your 
ARM starts out with a 6 percent rate and the loan has a 6 percent lifetime cap that is, the rate 
can never exceed 12 percent. Suppose the index rate increases 1 percent in each of the next nine 
years. With a 6 percent overall cap, your payment would never exceed $1,998.84 compared with 
the $2,409.11 that it would have reached in the tenth year without a cap. 
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Payment C aps 

In addition to interest-rate caps, many ARMs including payment-option ARMs (discussed on 
page **) limit, or cap, the amount your monthly payment may increase at the time of each 
adjustment. For example, if your loan has a payment cap of 7½ percent, your monthly payment 
won’t increase more than 7½ percent over your previous payment, even if interest rates rise more. 
For example, if your monthly payment in year 1 of your mortgage was $1,000, it could only go up 
to $1,075 in year 2 (7½ percent of $1,000 is an additional $75). Any interest you don’t pay because 
of the payment cap will be added to the balance of your loan. A payment cap can limit the increase 
to your monthly payments but also can add to the amount you owe on the loan. This is called 
negative amortization, a term explained on page **.  

Let’s assume that your rate changes in the first year by two percentage points, but your 
payments can increase no more than 7½ percent in any one year. The following graph shows what 
your monthly payments would look like. 

 
While your monthly payment will be only $1,289.03 for the second year, the difference of 

$172.69 each month will be added to the balance of your loan and will lead to negative 
amortization. 

Some ARMs with payment caps do not have periodic interest-rate caps. In addition, as 
explained below, most payment-option ARMs have a built-in recalculation period, usually every 
five years. At that point, your payment will be recalculated (lenders use the term recast) based on 
the remaining term of the loan. If you have a 30-year loan and you are at the end of year five, your 
payment will be recalculated for the remaining 25 years. The payment cap does not apply to this 
adjustment. If your loan balance has increased, or if interest rates have risen faster than your 
payments, your payments could go up a lot.
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Section 4: Types of ARMs 

Hybrid ARMs 

Hybrid ARMs often are advertised as 3/1 or 5/1 Arms you might also see ads for 7/1 or 10/1 
ARMs. These loans are a mix or a hybrid of a fixed-rate period and an adjustable-rate period. The 
interest rate is fixed for the first few years of these loans for example, for five years in a 5/1 ARM. 
After that, the rate may adjust annually (the 1 in the 5/1 example), until the loan is paid off. In 
the case of 3/1, 5/1, 7/1 or 10/1 ARMs: 

• the first number tells you how long the fixed interest-rate period will be, and 
• the second number tells you how often the rate will adjust after the initial period. 

You may also see ads for 2/28 or 3/27 Arms the first number tells you how many years the 
fixed interest-rate period will be, and the second number tells you the number of years the rates 
on the loan will be adjustable. Some 2/28 and 3/27 mortgages adjust every six months, not 
annually. 

Interest-Only ARMs 

An interest-only (I-O) ARM payment plan allows you to pay only the interest for a specified 
number of years, typically for three to 10 years. This allows you to have smaller monthly payments 
for a period. After that, your monthly payment will increase even if interest rates stay the same 
because you must start paying back the principal as well as the interest each month. 

For some I-O loans, the interest rate adjusts during the I-O period as well. 

For example, if you take out a 30-year mortgage loan with a five-year I-O payment period, you 
can pay only interest for five years and then you must pay both the principal and interest over the 
next 25 years. Because you begin to pay back the principal, your payments increase after year 
five, even if the rate stays the same. Keep in mind that the longer the I-O period, the higher your 
monthly payments will be after the I-O period ends. 
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Payment-Option ARMs 

A payment-option ARM is an adjustable-rate mortgage that allows you to choose among several 
payment options each month. The options typically include the following: 

• A traditional payment of principal and interest, which reduces the amount you owe on 
your mortgage. These payments are based on a set loan term, such as a 15-, 30-, or 
40- year payment schedule. 

• An interest-only payment, which pays the interest but does not reduce the amount you 
owe on your mortgage as you make your payments. 

• A minimum (or limited) payment, which may be less than the amount of interest due 
that month and may not reduce the amount you owe on your mortgage. If you choose 
this option, the amount of any interest you do not pay will be added to the principal 
of the loan, increasing the amount you owe and your future monthly payments, and 
increasing the amount of interest you will pay over the life of the loan. In addition, if 
you pay only the minimum payment in the last few years of the loan, you may owe a 
larger payment at the end of the loan term, called a balloon payment. 

In addition to these options, in most cases you can choose to pay any amount over the required 
minimum payment. 

The interest rate on a payment-option ARM is typically very low for the first few months (for 
example, 2 percent for the first one to three months). After that, the interest rate usually rises to 
a rate closer to that of other mortgage loans. Your payments during the first year are based on 
the initial low rate, meaning that if you only make the minimum payment each month, it will not 
reduce the amount you owe, and it may not cover the interest due. The unpaid interest is added 
to the amount you owe on the mortgage, and your loan balance increases. This is called negative 
amortization. This means that even after making many payments, you could owe more than you 
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did at the beginning of the loan. See a further caution about negative amortization in the 
“Consumer Cautions” section below. Also, as interest rates go up, your payments are likely to go 
up. 

Payment-option ARMs have a built-in recalculation period, usually every five years. At this 
point, your payment will be recalculated (or “recast”) based on the remaining term of the loan. If 
you have a 30-year loan and you are at the end of year five, your payment will be recalculated for 
the remaining 25 years. If your loan balance has increased because you have made only minimum 
payments, or if interest rates have risen faster than your payments, your payments will increase 
each time your loan is recast. At each recast, your new minimum payment will be a fully 
amortizing payment and any payment cap will not apply. This means that your monthly payment 
can increase a lot at each recast. 

Lenders may recalculate your loan payments before the recast period if the amount of principal 
you owe grows beyond a set limit, say 110 percent or 125 percent of your original mortgage 
amount. For example, suppose you made only minimum payments on your $200,000 mortgage and 
had any unpaid interest added to your balance. If the balance grew to $250,000 (125 percent of 
$200,000), your lender would recalculate your payments so that you would pay off the loan over 
the remaining term. It is likely that your payments would go up substantially. 

More information on interest-only and payment-option ARMs is available in a Federal Reserve 
Board brochure, Interest-Only Mortgage Payments and Payment-Option Arms Are They for You? 
(available online at fdic.gov/consumers/consumer/interest-only).

http://www.fdic.gov/consumers/consumer/interest-only/
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Section 5: Consumer Cautions 

Discounted Interest Rates 

Many lenders offer more than one type of ARM. Some lenders offer an ARM with an initial 
rate that is lower than their fully indexed ARM rate (that is, lower than the sum of the index plus 
the margin). Such rates called discounted rates, start rates, or teaser rates are often combined 
with large initial loan fees, sometimes called points, and with higher rates after the initial 
discounted rate expires. 

