Approved February 1, 1983
Date

MINUTES OF THE _ _Senate COMMITTEE ON Commercial and Financial Insitutions

Sen. Neil H. Arasmith at

The meeting was called to order by '
Chairperson

_92:00  am.fpscon January 27 , 1983 in room _—_529=g  of the Capitol.
All members were present except:

Senators Hess and Harder - Excused
Committee staff present:

Bill Wolff, Legislative Research

Myrta Anderson, Legislative Research

Bruce Kinzie, Revisor's Office

Conferees appearing before the committee:

Ron Todd, Insurance Commissioner's Office
Jim Turner, Kansas Savings and Loan League
Marvin Umholtz, Kansas Credit Union League
Jim Maag, Kansas Bankers Association

The minutes of January 26 were approved.

Ron Todd, Insurance Commissioner's Office, appeared to request that five bills be
introduced. (See Attachment I). Mr. Todd gave a brief explanation of each of the
proposed bills. V

Sen. Werts made a motion to introduce and refer back to the committee all five of
the bills. Sen. Pomeroy seconded the motion. The motion carried.

The hearing on SB 50 began with the testimony of Jim Turner, Kansas Savings and
Loan League. (See Attachment II). Sen. Feleciano asked how SB 50 differs from

the House bill dealing with the same subject. Jim Maag, Kansas Bankers Association,
answered for Mr. Turner saying that SB 50 repeals 16-207d to clarify that the
adjustable rate index and the state regulations would refer only to residential

ad justable rate real estate loans and not to commercial and agricultural loans.

Sen. Pomeroy pointed out to the committee the possibility of some confusion result-—
ing from having this bill, being so similar to the one in the House, introduced.
Committee discussion followed concerning the difference between the House bill and
SB 50 with staff offering explanations.

Marvin Umholtz, Kansas Credit Union League, appeared to give his testimony on SB 50.
(See Attachment III). He also passed out copies of HB 2071 which deals with the
same subject but specifically exempts agriculture and business loans. (See Attach-
ment IV). After some questions from the chairman, Mr. Umholtz's testimony was

concluded.

Jim Maag, Kansas Bankers Association, gave his testimony on SB 50. (See Attachment V).
After committee discussion and contributions from staff, the hearing on SB 50 was
concluded.

All of the conferees on SB 50 support it, but if it is not passed, they would
support the concept of HB 2071.

The next meeting will be held on February 1.

The meeting was adjourned.

Unless specifically noted, the individual remarks recorded herein have not

been transcribed verbatim. Individual remarks as reported herein have not

been submitted to the individuals appearing before the committee for 1 1
editing or corrections. Page J Of
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EXPLANATORY MEMORANDUM FOR
LEGISLATIVE PROPOSAL NO. 7

Historically, insurance companies have been subject to limitations on the kind and amount of
investment opportunities they can engage in. Generally, these limitations have been
intended to serve two purposes. First, they were designed to promote investments in
property that can be readily converted to cash in order that insurers would be in a constant
state of readiness with respect to payment of claims. Second, such limitations have been
designed to buttress financial solvency by not permitting investments in overly speculative
type of ventures or by placing too large a portion of the company's assets in a single kind of
investment medium. These limitations have served their purpose quite well and, as a result,
the insuring public has been the beneficiary of an insurance industry that, on an overall
basis, has been financially stable.

Legislative Proposal No. 7 does not depart from this historic philosophy. At the same time,
however, it recognizes that investment opportunities are constantly changing. It further
recognizes that financial institutions are becoming increasingly competitive and that the
traditional distinctions that have separated one kind of financial institution from another are
disappearing. In one way or another, directly or indirectly, the kinds of products that are
available from insurance companies and the price the customers of insurance companies will
pay for their products is inextricably influenced by the return insurance companies earn on
their investments. As a result, the public would be peoorly served by a demand on the part of
regulators or legislators that insurance companies be forever tied to overly stringent
investment restrictions.

Legislative Proposal No. 7 addresses the changing investment environment by lessening
current restrictions; permitting investments in securities not previously specified in the
insurance investment statutes, and by recognizing the value of assets already owned by
insurance companies but not previously permitted to be treated as a bona fide asset because
of insurance accounting principles. As a result enactment of this proposal will permit
Kansas domiciled insurance companies to better compete for tomorrow's investment dollars
without endangering their ability to meet today's obligations.

The Senate Commercial and Financial Institutions Committee will be requested to introduce
this proposal.

/41*7'”6(0/) ment ya -
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LEGISLATIVE PROPOSAL NO. 7

AN ACT relating to insurance; concerning life insurance companies and other than life
insurance companies; relating to investments, amending K.S.A. 40-2b06, 40-2b07,
40-2b09, 40-2b10, 40-2bl3, 40-2b20, 40-2a08, 40-2209, 40-2a12, 40-2al3 and 40-
2al6, and repealing the existing sections.