Your lender or broker may offer you a choice of loans that may include “discount points” or a 
“discount fee.” You may choose to pay these points or fees in return for a lower interest rate. But 
keep in mind that the lower interest rate may only last until the first adjustment. 

If a lender offers you a loan with a discount rate, don’t assume that means the loan is a good 
one for you. You should carefully consider whether you will be able to afford higher payments in 
later years when the discount expires, and the rate is adjusted. 

Here is an example of how a discounted initial rate might work. Let’s assume that the lender’s 
fully indexed 1-year ARM rate (index rate plus margin) is currently 6 percent; the monthly 
payment for the first year would be $1,199.10. But your lender is offering an ARM with a 
discounted initial rate of 4 percent for the first year. With the 4 percent rate, your first-year’s 
monthly payment would be $954.83. 

With a discounted ARM, your initial payment will probably remain at $954.83 for only a 
limited time and any savings during the discount period may be offset by higher payments over 
the remaining life of the mortgage. If you are considering a discount ARM, be sure to compare 
future payments with those for a fully indexed ARM. Lenders are generally required to consider 
your ability to repay the loan based on the fully indexed rate, or the highest rate you will be 
expected to pay in the first five years of the loan. Even so, if you buy a home or refinance using a 
deeply discounted initial rate, you run the risk of payment shock, negative amortization, or 
conversion fees. You should always look at your own budget to see how high of a payment and how 
big of a home loan you feel you can afford. 

Another way you may get a discounted interest rate is through a “buydown.” This is when the 
house seller pays an amount to the lender so the lender can give you a lower rate and lower 
payments, usually for an initial period in an ARM. The seller may increase the sales price to cover 
the cost of the buydown. 

Payment Shock 

Payment shock may occur if your mortgage payment rises sharply at a rate adjustment. Let’s 
see what would happen in the second year if the rate on your discounted 4 percent ARM were to 
rise to the 6 percent fully indexed rate. 
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As the example shows, even if the index rate were to stay the same, your monthly payment 
would go up from $954.83 to $1,192.63 in the second year. 

Suppose that the index rate increases 1 percent in one year and the ARM rate rises to 7 percent. 
Your payment in the second year would be $1,320.59. 

That’s an increase of $365.76 in your monthly payment. You can see what might happen if you 
choose an ARM because of a low initial rate. While your lender generally needs to consider this 
indexed rate in determining your ability to repay the loan, you also need to consider whether you 
will be able to afford future payments. 

If you have an interest-only ARM, payment shock can also occur when the interest-only period 
ends. Or, if you have a payment-option ARM, payment shock can happen when the loan is recast. 

The following example compares several different loans over the first seven years of their 
terms; the payments shown are for years one, six, and seven of the mortgage, assuming you make 
interest-only payments or minimum payments. The main point is that, depending on the terms 
and conditions of your mortgage and changes in interest rates, ARM payments can change quite 
a bit over the life of the loan so while you could save money in the first few years of an ARM, you 
could also face much higher payments in the future. 
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Negative Amortization 

Negative amortization means that the amount you owe increases even when you make all your 
required payments on time. It occurs whenever your monthly mortgage payments are not large 
enough to pay all of the interest due on your mortgage meaning the unpaid interest is added to the 
principal on your mortgage and you will owe more than you originally borrowed. This can happen 
because you are making only minimum payments on a payment-option mortgage or because your 
loan has a payment cap. 

For example, suppose you have a $200,000, 30-year payment-option ARM with a 2 percent rate 
for the first three months and a 6 percent rate for the remaining nine months of the year. Your 
minimum payment for the year is $739.24, as shown in the previous graph. However, once the 6 
percent rate is applied to your loan balance, you are no longer covering the interest costs. If you 
continue to make minimum payments on this loan, your loan balance at the end of the first year of 
your mortgage would be $201,118or $1,118 more than you originally borrowed. 

Because payment caps limit only the amount of payment increases, and not interest-rate 
increases, payments sometimes do not cover all the interest due on your loan. This means that the 
unpaid interest is automatically added to your debt, and interest may be charged on that amount. 
You might owe more later in the loan term than you did at the beginning. 

A payment cap limits the increase in your monthly payment by deferring some of the interest. 
Eventually, you would have to repay the higher remaining loan balance at the interest rate then 
in effect. When this happens, there may be a substantial increase in your monthly payment. 
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Some mortgages include a cap on negative amortization. The cap typically limits the total 
amount you can owe to 110 percent to 125 percent of the original loan amount. When you reach 
that point, the lender will set the monthly payment amounts to fully repay the loan over the 
remaining term. Your payment cap will not apply, and your payments could be substantially 
higher. You may limit negative amortization by voluntarily increasing your monthly payment 

Be sure you know whether the ARM you are considering can have negative amortization. If so, 
and if you are a first-time borrower, your lender is required to make sure you get homeownership 
counseling before the lender can lend you the money. 

Home prices, home equity, and ARMs: Sometimes home prices rise rapidly, allowing 
people to quickly build equity in their homes. This can make some people think that even if the 
rate and payments on their ARM get too high, they can avoid those higher payments by refinancing 
their loan or, in the worst case, selling their home. It’s important to remember that home prices 
do not always go up quickly they may increase a little or remain the same, and sometimes they 
fall. If housing prices fall, your home may not be worth as much as you owe on the mortgage. Also, 
you may find it difficult to refinance your loan to get a lower monthly payment or rate. Even if 
home prices stay the same, if your loan lets you make minimum payments (see payment-option 
ARMs above), you may owe your lender more on your mortgage than you could get from selling 
your home. 

Prepayment P enalties and Conversion 

If you get an ARM, you may decide later that you don’t want to risk any increases in the 
interest rate and payment amount. When you are considering an ARM, ask whether you would be 
able to convert your ARM to a fixed-rate mortgage. 

Prepayment Penalties 

Some mortgage loans can require you to pay special fees or penalties if you refinance or pay off 
the loan early (usually within the first three years of the loan). These are called prepayment 
penalties, and they are not allowed on ARMs. 

Conversion Fees 

Your agreement with the lender may include a clause that lets you convert the ARM to a fixed- 
rate mortgage at designated times. When you convert, the new rate is generally set using a 
formula given in your loan documents. 

The interest rate or up-front fees may be somewhat higher for a convertible ARM. Also, a 
convertible ARM may require a fee at the time of conversion. 