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF KANSAS:

Section I. K.S.A. 40-2b06 is hereby amended to read as follows: 40-2b06. Any
life insurance company heretofore or hereafter organized under any law of this state
may invest by loans or otherwise, with the direction or approval of a majority of its
board of directors or authorized committee thereof, any of its funds, or any part
thereof in preferred stocks of, or stocks guaranteed by, a corporation incorporated
under the laws of the United States of America, or of any state, district, insular or
territorial possession thereof; or of the Dominion of Canada, or any province thereof;
in an amount not to exceed twenty-percent-{209%) twenty-five percent (25%) of its
admitted assets as shown by the company’s last annual report, as filed with the state
commissioner of insurance, and which meets the following qualifications:

(a) All bonds or other evidences of indebtedness and preferred stocks shown on
the last published annual statement of the issuing corporation, if any, senior to the
preferred stock acquired must be eligible as investments under K.S.A. 40-2b05 or 40-
2b06 as of the date of acquisition;

{b) if cumulative preferred, not in arrears as to dividends, or if noncumulative,
has paid full dividends in each of the last three (3) years;

(c) sinking fund payments are on a current basis;

(d) if net earnings available for fixed charges for the most recently completed
three fiscal year period is at least equal to one and one-quarter (1%) times the
aggregate fixed charges, plus full contingent interest and preferred dividend
requirements of the preferred stock under consideration and those on a parity
therewith or having a priority thereto, for the same period; and
(5 {e) the corporation must have been in existence for a period of not less than five
J) years.

Definitions: (a) "Fixed charges" shall include actual interest incurred in each
year on funded and unfunded debt; .

(b) ™net earnings" shall mean income, before deducting interest on funded and
unfunded debt, and after deducting operating and maintenance expenses, depreciation
and depletion, and all taxes (including income taxes). Extraordinary, nonrecurring
items of income or expenses shall be excluded.

Sec. 2. K.S.A. 40-2b07 is hereby amended to read as follows: 40-2b07. Any life
insurance company heretofore or hereafter organized under any law of this state may
invest by loans or otherwise, with the direction or approval of a majority of its board
of directors or authorized committee thereof, any of its funds, or any part thereof in
the common stock of any corporation organized and doing business under the laws of
the United States or any state, or of the District of Columbia, or of the Dominion of
Canada, or any province of the Dominion of Canada, in an amount, based upon cost,
not exceeding ten--percent-t0%} fifteen percent (15%) of its admitted assets or not
exceeding the combined capital and surplus, whichever is the lesser, as shown by the
company's last annual report. Such life insurance company may write exchange traded,
covered call options on shares it owns and may purchase call options for the sole
purpose of closing out a position taken previously with respect to one or more options
having been written. The purchase of a call option for any reason other than as a
closing transaction and the writing of naked (uncovered) call options are hereby
prohibited. Investments in common stocks and the writing of call options shall be
further limited as follows:

(a) The obligations and preferred stock, if any, shown on the last published
annual statement of such corporation must be eligible for investment under K.S.A. %0-
2b05 or 40-2b06;

(b) cash dividends have been paid during each of the last three (3) years
preceding the date of acquisition;

(c) the stock is registered with a national securities exchange regulated under
the securities exchange act of 1934, as amended, or is regularly traded on a national or
regional basis . es-is-that-ef -a-corporation -registered -and--operated-as -an--open-end-
regulated -investment- company - in ~accordance- -with--the--irvestment- company -act -of
4940, -as-amendeds-

(d) The company shall have earnings in three (3) of the last five (5) years
preceding the date of acquisition;
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Legislative Proposal # 7 -2- 1983

(e) at no time shall an insurance company invest in more than five percent (5%)
of the total number of the outstanding shares of any one such corporation, nor an
amount more than two percent (2%) of the investing insurance company's admitted
assets in shares of any one such corporation (determined on the basis of the cost of
such shares to the insurance company at time of purchase). With-the-epproval-of-the
commisstoner of-isurance; & Company -mey- acquire in-excess- of -five-percent {5%)-of
the- eutstanding-shares-of another iRsurance- company;

(f) stock owned by an insurance company that is obligated under an unexpired
written call option shall be valued at the lesser of the striking price or current market
value. For the purposes of this subsection, "striking price" means the price per share,
exclusive of selling costs, the company would receive should the call option be
exercised by the holder.