Graduated-Payment or Stepped-Rate Loans 

Some fixed-rate loans start with one rate for one or two years and then change to another rate 
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for the remaining term of the loan. While these are not ARMs, your payment will go up according 
to the terms of your contract. Talk with your lender or broker and read the information provided 
to you to make sure you understand when and by how much the payment will change. 
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Section 6: Where To Get Information 

Disclosures F rom Lenders 

You should receive information in writing about each ARM program you are interested in 
before you have paid a nonrefundable fee. It is important that you read this information and ask 
the lender or broker about anything you don’t understand index rates, margins, caps, and other 
features such as negative amortization. After you have applied for a loan, you will get more 
information from the lender about your loan, including the annual percentage rate (APR) and a 
rate and payment summary table. 

The APR is the cost of your credit as a yearly rate. It takes into account interest, points paid 
on the loan, any fees paid to the lender for making the loan, and any mortgage insurance premiums 
you may have to pay. You can compare APRs on similar ARMs (for example, compare APRs on a 
5/1 and a 3/1 ARM) to determine which loan will cost you less in the long term, but you should 
keep in mind that because the interest rate for an ARM can change, APRs on ARMs cannot be 
compared directly to APRs for fixed-rate mortgages. 

You may want to talk with financial advisers, housing counselors, and other trusted advisers. 
The U.S. Department of Housing and Urban Development (HUD) supports housing counseling 
agencies throughout the country that can provide free or low-cost advice. You can search for HUD-
approved housing counseling agencies in your area on the Consumer Financial Protection 
Bureau’s website at consumerfinance.gov/find-a-housing-counselor or by calling HUD’s 
interactive toll-free number at 800-569-4287. 

Also, see the More information and Contact information appendices below for more 
information available from the CFPB and a list of other federal agencies that can provide more 
information and assistance. 

Newspapers and the Internet 

When buying a home or refinancing your existing mortgage, remember to shop around. 
Compare costs and terms, and negotiate for the best deal. Your local newspaper and the Internet 
are good places to start shopping for a loan. You can usually find information on interest rates 
and points for several lenders. Since rates and points can change daily, you’ll want to check 
information sources often when shopping for a home loan. 

The Mortgage Shopping Worksheet at the beginning of this booklet may also help you. Take it 
with you when you speak to each lender or broker, and write down the information you obtain. 
Don’t be afraid to make lenders and brokers compete with each other for your business by letting 
them know that you are shopping for the best deal. 

http://www.consumerfinance.gov/find-a-housing-counselor/


  ARM Early Disclosures 

Young & Associates, Inc. •  www.younginc.com  •  Page 23 

Advertisements 

Any initial information you receive about mortgages probably will come from advertisements 
or mail solicitations from builders, real estate brokers, mortgage brokers, and lenders. Although 
this information can be helpful, keep in mind that these are marketing materials the ads and 
mailings are designed to make the mortgage look as attractive as possible. These ads may play up 
low initial interest rates and monthly payments, without emphasizing that those rates and 
payments could increase substantially later. So, get all the facts. 

Any ad for an ARM that shows an initial interest rate should also show how long the rate is in 
effect and the APR on the loan. If the APR is much higher than the initial rate, your payments 
may increase a lot after the introductory period, even if interest rates stay the same. 

Choosing a mortgage may be the most important financial decision you will make. You are 
entitled to have all the information you need to make the right decision. Don’t hesitate to ask 
questions about ARM features when you talk to lenders, mortgage brokers, real estate agents, 
sellers, and your attorney, and keep asking until you get clear and complete answers.
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Appendices 

We have not included the following: 

Appendix A: Defined Terms (defines mortgage terms) 

Appendix B: More information (offers additional websites) 

Appendix C: Contact Information (for the various regulators) 

Appendix D: More Resources
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Early Preprinted ARM 

Disclosure: Regulation Z 
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Section 1: Certain Mortgage and Variable-Rate 
Transactions 12 C.F.R. § 1026.19(b) 

Introduction 

As the regulation is merely a listing of the items that must appear in this disclosure, we have 
elected to omit our normal “Regulatory Discussion.” 

Introductory Language and Discussion [12 C.F.R. § 1026.19(b)] 

Regulatory Text 

(b) Certain variable-rate transactions. Except as provided in paragraph (d) of this section, if 
the annual percentage rate may increase after consummation in a transaction secured by the 
consumer's principal dwelling with a term greater than one year, the following disclosures 
must be provided at the time an application form is provided or before the consumer pays a 
non-refundable fee, whichever is earlier (except that the disclosures may be delivered or placed 
in the mail not later than three business days following receipt of a consumer's application 
when the application reaches the creditor by telephone, or through an intermediary agent or 
broker): 

Regulatory Commentary 

1. Coverage. Section 1026.19(b) applies to all closed-end variable-rate transactions that are 
secured by the consumer's principal dwelling and have a term greater than one year. The 
requirements of this section apply not only to transactions financing the initial acquisition of 
the consumer's principal dwelling, but also to any other closed-end variable-rate transaction 
secured by the principal dwelling. Closed-end variable-rate transactions that are not secured 
by the principal dwelling, or are secured by the principal dwelling but have a term of one year 
or less, are subject to the disclosure requirements of § 1026.18(f)(1) rather than those of 
§ 1026.19(b). (Furthermore, “shared-equity” or “shared-appreciation” mortgages are subject to 
the disclosure requirements of § 1026.18(f)(1) rather than those of § 1026.19(b) regardless of the 
general coverage of those sections.) For purposes of this section, the term of a variable-rate 
demand loan is determined in accordance with the commentary to § 1026.17(c)(5). In 
determining whether a construction loan that may be permanently financed by the same 
creditor is covered under this section, the creditor may treat the construction and the permanent 
phases as separate transactions with distinct terms to maturity or as a single combined 
transaction. For purposes of the disclosures required under § 1026.18, the creditor may 
nevertheless treat the two phases either as separate transactions or as a single combined 
transaction in accordance with § 1026.17(c)(6). Finally, in any assumption of a variable-rate 
transaction secured by the consumer's principal dwelling with a term greater than one year, 
disclosures need not be provided under §§ 1026.18(f)(2)(ii) or 1026.19(b). 
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2. Timing. A creditor must give the disclosures required under this section at the time an 
application form is provided or before the consumer pays a nonrefundable fee, whichever is 
earlier. 

i. Intermediary agent or broker. In cases where a creditor receives a written application 
through an intermediary agent or broker, however, § 1026.19(b) provides a substitute timing 
rule requiring the creditor to deliver the disclosures or place them in the mail not later than 
three business days after the creditor receives the consumer's written application. (See 
comment 19(b)-3 for guidance in determining whether or not the transaction involves an 
intermediary agent or broker.) This three-day rule also applies where the creditor takes an 
application over the telephone. 

ii. Telephone request. In cases where the consumer merely requests an application over the 
telephone, the creditor must include the early disclosures required under this section with 
the application that is sent to the consumer. 

iii. Mail solicitations. In cases where the creditor solicits applications through the mail, the 
creditor must also send the disclosures required under this section if an application form is 
included with the solicitation. 