Sec. 3. K.S.A. #0-2b09 is hereby amended to read as follows: 40-2b09. Any life
insurance company heretofore or hereafter organized under any law of this state may
invest by loans or otherwise with the direction or approval of a majority of its board of
directors or authorized committee thereof, any of its funds, or any part thereof in:

(a) Bonds, notes, obligations or other evidences of indebtedness secured by
mortgages or deeds of trust which are a first lien upon unencumbered real property and
appurtenances thereto within the United States of America, or any insular or
territorial possession of the United States, or the Dominion of Canada, and upon
leasehold estates in real property wherein the term of such including any options to
extend is not less than fifteen (15) years beyond the maturity of the loan as made or
extended: Prowvidedy Fhat- At the date of acquisition the total indebtedness secured by
such lien shall not exceed seventy-five-percent-{75%)- eighty percent (80%) of the
market value of the property upon which it is a lien, unless that portion of the total
indebtedness in excess of seventyfive-percent-(Z5%)-eighty percent (80%) of market
value is insured by a mortgage insurance company authorized by the commissioner of
insurance to do business in this state. These limitations shall not apply to obligations
described in subsections (b), (c), (d), (e) and (f) of this section: And-provided-further;
Fhat For the purpose of this section a mortage or deed of trust shall not be deemed to
be otier than a first lien upon property within the meaning of this section by reason of
the existence of taxes or assessments against real property and appurtenances thereto
that are not delinquent, instruments creating or reserving mineral, oil, or timber
rights, rights-of-way, joint driveways, sewer rights, rights in walls or by reason of
building restrictions or other like restrictive covenants, or when such real estate is
subject to lease in whole or in part whereby rents or profits are reserved to the owner
or when there is in existence a fixed obligation or lien against the property where an
escrow account or indemnification bond is or has been established or obtained
sufficient to cover the maximum liability created by such obligation or lien;

(b) bonds, notes, or other evidences of indebtedness representing loans and
advances of credit that have been issued, guaranteed or insured by the United States
government or an agency or instrumentality thereof or insured by any insurance
company authorized to transact such business in this state: Provided, That any
uninsured or nonguaranteed portion shall not exceed seventy-five-percent-(75%} eighty
percent (80%) of the total amount;

{c) contracts of sale, purchase money mortgages or deeds of trust secured by
property obtained through foreclosure, or in settlement or satisfaction of any
indebtedness;

(d) bonds, notes, obligations, or other evidences of indebtedness secured by
mortgages or deeds of trust which are a first lien upon unencumbered personal or real
or both personal and real property, including a leasehold of real estate, under lease,
purchase contract, or lease purchase contract to any governmental body or
instrumentality whose obligations qualify under K.S.A. 40-2b01, #0-2b02 or &0-2b03 or
to a corporation whose obligations qualify under K.S.A. 40-2b05: Provided, There is
adequate rental, after making allowance of lessors' or sellers' obligations and
liabilities, if any, under the terms of said lease or contract, to retire the loan as to
payments of principal and interest: And provided further, That the rentals are pledged
or assigned to the lender;

(e) bonds, notes or other evidences of indebtedness representing loans and
advances of credit that have been issued, guaranteed or insured, in accordance with
the terms and provisions of an act of the federal parliament of the Dominion of
Canada approved March 18, 1954, cited as the "national housing act, 1954, as
heretofore and hereafter amended.

(f) Participation in mortage lending is specifically permitted in this section as
between Kansas domiciled life insurance companies, or, between Kansas domiciled life
insurance companies and life insurance companies organized under the laws of another
country, state, or territory and authorized to do business in the state of Kansas, or,
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Legislative Proposal # 7 -3- [933

between Kansas domiciled life insurance companies and/or banks, trust companies or
savings and loan associations located within the state of Kansas, upon unencumbered
real property and appurtenances thereto: Provided, That at the date of acquisition the
total indebtedness assumed by such lien should not exceed seventy-five-percent-{75%}
eighty percent (80%) of the market value of the property upon which it is a lien, unless
that portion of the total indebtedness in excess of seventy-five-percent {75%)-eight
percent (80%) of market value is insured by a mortgage insurance company authonzeé
by the commissioner of insurance to do business in this state.

(g) First mortgage or deeds of trust upon improved real property to be occupied
as a persona! residence by an officer of the insurer, if said mortgage 1s at an interest
rate that is reasonably competitive with that charged by the other lending institutions
in the community. Mortgages or deeds of trust entered into pursuant to this subsection
shall be subject to the conditions set forth in subsection (a) of this section relating to
mortgages or deeds of trust generally. -

Sec. 4. K.S.A. 40-2b10 is hereby amended to read as follows: #0-2bl0. No life
insurance company organized under the laws of this state shall purchase, hold or
convey real estate, excepting for the purposes and in the manner herein set forths

(@) Such as shall be requisite for its convenient present and future
accommodation in the transaction of its business. In the erection or purchase of any
buildings for such purpose, additional space may be included for home office rental
income;

(b) such as shall have been mortgaged to it in good faith, by way of security for
loans previously contracted or for money due;

{(c) such as shall have been conveyed to it in satisfaction of debts previously
contracfed in their legitimate business, or for money due;

(d) such as shall have been purchased at sales upon judgments, decrees or
mortgages obtained or made for such debts; or

(e) such as shall have been acquired for development or income purposes.