iv. Conversion. In cases where an open-end credit account will convert to a closed-end 
transaction subject to this section under a written agreement with the consumer, disclosures 
under this section may be given at the time of conversion. (See the commentary to 
§ 1026.20(a) for information on the timing requirements for § 1026.19(b)(2) disclosures 
when a variable-rate feature is later added to a transaction.) 

v. Form of electronic disclosures provided on or with electronic 
applications. Creditors must provide the disclosures required by this section (including 
the brochure) on or with a blank application that is made available to the consumer in 
electronic form, such as on a creditor's Internet Web site. Creditors have flexibility in 
satisfying this requirement. There are various methods creditors could use to satisfy the 
requirement. Whatever method is used, a creditor need not confirm that the consumer has 
read the disclosures. Methods include, but are not limited to, the following examples: 

A. The disclosures could automatically appear on the screen when the application appears; 

B. The disclosures could be located on the same web page as the application (whether or not 
they appear on the initial screen), if the application contains a clear and conspicuous 
reference to the location of the disclosures and indicates that the disclosures contain rate, 
fee, and other cost information, as applicable; 

C. Creditors could provide a link to the electronic disclosures on or with the application as 
long as consumers cannot bypass the disclosures before submitting the application. The 
link would take the consumer to the disclosures, but the consumer need not be required 
to scroll completely through the disclosures; or 

D. The disclosures could be located on the same web page as the application without 
necessarily appearing on the initial screen, immediately preceding the button that the 
consumer will click to submit the application. 

3. Intermediary agent or broker. 

i. In certain transactions involving an “intermediary agent or broker,” a creditor may delay 
providing disclosures. A creditor may not delay providing disclosures in transactions 
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involving either a legal agent (as determined by applicable law) or any other third party 
that is not an “intermediary agent or broker.” In determining whether or not a transaction 
involves an “intermediary agent or broker” the following factors should be considered: 

A. The number of applications submitted by the broker to the creditor as compared to the 
total number of applications received by the creditor. The greater the percentage of total 
loan applications submitted by the broker in any given period of time, the less likely it 
is that the broker would be considered an “intermediary agent or broker” of the creditor 
during the next period. 

B. The number of applications submitted by the broker to the creditor as compared to the 
total number of applications received by the broker. (This factor is applicable only if the 
creditor has such information.) The greater the percentage of total loan applications 
received by the broker that is submitted to a creditor in any given period of time, the less 
likely it is that the broker would be considered an “intermediary agent or broker” of the 
creditor during the next period. 

C. The amount of work (such as document preparation) the creditor expects to be done by 
the broker on an application based on the creditor's prior dealings with the broker and 
on the creditor's requirements for accepting applications, taking into consideration the 
customary practice of brokers in a particular area. The more work that the creditor 
expects the broker to do on an application, in excess of what is usually expected of a 
broker in that area, the less likely it is that the broker would be considered an 
“intermediary agent or broker” of the creditor. 

ii. An example of an “intermediary agent or broker” is a broker who, customarily within a brief 
period of time after receiving an application, inquires about the credit terms of several 
creditors with whom the broker does business and submits the application to one of them. 
The broker is responsible for only a small percentage of the applications received by that 
creditor. During the time the broker has the application, it might request a credit report and 
an appraisal (or even prepare an entire loan package if customary in that particular area). 

4. Other variable-rate regulations. Transactions in which the creditor is required to comply 
with and has complied with the disclosure requirements of the variable-rate regulations of other 
Federal agencies are exempt from the requirements of § 1026.19(b), by virtue of § 1026.19(d). 
The exception is also available to creditors that are required by State law to comply with the 
Federal variable-rate regulations noted above. Creditors using this exception should comply 
with the timing requirements of those regulations rather than the timing requirements of 
Regulation Z in making the variable-rate disclosures. 

5. Examples of variable-rate transactions. 

i. The following transactions, if they have a term greater than one year and are secured by the 
consumer's principal dwelling, constitute variable-rate transactions subject to the 
disclosure requirements of § 1026.19(b). 

A. Renewable balloon-payment instruments where the creditor is both unconditionally 
obligated to renew the balloon-payment loan at the consumer's option (or is obligated to 
renew subject to conditions within the consumer's control) and has the option of 
increasing the interest rate at the time of renewal. (See comment 17(c)(1)-11 for a 
discussion of conditions within a consumer's control in connection with renewable 
balloon-payment loans.) 

B. Preferred-rate loans where the terms of the legal obligation provide that the initial 
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underlying rate is fixed but will increase upon the occurrence of some event, such as an 
employee leaving the employ of the creditor, and the note reflects the preferred rate. The 
disclosures under §§ 1026.19(b)(1) and 1026.19(b)(2)(v), (viii), (ix), and (xii) are not 
applicable to such loans. 

C. “Price-level-adjusted mortgages” or other indexed mortgages that have a fixed rate of 
interest but provide for periodic adjustments to payments and the loan balance to reflect 
changes in an index measuring prices or inflation. The disclosures under § 1026.19(b)(1) 
are not applicable to such loans, nor are the following provisions to the extent they relate 
to the determination of the interest rate by the addition of a margin, changes in the 
interest rate, or interest rate discounts: § 1026.19(b)(2)(i), (iii), (iv), (v), (vi), (vii), (viii), 
and (ix). (See comments 20(c)(1)(ii)-3.ii, 20(d)(1)(ii)-2.ii, and 30-1 regarding the 
inapplicability of variable-rate adjustment notices and interest rate limitations to price-
level-adjusted or similar mortgages.) 

ii. Graduated-payment mortgages and step-rate transactions without a variable-rate feature 
are not considered variable-rate transactions. 

The Booklet (discussed above) [12 C.F.R. § 1026.19(b)(1)] 

Regulatory Text 

(1) The booklet titled Consumer Handbook on Adjustable-Rate Mortgages, or a suitable 
substitute. 

Regulatory Commentary 

1. Substitute. Creditors who wish to use publications other than the Consumer Handbook on 
Adjustable-Rate Mortgages, available on the Bureau's Web site, must make a good faith 
determination that their brochures are suitable substitutes to the Consumer Handbook. A 
substitute is suitable if it is, at a minimum, comparable to the Consumer Handbook in 
substance and comprehensiveness. Creditors are permitted to provide more detailed 
information than is contained in the Consumer Handbook. 

2. Applicability. The Consumer Handbook need not be given for variable-rate transactions 
subject to this section in which the underlying interest rate is fixed. (See comment 19(b)-5 for 
an example of a variable-rate transaction where the underlying interest rate is fixed.) 