It shall not be lawful for any such company to purchase, hold or convey real
estate in any other case or for any other purpose, except nothing in this section shall
be deemed to prohibit any such company for purchasing the principal residence owned
and inhabited by an employee or prospective employee who is being transferred by the
company to a different community; and all such real estate as may be acquired as
aforesaid, and which shall not be necessary for the accommodation of such company in
the transaction of its business, excepting real estate acquired for development or
income purposes, shall be sold and disposed of within five years after such company
shall have acquired title thereto, unless the company shall procure a certificate from
the commissioner of insurance that the interests of the company will suffer materially
by a forced sale thereof in which event the sale may be postponed for such period as
the commissioner of insurance shall direct in such certificate. If the company so
elects, real estate other than farm properties, which has been acquired under
subsections (c) and (d) of this section may be held by it for income purposes . #fdts
value-together-with- that of-al-ether real estate-owned -by- thecompany-at-the- tine-of
such--election--does- The company's aggregate investment in real estate as herein
provided shall not exceed 10% 20% of the admitted assets of the company, as shown Dy
its last annual report as filed with the state commissioner of insurance.

Sec. 5. K.S.A. 40-2bl3 is hereby amended to read as follows: 40-2bl3. Any life
insurance company heretofore or hereafter organized under any law of this state may
invest by loans or otherwise, with the direction or approval of a majority of its board
of directors or authorized committee thereof, any of its funds, or any part thereof in
investments whether or not qualified and permitted under this act and notwithstanding
any conditions or limitations prescribed therein, except those which require that a
corporation be solvent and not have defaulted with respect to the payment of principal
or interest, and subject to the provisions of K.S.A. 17-300%, in an aggregate amount
not more than five-percent-{5%)-ten percent (10%) of its admitted assets as shown by
the company's last annual report as filed with the state insurance commissioner.

Sec. 6. K.S.A. 40-2b20 is hereby amended to read as follows: %0-2b20. (a) Any
life insurance company heretofore or hereafter organized under any law of this state,
with the direction or approval of a majority of its board of directors and approval of
the commissioner of insurance, may designate a state or national bank, having trust
powers, and having-its prineipal-place-of -businessin-this-state; as trustee to make any
investment authorized by this act in the name of the trustee or nominee as a trustee or
nominee.

Sec. 7. K.S.A. 40-2a08 is hereby amended to read as follows: 40-2a08. Any
insurance company other than life heretofore or hereafter organized under any law of
this state may invest with the direction or approval of a majority of its board of
directors or authorized committee thereof, any of its funds, or any part thereof in the




193
194
195
196
197
198
199
200
201
202
203
204
205
206
207
208
209
210
211
212
213
214
215
216
217
218
219
220
221
222
223
224
225
226
227
228
229
230
231
232
233
234
235
236
237
238
239
240
241
242
243
244
245
246
247
248
249
250
251
252
253
254
255
256
257
258
259
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common stock of any corporation organized and doing business under the laws of the
United States of America, or of any state, district, insular or territorial possession
thereof; or of the Dominion of Canada or any province thereof; or of any other country
or subdivision thereof; and the-shares-of-a-management type-of investment -company-er
investmenttrust-registered ~witir -the- -securities -and -exchange- commission- under ~the
investment- company -act of- 19495 as-amendeds Such insurance company may write
exchange traded, covered call options on shares it owns and may purchase call options
for the sole purpose of closing out a position taken previously with respect to one or
more options having been written. The purchase of a call option for any reason other
than as a closing transaction and the writing of naked (uncovered) call options are
hereby prohibited. Investments in common stocks and the writing of call options shall
be further limited as follows:

(a) The obligations and preferred stock, if any, shown on the last published
annual statement of such corporation must be eligible for investment under K.5.A. 40-
2205 or 40-2a07;

(b) cash dividends have been paid during each of the last three (3) years
preceding the date of acquisition;

(c) the stock is registered with a national securities exchange regulated under
the securities exchange act of 1934, as amended, or is regularly traded on a national or
regional basiss-of-is-a- corperation-registered-and -operated- as-ar-epen-end reguiated
investment- COrRpPany - ir -accordance: ~with- the- investment-company-act-of -1946;5 -as
-amended;

(d) the company shall have earnings in three (3) of the last five (5) years
preceding the date of acquisition;

{(e) investments in common stock in any one corporation shall at no time exceed
two percent (2%) of the admitted assets of the investing insurance company, and at no
time shall an insurance company purchase more than five percent (5%) of the
outstanding shares of stock of any one given corporation; :

(£} -investmenis- in~ shares -ef -a- management - type- of - Rvestment -company -of
registered- investment- trust--as- deseribed -above,- shall-have- assets -of -net -less - than
twenty-five -miHion dollars-($25,000,000)- at-the date-ef purchases-and subseetions-ta),
(b)-(c)s {d} and-Le) -of- this-section-need not -applys

{g} (i) the amount invested under this section, including the amount invested
under K.S.A. 40-2a07, excluding stock of any insurance company qualified under K.S.A.
40-2a09, shall not exceed the excess of surplus as regards policyholders over one
hundred thousand dollars ($100,000);

(R (_&} stock owned by an insurance company that is obligated under an unexpired
written call option shall be valued at the lesser of the striking price or current market
value. For the purposes of this subsection, "striking price” means the price per share,
exclusive of selling costs, the company would receive should the call option be
exercised by the holder.