Loan Program Disclosure [12 C.F.R. § 1026.19(b)(2)] 

Regulatory Text 

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

1. Disclosure for each variable-rate program. A creditor must provide disclosures to the 
consumer that fully describe each of the creditor's variable-rate loan programs in which the 
consumer expresses an interest. If a program is made available only to certain customers of an 
institution, a creditor need not provide disclosures for that program to other consumers who 
express a general interest in a creditor's ARM programs. Disclosures must be given at the time 
an application form is provided or before the consumer pays a nonrefundable fee, whichever is 
earlier. If program disclosures cannot be provided because a consumer expresses an interest in 
individually negotiating loan terms that are not generally offered, disclosures reflecting those 
terms may be provided as soon as reasonably possible after the terms have been decided upon, 
but not later than the time a non-refundable fee is paid. If a consumer who has received program 
disclosures subsequently expresses an interest in other available variable-rate programs subject 
to 1026.19(b)(2), or the creditor and consumer decide on a program for which the consumer has 
not received disclosures, the creditor must provide appropriate disclosures as soon as 
reasonably possible. The creditor, of course, is permitted to give the consumer information about 
additional programs subject to § 1026.19(b) initially. 

2. Variable-rate loan program defined. 

i. Generally, if the identification, the presence or absence, or the exact value of a loan feature 
must be disclosed under this section, variable-rate loans that differ as to such features 
constitute separate loan programs. For example, separate loan programs would exist based 
on differences in any of the following loan features: 

A. The index or other formula used to calculate interest rate adjustments. 

B. The rules relating to changes in the index value, interest rate, payments, and loan 
balance. 

C. The presence or absence of, and the amount of, rate or payment caps. 

D. The presence of a demand feature. 

E. The possibility of negative amortization. 

F. The possibility of interest rate carryover. 

G. The frequency of interest rate and payment adjustments. 

H. The presence of a discount feature. 

I. In addition, if a loan feature must be taken into account in preparing the disclosures 
required by § 1026.19(b)(2)(viii), variable-rate loans that differ as to that feature 
constitute separate programs under § 1026.19(b)(2). 

ii. If, however, a representative value may be given for a loan feature or the feature need not be 
disclosed under § 1026.19(b)(2), variable-rate loans that differ as to such features do not 
constitute separate loan programs. For example, separate programs would not exist based 
on differences in the following loan features: 

A. The amount of a discount. 
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B. The amount of a margin. 

3. Form of program disclosures. A creditor may provide separate program disclosure forms for 
each ARM program it offers or a single disclosure form that describes multiple programs. A 
disclosure form may consist of more than one page. For example, a creditor may attach a 
separate page containing the historical payment example for a particular program. A disclosure 
form describing more than one program need not repeat information applicable to each program 
that is described. For example, a form describing multiple programs may disclose the 
information applicable to all of the programs in one place with the various program features 
(such as options permitting conversion to a fixed rate) disclosed separately. The form, however, 
must state if any program feature that is described is available only in conjunction with certain 
other program features. Both the separate and multiple program disclosures may illustrate 
more than one loan maturity or payment amortization - for example, by including multiple 
payment and loan balance columns in the historical payment example. Disclosures may be 
inserted or printed in the Consumer Handbook (or a suitable substitute) as long as they are 
identified as the creditor's loan program disclosures. 

4. As applicable. The disclosures required by this section need only be made as applicable. Any 
disclosure not relevant to a particular transaction may be eliminated. For example, if the 
transaction does not contain a demand feature, the disclosure required under § 1026.19(b)(2)(x) 
need not be given. As used in this section, payment refers only to a payment based on the interest 
rate, loan balance and loan term, and does not refer to payment of other elements such as 
mortgage insurance premiums. 

5. Revisions. A creditor must revise the disclosures required under this section once a year as soon 
as reasonably possible after the new index value becomes available. Revisions to the disclosures 
also are required when the loan program changes. 

Rate, Payment, or Term May Change [12 C.F.R. § 1026.19(b)(2)(i)] 

Regulatory Text 

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

Regulatory Commentary 

1. Change in interest rate, payment, or term. A creditor must disclose the fact that the terms 
of the legal obligation permit the creditor, after consummation of the transaction, to increase 
(or decrease) the interest rate, payment, or term of the loan initially disclosed to the consumer. 
For example, the disclosures for a variable-rate program in which the interest rate and payment 
(but not loan term) can change might read, “Your interest rate and payment can change yearly.” 
In transactions where the term of the loan may change due to rate fluctuations, the creditor 
must state that fact. 
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Formula and Index [12 C.F.R. § 1026.19(b)(2)(ii)] 

Regulatory Text 

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

Regulatory Commentary 

1. Identification of index or formula. If a creditor ties interest rate changes to a particular 
index, this fact must be disclosed, along with a source of information about the index. For 
example, if a creditor uses the weekly average yield on U.S. Treasury Securities adjusted to a 
constant maturity as its index, the disclosure might read, “Your index is the weekly average 
yield on U.S. Treasury Securities adjusted to a constant maturity of one year published weekly 
in the Wall Street Journal.” If no particular index is used, the creditor must briefly describe the 
formula used to calculate interest rate changes. 

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

How the Interest Rate will be Determined [12 C.F.R. § 1026.19(b)(2)(iii)] 

Regulatory Text 

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

Regulatory Commentary 

1. Determination of interest rate and payment. This provision requires an explanation of how 
the creditor will determine the consumer's interest rate and payment. In cases where a creditor 
bases its interest rate on a specific index and adjusts the index through the addition of a margin, 
for example, the disclosure might read, “Your interest rate is based on the index plus a margin, 
and your payment will be based on the interest rate, loan balance, and remaining loan term.” 
In transactions where paying the periodic payments will not fully amortize the outstanding 
balance at the end of the loan term and where the final payment will equal the periodic payment 
plus the remaining unpaid balance, the creditor must disclose this fact. For example, the 
disclosure might read, “Your periodic payments will not fully amortize your loan and you will 
be required to make a single payment of the periodic payment plus the remaining unpaid 
balance at the end of the loan term.” The creditor, however, need not reflect any irregular final 
payment in the historical example or in the disclosure of the initial and maximum rates and 
payments. If applicable, the creditor should also disclose that the rate and payment will be 
rounded. 
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Ask About Current Rate and Margin [12 C.F.R. § 1026.19(b)(2)(iv)] 

Regulatory Text 

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

Regulatory Commentary 

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

Interest Rate Discount [12 C.F.R. § 1026.19(b)(2)(v)] 

Regulatory Text 

(v) The fact that the interest rate will be discounted, and a statement that the consumer should 
ask about the amount of the interest rate discount. 

Regulatory Commentary 

1. Discounted and premium interest rate. In some variable-rate transactions, creditors may 
set an initial interest rate that is not determined by the index or formula used to make later 
interest rate adjustments. Typically, this initial rate charged to consumers is lower than the 
rate would be if it were calculated using the index or formula. However, in some cases the initial 
rate may be higher. If the initial interest rate will be a discount or a premium rate, creditors 
must alert the consumer to this fact. For example, if a creditor discounted a consumer's initial 
rate, the disclosure might state, “Your initial interest rate is not based on the index used to make 
later adjustments.” (See the commentary to § 1026.17(c)(1) for a further discussion of discounted 
and premium variable-rate transactions.) In addition, the disclosure must suggest that 
consumers inquire about the amount that the program is currently discounted. For example, 
the disclosure might state, “Ask us for the amount our adjustable-rate mortgages are currently 
discounted.” In a transaction with a consumer buydown or with a third-party buydown that 
will be incorporated in the legal obligation, the creditor should disclose the program as a 
discounted variable-rate transaction, but need not disclose additional information regarding 
the buydown in its program disclosures. (See the commentary to § 1026.19(b)(2)(viii) for a 
discussion of how to reflect the discount or premium in the historical example or the maximum 
rate and payment disclosure). 
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Frequency of Changes [12 C.F.R. § 1026.19(b)(2)(vi)] 

Regulatory Text 

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

Regulatory Commentary 

1. Frequency. The frequency of interest rate and payment adjustments must be disclosed. If 
interest rate changes will be imposed more frequently or at different intervals than payment 
changes, a creditor must disclose the frequency and timing of both types of changes. For 
example, in a variable-rate transaction where interest rate changes are made monthly, but 
payment changes occur on an annual basis, this fact must be disclosed. In certain ARM 
transactions, the interval between loan closing and the initial adjustment is not known and 
may be different from the regular interval for adjustments. In such cases, the creditor may 
disclose the initial adjustment period as a range of the minimum and maximum amount of 
time from consummation or closing. For example, the creditor might state: “The first adjustment 
to your interest rate and payment will occur no sooner than 6 months and no later than 18 
months after closing. Subsequent adjustments may occur once each year after the first 
adjustment.” (See comments 19(b)(2)(viii)(A)-7 and 19(b)(2)(viii)(B)-4 for guidance on other 
disclosures when this alternative disclosure rule is used.) 

Other Miscellaneous Impacts [12 C.F.R. § 1026.19(b)(2)(vii)] 

Regulatory Text 

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

Regulatory Commentary 

1. Rate and payment caps. The creditor must disclose limits on changes (increases or decreases) 
in the interest rate or payment. If an initial discount is not taken into account in applying 
overall or periodic rate limitations, that fact must be disclosed. If separate overall or periodic 
limitations apply to interest rate increases resulting from other events, such as the exercise of a 
fixed-rate conversion option or leaving the creditor's employ, those limitations must also be 
stated. Limitations do not include legal limits in the nature of usury or rate ceilings under state 
or Federal statutes or regulations. (See § 1026.30 for the rule requiring that a maximum interest 
rate be included in certain variable-rate transactions.) The creditor need not disclose each 
periodic or overall rate limitation that is currently available. As an alternative, the creditor 
may disclose the range of the lowest and highest periodic and overall rate limitations that may 
be applicable to the creditor's ARM transactions. For example, the creditor might state: “The 
limitation on increases to your interest rate at each adjustment will be set at an amount in the 
following range: Between 1 and 2 percentage points at each adjustment. The limitation on 
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increases to your interest rate over the term of the loan will be set at an amount in the following 
range: Between 4 and 7 percentage points above the initial interest rate.” A creditor using this 
alternative rule must include a statement in its program disclosures suggesting that the 
consumer ask about the overall rate limitations currently offered for the creditor's ARM 
programs. (See comments 19(b)(2)(viii)(A)-6 and 19(b)(2)(viii)(B)-3 for an explanation of the 
additional requirements for a creditor using this alternative rule for disclosure of periodic and 
overall rate limitations.) 

2. Negative amortization and interest rate carryover. A creditor must disclose, where 
applicable, the possibility of negative amortization. For example, the disclosure might state, “If 
any of your payments is not sufficient to cover the interest due, the difference will be added to 
your loan amount.” Loans that provide for more than one way to trigger negative amortization 
are separate variable-rate programs requiring separate disclosures. (See the commentary to 
§ 1026.19(b)(2) for a discussion on the definition of a variable-rate loan program and the format 
for disclosure.) If a consumer is given the option to cap monthly payments that may result in 
negative amortization, the creditor must fully disclose the rules relating to the option, including 
the effects of exercising the option (such as negative amortization will occur and the principal 
loan balance will increase); however, the disclosure in § 1026.19(b)(2)(viii) need not be provided. 

3. Conversion option. If a loan program permits consumers to convert their variable-rate loans 
to fixed-rate loans, the creditor must disclose that the interest rate may increase if the consumer 
converts the loan to a fixed-rate loan. The creditor must also disclose the rules relating to the 
conversion feature, such as the period during which the loan may be converted, that fees may 
be charged at conversion, and how the fixed rate will be determined. The creditor should 
identify any index or other measure, or formula used to determine the fixed rate and state any 
margin to be added. In disclosing the period during which the loan may be converted and the 
margin, the creditor may use information applicable to the conversion feature during the six 
months preceding preparation of the disclosures and state that the information is representative 
of conversion features recently offered by the creditor. The information may be used until the 
program disclosures are otherwise revised. Although the rules relating to the conversion option 
must be disclosed, the effect of exercising the option should not be reflected elsewhere in the 
disclosures, such as in the historical example or in the calculation of the initial and maximum 
interest rate and payments. 

4. Preferred-rate loans. Section 1026.19(b) applies to preferred-rate loans, where the rate will 
increase upon the occurrence of some event, such as an employee leaving the creditor's employ, 
whether or not the underlying rate is fixed or variable. In these transactions, the creditor must 
disclose the event that would allow the creditor to increase the rate such as that the rate may 
increase if the employee leaves the creditor's employ. The creditor must also disclose the rules 
relating to termination of the preferred rate, such as that fees may be charged when the rate is 
changed and how the new rate will be determined. 

Example of Rate Changes and the Impact (15-year table) [12 C.F.R. § 
1026.19(b)(2)(viii)(A)] 

Regulatory Text 

(viii) At the option of the creditor, either of the following: 
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1. Historical example and initial and maximum interest rates and payments. A creditor may 
disclose both the historical example and the initial and maximum interest rates and 
payments. 

(A) A historical example, based on a $10,000 loan amount, illustrating how payments and 
the loan balance would have been affected by interest rate changes implemented 
according to the terms of the loan program disclosure. The example shall reflect the 
most recent 15 years of index values. The example shall reflect all significant loan 
program terms, such as negative amortization, interest rate carryover, interest rate 
discounts, and interest rate and payment limitations, that would have been affected by 
the index movement during the period. 