New Sec. 8. Any life insurance company heretofore or hereafter organized under
any law of this state may invest by loans or otherwise, with the direction or approval
of a majority of its board of directors or authorized committee thereof, any of its
funds, or any part thereof in the purchase of fixed wing aircraft, electric or
mechanical machines constituting a word processing system, motor vehicles, and
personal property used as a substitute for or in lieu of improvements upon real
property such as detached modular partition systems, and thereafter may hold such
assets as admitted assets for use in connection with tne business of the company if, (1)
the asset or asset system shall have a cost of not less than two thousand five hundred
doliars (57,500) and such assets aggregate shall not, irrespective of K.o.A. 40-2b13,
exceed five percent (5%) of the admitted assets of the company; (2) the cost of each
asset or system shall be fully amortized over a reasonable period not to exceed ten (10)
years. 1f an asset consists of separate but inter-dependent components each
component shall be amortized over a reasonable period not to exceed ten (10) years
commencing with the date of acquisition of each component. Personal property
investments are not deemed eligible for deposit under K.S.A. #0-404 and shall not be
included in the admitted assets for purposes of complying with minimum capital,
surplus, or capital and surplus requirements applicable to issuance or continuation of a
certificate of authority.

New Sec. 9. Any life insurance company heretofore or hereafter organized under
any law of this state may invest with the direction or approval of a majority of its
board of directors or authorized committee thereof, any of its funds, or any part
Thereof in: (@) Stock in any insurance company, subsection (c) of K.S.A. 40-2D07
notwithstanding. Before more than 5% of the outstanding shares of stock of any
insurance company is acquired, or a tender oifer made thereof, prior written approval
of the commissioner of insurance must be secured;
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(b) stock in an incorporated insurance agency: (1) If 5% or less of the
outstanding shares of such incorporated agency is acquired, the provisions of K.5.A.
40-2b07 shall apply; {2) i more than 3% of the outstanding shares of such incorporated
agency is acquired, or a tender offer is made therefor, the prior approval of the
commissioner of insurance shall be required and the provisions of subsection (d) of
K.S.A. 40-2b07 shall apply. Invaluing the stock of the agency, the assets of the agency
shall be valued as if held directly by an insurance company; and {3) if majority interest
in an incorporated insurance agency results from the organization of an agency by the
insurance company to which this act applies, such investments shall be subject to the
provisions of K.S.A. 40-2bi3 until it has produced earnings for three out of five
consecutive years. such stock shall not be eligible for deposit with the commissioner
of insurance as part of the legal reserve of such insurance company;

(c) stock in a holding corporation: (L) If 5% or less of the outstanding shares of
stock of such holding corporation is acquired, the provisions oi K.S.A. 40-2b07 shall
apply; (2) if at least /5% of the holding corporation’s voting stock is acquired, the
prior approval of the commissioner of insurance shall be required and the provisions of
K.S.A. 40-2b07 snall not apply. No insurer may purchase in excess of 5% of the
outstanding voting stock of a holding corporation unless such insurer acquires at least
75% of such stock. The commissioner of insurance may direct an insurer to divest of
its ownership in a holding corporation acquired pursuant to this subsection if it appears
10 the commissioner that the continued ownership or operation of the holding
corporation is not in the best interest of the policyholders, or if the insurer’s ownership
in the holding corporation is less than /5% of the outstanding voting stock of the
holding corporation. A holding corporation acquired pursuant to this subsection shall
not acquire any investment not permitted for life insurance companies pursuant 1o
article 2b of chapter 40 of the Kansas Statutes Annotated. In valuing the stock of any
holding corporation acquired under this subsection in the annual financial statement of
the insurer, value shall be assigned to the holding corporation's assets as though E
assets were owned directly by the insurer. A percentage of the holding corporation's
assels exactly equal to the insurer's ownership interest in the holding corporation will
be added to the assets of the insurer in application of the insurer's investment
Timitations set forth in article 2b of chapter %0 of the Kansas Statutes Annctated.
Stock in a holding corporation acquired under this subsection shall not be eligible for
deposit with the commissioner of insurance as part of the legal reserves of such
insurer,

New Sec. 10. Any life insurance company heretofore or hereafter organized
under any laws of this state may invest, in addition to any other investments permitted
by this act, by laws or otherwise, with the direction or approval of a majority of its
board of directors or authorized committee thereof, any of its funds, or any part
Thereof in shares of a corporation registered and operated as an open-end regulated
invesiment company in accordance with the investment company act of 1940, as
amended. investments under this section shall be further [imited as follows: {a) The
insurance company's aggregate investment under this provision shall not exceed 10% of
its admitted assets as shown by the company's last annual report as filed with the state
cornmissioner of insurance. -

(b) 1he investment company in which the insurance company acquires shares
shall have assets of not less than 525,000,000 at the date of purchase.