Regulatory Commentary 

1. Index movement. This section requires a creditor to provide an historical example, based on a 
$10,000 loan amount originating in 1977, showing how interest rate changes implemented 
according to the terms of the loan program would have affected payments and the loan balance 
at the end of each year during a 15-year period. (In all cases, the creditor need only calculate 
the payments and loan balance for the term of the loan. For example, in a five-year loan, a 
creditor would show the payments and loan balance for the five-year term, from 1977 to 1981, 
with a zero-loan balance reflected for 1981. For the remaining ten years, 1982-1991, the creditor 
need only show the remaining index values, margin and interest rate and must continue to 
reflect all significant loan program terms such as rate limitations affecting them.) Pursuant to 
this section, the creditor must provide a history of index values for the preceding 15 years. 
Initially, the disclosures would give the index values from 1977 to the present. Each year 
thereafter, the revised program disclosures should include an additional year's index value 
until 15 years of values are shown. If the values for an index have not been available for 15 
years, a creditor need only go back as far as the values are available in giving a history and 
payment example. In all cases, only one index value per year need be shown. Thus, in 
transactions where interest rate adjustments are implemented more frequently than once per 
year, a creditor may assume that the interest rate and payment resulting from the index value 
chosen will stay in effect for the entire year for purposes of calculating the loan balance as of 
the end of the year and for reflecting other loan program terms. In cases where interest rate 
changes are at the creditor's discretion (see the commentary to § 1026.19(b)(2)(ii)), the creditor 
must provide a history of the rates imposed for the preceding 15 years, beginning with the rates 
in 1977. In giving this history, the creditor need only go back as far as the creditor's rates can 
reasonably be determined. 

2. Selection of index values. The historical example must reflect the method by which index 
values are determined under the program. If a creditor uses an average of index values or any 
other index formula, the history given should reflect those values. The creditor should select one 
date or, when an average of single values is used as an index, one period and should base the 
example on index values measured as of that same date or period for each year shown in the 
history. A date or period at any time during the year may be selected, but the same date or 
period must be used for each year in the historical example. For example, a creditor could use 
values for the first business day in July or for the first week ending in July for each of the 15 
years shown in the example. 

3. Selection of margin. For purposes of the disclosure required under § 1026.19(b)(2)(viii)(A), a 
creditor may select a representative margin that has been used during the six months preceding 
preparation of the disclosures, and should disclose that the margin is one that the creditor has 
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used recently. The margin selected may be used until a creditor revises the disclosure form. 

4. Amount of discount or premium. For purposes of the disclosure required under 
§ 1026.19(b)(2)(viii)(A), a creditor may select a discount or premium (amount and term) that 
has been used during the six months preceding preparation of the disclosures, and should 
disclose that the discount or premium is one that the creditor has used recently. The discount 
or premium should be reflected in the historical example for as long as the discount or premium 
is in effect. A creditor may assume that a discount that would have been in effect for any part 
of a year was in effect for the full year for purposes of reflecting it in the historical example. For 
example, a 3-month discount may be treated as being in effect for the entire first year of the 
example; a 15-month discount may be treated as being in effect for the first two years of the 
example. In illustrating the effect of the discount or premium, creditors should adjust the value 
of the interest rate in the historical example, and should not adjust the margin or index values. 
For example, if during the six months preceding preparation of the disclosures the fully indexed 
rate would have been 10% but the first year's rate under the program was 8%, the creditor would 
discount the first interest rate in the historical example by 2 percentage points. 

5. Term of the loan. In calculating the payments and loan balances in the historical example, a 
creditor need not base the disclosures on each term to maturity or payment amortization that it 
offers. Instead, disclosures for ARMs may be based upon terms to maturity or payment 
amortizations of 5, 15 and 30 years, as follows: ARMs with terms or amortizations from over 1 
year to 10 years may be based on a 5-year term or amortization; ARMs with terms or 
amortizations from over 10 years to 20 years may be based on a 15-year term or amortization; 
and ARMs with terms or amortizations over 20 years may be based on a 30-year term or 
amortization. Thus, disclosures for ARMs offered with any term from over 1 year to 40 years 
may be based solely on terms of 5, 15 and 30 years. Of course, a creditor may always base the 
disclosures on the actual terms or amortizations offered. If the creditor bases the disclosures on 
5-, 15- or 30-year terms or payment amortization as provided above, the term or payment 
amortization used in making the disclosure must be stated. 

6. Rate caps. A creditor using the alternative rule described in comment 19(b)(2)(vii)-1 for 
disclosure of rate limitations must base the historical example upon the highest periodic and 
overall rate limitations disclosed under § 1026.19(b)(2)(vii). In addition, the creditor must state 
the limitations used in the historical example. (See comment 19(b)(2)(viii)(B)-3 for an 
explanation of the use of the highest rate limitation in other disclosures.) 

7. Frequency of adjustments. In certain transactions, creditors may use the alternative rule 
described in comment 19(b)(2)(vi)-1 for disclosure of the frequency of rate and payment 
adjustments. In such cases, the creditor may assume for purposes of the historical example that 
the first adjustment occurred at the end of the first full year in which the adjustment could 
occur. For example, in an ARM in which the first adjustment may occur between 6 and 18 
months after closing and annually thereafter, the creditor may assume that the first adjustment 
occurred at the end of the first year in the historical example. (See comment 19(b)(2)(viii)(B)-4 
for an explanation of how to compute the maximum interest rate and payment when the initial 
adjustment period is not known.) 
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Example of Rate Changes and the Impact (maximum rate and 
payment) [12 C.F.R. § 1026.19(b)(2)(viii)(B)] 

Regulatory Text 

(viii) At the option of the creditor, either of the following: 

1. Historical example and initial and maximum interest rates and payments. A creditor 
may disclose both the historical example and the initial and maximum interest rates 
and payments. 
 
***** 
 
(B) The maximum interest rate and payment for a $10,000 loan originated at the initial 

interest rate (index value plus margin, adjusted by the amount of any discount or 
premium) in effect as of an identified month and year for the loan program disclosure 
assuming the maximum periodic increases in rates and payments under the program; 
and the initial interest rate and payment for that loan and a statement that the periodic 
payment may increase or decrease substantially depending on changes in the rate. 

Regulatory Commentary 

1. Initial and maximum interest rates and payments. The disclosure form must state the 
initial and maximum interest rates and payments for a $10,000 loan originated at an initial 
interest rate (index value plus margin adjusted by the amount of any discount or premium) in 
effect as of an identified month and year for the loan program disclosure. (See comment 19(b)(2)-
5 on revisions to the loan program disclosure.) In calculating the maximum payment under this 
paragraph, a creditor should assume that the interest rate increases as rapidly as possible 
under the loan program, and the maximum payment disclosed should reflect the amortization 
of the loan during this period. Thus, in a loan with 2 percentage point annual (and 5 percentage 
point overall) interest rate limitations or “caps,” the maximum interest rate would be 5 
percentage points higher than the initial interest rate disclosed. Moreover, the loan would not 
reach the maximum interest rate until the fourth year because of the 2-percentage point annual 
rate limitations, and the maximum payment disclosed would reflect the amortization of the 
loan during this period. If the loan program includes a discounted or premium initial interest 
rate, the initial interest rate should be adjusted by the amount of the discount or premium. 