{c) The insurance company shall not acquire more than 5% of the outstanding
shares of any one investment company.

{dJ Investments in the shares of any one investment company shall not exceed
2% of the admitted assets ol the insurance company as shown by the company's last
annual report as filed with the state commissioner of Insurance (determined on the
basis of the cost of such shares to the insurance company at time of purchase),

New Sec. 1l. Any insurance company other than life heretofore or hereafter
organized under any laws of this state may invest, in addition to any other Investments
permitted by this act, by laws or otherwise, with the direction or approval of a
majority of its board of directors or authorized committee thereotf, any o1 its iunds, or
any part thereof in shares of a corporation registered and operated on an open-end
regulated investment company in accordance with the investment company act of
1940, as amended. Investments under this section shall be further limited as follows:
(@) The insurance company's aggregate investment under this provision shall not exceed
T0Y% of 1ts admitted assets as shown by the company's last annual report as filed with
the state commissioner of insurance.

() The investment company in which the insurance company acquires shares
shall have assets of not less than 525,000,000 at the date of purchase.
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(c) The insurance company shall not acquire more than 5% of the outstanding
shares of any one investment company.

{d) Investments in the shares of any one investment company shall not exceed
2% of the admitted assets of the insurance company as shown by the company's last
annual report as filed with the state commissioner of insurance (determined on the
basis of the cost of such shares to the insurance company at time of purchase).

Sec. 12. K.S.A. 1982 Supp. 40-2a09 is hereby amended as follows: #0-2a09. Any
insurance company other than life heretofore or hereafter organized under any law of
this state may invest with the direction or approval of a majority of its board of
directors or authorized committee thereof, any of its funds, or any part thereof in: (a)
Stock in any insurance company, subsection (e) of K.S.A. 40-2a08 notwithstanding.
Before more than 5% of the outstanding shares of stock of any insurance company is
acquired, or a tender offer made therefor, prior written approval of the commissioner
of insurance must be secured;

(b) stock in an incorporated insurance agency: (1) If 5% or less of the
outstanding shares of stock of such agency is acquired, the provisions of K.5.A. 40-
2a08 shall apply; (2) if more than 5% of the outstanding shares of such incorporated
agency is acquired, or a tender offer is made therefor, the prior approval of the
commissioner of insurance shall be required and the provisions of K.S.A. 40-2a08(d)
shall apply . emd-sueh-stocle In valuing the stock of the agency, the assets of the
agency shall’be valued as if held directly by an insurance company; and (3) if majority
interest in an incorporated insurance agency results from the organization of an
agency by the insurance company to which this act applies, such investments shall be
subject to the provisions of K.S.A. 4#0-2al6 until it has produced earnings for three out
of five consecutive years. Such stock shall not be eligible for deposit with the
commissioner of insurance as part of the legal reserve of such insurance companys;

(c) stock in a holding corporation: (1) If 5% or less of the outstanding shares of
stock of such holding corporation is acquired, the provisions of K.S.A. 4#0-2a08 shall
apply;

(2) if at least 75% of the holding corporation's voting stock is acquired, the prior
approval of the commissioner shall be required and the provisions of K.S5.A. #0-2a08
shall not apply. No insurer may purchase in excess of 5% of the outstanding voting
stock of a holding corporation unless such insurer acquires at least 75% of such stock.
The commissioner may direct an insurer to divest of its ownership in a holding
corporation acquired pursuant to this subsection if it appears to the commissioner that
the continued ownership or operation of the holding corporation is not in the best
interest of the policyholders, or if the insurer's ownership in the holding corporation is
less than 75% of the outstanding voting stock of the holding corporation. A holding
corporation acquired pursuant to this subsection shall not acquire any investment not
permitted for insurance companies other than life pursuant to article 2a of chapter 40
of the Kansas Statutes Annotated. In valuing the stock of any holding corporation
acquired under this subsection in the annual financial statement of the insurer, value
shall be assigned to the holding corporation's assets as though the assets were owned
directly by the insurer. A percentage of the holding corporation's assets exactly equal
to the insurer's ownership interest in the holding corporation will be added to the
assets of the insurer in application of the insurer's investment limitations set forth in
article 2a of chapter %0 of the Kansas Statutes Annotated. Stock in a holding
corporation acquired under this subsection shall not be eligible for deposit with the
commissioner of insurance as part of the legal reserves of such insurer.