2. Term of the loan. In calculating the initial and maximum payments, the creditor need not base 
the disclosures on each term to maturity or payment amortization offered under the program. 
Instead, the creditor may follow the rules set out in comment 19(b)(2)(viii)(A)-5. If a historical 
example is provided under § 1026.19(b)(2)(viii)(A), the terms to maturity or payment 
amortization used in the historical example must be used in calculating the initial and 
maximum payment. In addition, creditors must state the term or payment amortization used 
in making the disclosures under this section. 

3. Rate caps. A creditor using the alternative rule for disclosure of interest rate limitations 
described in comment 19(b)(2)(vii)-1 must calculate the maximum interest rate and payment 
based upon the highest periodic and overall rate limitations disclosed under 
§ 1026.19(b)(2)(vii). In addition, the creditor must state the rate limitations used in calculating 
the maximum interest rate and payment. (See comment 19(b)(2)(viii)(A)-6 for an explanation of 
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the use of the highest rate limitation in other disclosures.) 

4. Frequency of adjustments. In certain transactions, a creditor may use the alternative rule for 
disclosure of the frequency of rate and payment adjustments described in comment 19(b)(2)(vi)-
1. In such cases, the creditor must base the calculations of the initial and maximum rates and 
payments upon the earliest possible first adjustment disclosed under § 1026.19(b)(2)(vi). (See 
comment 19(b)(2)(viii)(A)-7 for an explanation of how to disclose the historical example when 
the initial adjustment period is not known.) 

5. Periodic payment statement. The statement that the periodic payment may increase or 
decrease substantially may be satisfied by the disclosure in paragraph 19(b)(2)(vi) if it states 
for example, “your monthly payment can increase or decrease substantially based on annual 
changes in the interest rate.” 

Calculation of Payments [12 C.F.R. § 1026.19(b)(2)(ix)] 

Regulatory Text 

(ix) An explanation of how the consumer may calculate the payments for the loan amount to be 
borrowed based on either: 

Regulatory Commentary 

1. Calculation of payments. A creditor is required to include a statement on the disclosure form 
that explains how a consumer may calculate his or her actual monthly payments for a loan 
amount other than $10,000. The example should be based upon the most recent payment shown 
in the historical example or upon the initial interest rate reflected in the maximum rate and 
payment disclosure. In transactions in which the latest payment shown in the historical 
example is not for the latest year of index values shown (such as in a five-year loan), a creditor 
may provide additional examples based on the initial and maximum payments disclosed under 
§ 1026.19(b)(2)(viii)(B). The creditor, however, is not required to calculate the consumer's 
payments. (See the model clauses in appendix H-4(C).) 

(A) The most recent payment shown in the historical example in paragraph (b)(2)(viii)(A) of this 
section; or 

(B) The initial interest rate used to calculate the maximum interest rate and payment in 
paragraph (b)(2)(viii)(B) of this section. 

Demand Feature [12 C.F.R. § 1026.19(b)(2)(x)] 

Regulatory Text 

(x) The fact that the loan program contains a demand feature. 
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1. Demand feature. If a variable-rate loan subject to § 1026.19(b) requirements contains a 
demand feature as discussed in the commentary to § 1026.18(i), this fact must be disclosed. 
(Pursuant to § 1026.18(i), creditors would also disclose the demand feature in the standard 
disclosures given later.) 

Future Notices [12 C.F.R. § 1026.19(b)(2)(xi)] 

Regulatory Text 

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

Regulatory Commentary 

1. Adjustment notices. A creditor must disclose to the consumer the type of information that will 
be contained in subsequent notices of adjustments and when such notices will be provided. (See 
the commentary to § 1026.20(c) and (d) regarding notices of adjustments.) For example, the 
disclosure provided pursuant to § 1026.20(d) might state, “You will be notified at least 210, but 
no more than 240, days before the first payment at the adjusted level is due after the initial 
interest rate adjustment of the loan. This notice will contain information about the adjustment, 
including the interest rate, payment amount, and loan balance.” The disclosure provided 
pursuant to § 1026.20(c) might state, “You will be notified at least 60, but no more than 120, 
days before the first payment at the adjusted level is due after any interest rate adjustment 
resulting in a corresponding payment change. This notice will contain information about the 
adjustment, including the interest rate, payment amount, and loan balance.” 

Other Programs Available [12 C.F.R. § 1026.19(b)(2)(xii)] 

Regulatory Text 

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

Regulatory Commentary 

1. Multiple loan programs. A creditor that offers multiple variable-rate loan programs is 
required to have disclosures for each variable-rate loan program subject to § 1026.19(b)(2). 
Unless disclosures for all of its variable-rate programs are provided initially, the creditor must 
inform the consumer that other closed-end variable-rate programs exist, and that disclosure 
forms are available for these additional loan programs. For example, the disclosure form might 
state, “Information on other adjustable-rate mortgage programs is available upon request.” 
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Form of Disclosures [12 C.F.R. § 1026.19(c)] 

Regulatory Text 

(c) Electronic disclosures. For an application that is accessed by the consumer in electronic 
form, the disclosures required by paragraph (b) of this section may be provided to the consumer 
in electronic form on or with the application. 

Regulatory Commentary 

1. Form of disclosures. Whether disclosures must be in electronic form depends upon the 
following: 

i. If a consumer accesses an ARM loan application electronically (other than as described under 
ii. below), such as online at a home computer, the creditor must provide the disclosures in 
electronic form (such as with the application form on its Web site) in order to meet the 
requirement to provide disclosures in a timely manner on or with the application. If the 
creditor instead mailed paper disclosures to the consumer, this requirement would not be 
met. 

ii. In contrast, if a consumer is physically present in the creditor's office, and accesses an ARM 
loan application electronically, such as via a terminal or kiosk (or if the consumer uses a 
terminal or kiosk located on the premises of an affiliate or third party that has arranged 
with the creditor to provide applications to consumers), the creditor may provide disclosures 
in either electronic or paper form, provided the creditor complies with the timing, delivery, 
and retainability requirements of the regulation. 

Alternative Disclosures [12 C.F.R. § 1026.19(d)] 

Regulatory Text 

(d) Information provided in accordance with variable-rate regulations of other Federal agencies 
may be substituted for the disclosures required by paragraph (b) of this section. 

Regulatory Commentary 

None. 
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