Sec. 13. K.S.A. 40-2al2 is hereby amended to read as follows: 40-2al2. Any
insurance company other than life heretofore or hereafter organized under any law of
this state may invest with the direction or approval of a majority of its board of
directors or authorized committee thereof, any of its funds, or any part thereof in:

(a) Bonds, notes, obligations or other evidences of indebtedness secured by
mortgages or deeds of trust which are a first lien upon unencumbered real property and
appurtenances thereto within the United States of America or any insular or territorial
possession of the United States of America or any insular or territorial possession of
the United States of America, or the Dominion of Canada, and upon lease-hold estates
in real property wherein the term of such including any options to extend is not less
than fifteen (15) years beyond the maturity of the loan as made or extended: Provided;
“Fhat At the date of acquisition the total indebtedness secured by such lien shall not
exceed seventy-five- pereent -(75%}) eighty percent (80%) of the market value of the
property upon which it is a lien. These limitations shall not apply to obligations
described in subsections (b), {c), (d) and (e) of this section: Provided further, That for
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Legislative Proposal #7 -7- 1983

the purpose of this section a mortgage or deed of trust shall not be deemed to be other
than a first lien upon property within the meaning of this section by reason of the
existence of taxes or assessments against real property and appurtenances thereto that
are not delinquent, instruments creating or reserving mineral, oil or timber rights,
rights-of-way, joint driveways, sewer rights, rights in walls or by reason of building
restrictions or other like restrictive covenants, or when such real estate is subject to
lease in whole or in part whereby rents or profits are reserved to the owner or when
there is in existence a fixed obligation or lien against the property where an escrow
account or indemnification bond is or has been established or obtained sufficient to
cover the maximum liability created by such obligation or lien;

(b} bonds, notes or other evidences of indebtedness representing loans and
advances of credit that have been issued, guaranteed or insured by the United States
government or any agency or instrumentality thereof: Provided,-That Any uninsured or
nonguaranteed portion shall not exceed sevent—yoﬁve-—peﬁc-@m-—(?é%;-—eigmy percent
(80%) of the total amount;

(c) contracts of sale, purchase money mortgages or deeds of trust secured by
property obtained through foreclosure, or in settlement or satisfaction of any
indebtedness;

(d) bonds, notes, obligations or other evidences of indebtedness secured by
mortgages or deeds of trust which are a first lien upon unencumbered personal and real
property, including a leasehold of real estate, under lease, purchase contract, or lease
purchase contract to any governmental body or instrumentality whose obligations
qualify under K.S.A. 40-2a0!, #0-2a02 or 40-2a03 or to a corporation whose obligations
qualify under K.S.A. 40-2a05: Provided; If there is adequate rental, after making
allowances of lessors’ or sellers’ obligations- and liabilities, if any, under the terms of
said lease or contract, to retire the loan as to payment of principal and interest and
Provided-further; That-tive such rentals are pledged or assigned to the lender; -

(e) bonds, notes or other evidences of indebtedness representing loans and
advances of credit that have been issued, guaranteed or insured, in accordance with
the terms and provisions of an act of the federal parliament of the Dominion of
Canada approved March 18, 1954, cited as the "national housing act, 1954" as
heretofore and hereafter amended.

(f) First mortgage or deeds of trust upon improved real property to be occupied
as a personal residence by an oificer of the insurer, if said mortgage is at an Interest
rate that is reasonably competitive with that charged by the other lending institutions
in the community. Mortgages or deeds of trust entered into pursuant to this subsection
shall be subject to the conditions set forth 1n subsection (a) of this section relating to
mortgages or deeds of trust generally. -

Sec. 14. K.S.A. 40-2al3 1s hereby amended to read as follows: 40-2al3. Any
insurance company other than life heretofore or hereafter organized under any law of
this state may invest with the direction or approval of a majority of its board of
directors or authorized committee thereof, any of its funds, or any part thereof in real
estate only if acquired or used for the following purposes and in the following manner:

(a) Such as shall be requisite for its convenient present and reasonable future
accommedations in the transaction of its business. In the erection or purchase of any
buildings for such purpose, additional space may be included for home office rental
income; or

(b) such as shall have been mortgaged to it in good faith, by way of security for
loans previously contracted or for money due; or

(c) such as shall have been conveyed to it in satisfaction of debts previously
contracted in their legitimate business, or for money due; or

(d) such as shall have been purchased at sales upon judgments, decrees or
mortgages obtained or made for such debts.

(e) such as shall have been acquired for development or income purposes.

It shall not be lawiul for any such company to purchase, hold or convey real
estate in any other case or for any other purpose; and all such real estate as may be
acquired as aforesaid, and which shall not be necessary for the accommedation of such
company in the transaction of its business, excepting real estate acquired for
development or income purposes, shall be sold and disposed of within five (5) years
after such company shall have acquired title thereto, unless the company shall procure.
a certificate from the commissioner of insurance that the interest of the company will
suffer materially by a forced sale thereof, in which event the sale may be postponed
for such period as the commissioner of insurance shall direct in said certificate. If the
company so elects, real estate other than farm properties, which has been acquired
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453 under subsections (c) and (d) of this section may be held by it for income purposes.
454  Providedy Fhat-ite-value- together -with- that-of -ali- ether real-estate- owned -by -said
455 company at-the time-of such-electiondees-The company's aggregate investment in real
456 estate as herein provided shall not exceed ter-pereent-G-0%;) twenty percent (0% oi
457 the admitted assets of said company as shown by its last annual report as filed with the
458 state commissioner of insurance.

459 Arry-fire-or Tasuatty insurance companyncerperated under-the-laws of-this-state
460 ewning-real-estate- which-has been acquired -as- a-rosult -of .mortgage eans -thereon-by
461 said company-whether-by reasen-of {ereclosure-proceedings or-by direct transfer-trom
462 the--‘mortgager -er--which -owas -a- certificate--0f purchase- issued -Hr-ary -foreclosure -
463 proceedings-on-real estate -in- Kensasy -may-carry -such-real -estaiey -or- certificate - as-
464 part-of-its-iegab reserver-Provided; -That-the- title- to-any -bullding used- as-the-home
465 Office-andfor-general-office of a companyshall not-bedeposited -as- part-of-the-legal
466 reserves

467 Sueh-real estate -shall -Hest He—appraised,- at- the -expense-of- such-company,- by
468 three {3} disinterested resident-{rechelders-of the -county-where-the -land- is siHuated,
469 sutherized--by--the -comrmissioner -of - insurance--to--make--such- -appraisementy - »hieh
470 appraiservent shatlhbe-finat,-and-the vatue of- such-real-estate- for ~the- purpese -of-sueh
471 reserves-shaH-be-the-amount-whor-by -such -appreisal - net -exceeding- the-amountof
472 unpaidbejance-of the-fece ameunt -of the -mortgage -loan-from- which-such real-estete
473 wes-acquiredh-Rrovided s however,-That -at-no-time -shall the-total amouni-of such-real
474 estate andfor certificate of-purchase-exceed £ity-percent-(30%) of-the total ameunt of
475 the-gross-Teserve -on-all-ouistanding- policies- of-the- company,-and- reserves not-4e
476 exceed-ien-porcent-{10%)-of-such--gross- reser ve -may -be- on--real- -estate- and/or
477 certificates--of-purchase- on-Teal -estate -eutside - of - Kansas. - - The-comnvissioner- of
478 imsurence-shaH-have the right te-rejectat-any Hime and-return-ary Property -upen-which
479 taxes-are-delinguents or-fire iRsurance premidms unpaid- Deeds to-such-real estate and
480 assignmentsoi- sueh-certificates- shall- be- execuied-by- such- COMpanyy -CORVEYINE- OF
481 assigning-the -title -thereto-to-1he- then -commissioner -of -insurance- of - the -state-of
482 ¥ansas-ard-his-successess iR-offices intrust for-the use-ard -benefit-6f such-companyr
483 eand-such deeds- and-such -assignment-shal be recorded-inr the-office-of the-register of
484 deeds-of-the county-in-which-such real-estate-is-situateds

485 Whenever the- redemption -period- on-any -certificate- signed- to-the- commissioner
486 shal-have expired-the-sheri{f-of-the -county-in which -suchJand-is-situated -shalt issue-a
487 deed-to-said-property-to-the-corwnissioner ofi-insurance-and his-successers in-etfice-in
488  trusi-for-the use-and benefit of-such- company~and such-deed sheall be-recorded-ard-held
489  im-dtew-of said -certificater-Whenr any- cormpany-desices -to- withdraw-such real -estate
490 <¢romrits -reservesy, tRe-ihen-cominissiones -of -insurance -shall-upon- tequest, execute
491 deeds -to- such-person- ©F -PersoNsSy -COMPany- OF -Corporation, as -such- 1Rsurance -Gompany
492 shal-direcis--Said-appraisers-shall each-be-allowed- not-to- exceed- the-sum-of twenti~
493 five dollars{$25) per-day in-full fer all services-rendered- except -that-the Ccommrissioner
494 ef-insurapce -may-appraise-real-estete-eutside -of- Kansas-at-the expense-of the-company
495 i such-menner-as -he- aray determife; and- may reappraise alreal estate once-in every
496 five-(5)-years:

497 Section 15. K.S.A. 40-2alé is hereby amended as {follows: 40-2alé6. Any
49§ insurance company other than life heretofore or hereafter organized under any law of
499 this state may invest with the direction or approval of a majority of its board of
500 directors or authorized committee thereof, any of its funds, or any part thereof in
501 investments whether or not qualified and permitted under this act and notwithstanding
502 any conditions or limitations prescribed therein, except that investments shall not be
503 permitted in insoclvent organizations or organizations in default with respect to the
504 payment of principal or interest, and subject to the provisions of K.S.A. 17-3004, in an
505 aggregate amount not more than five percent-(5%) ten percent {10%) of its admitted
506 assets as shown by the company's last annual report as filed with the commissioner of
507 insurance. '

508 New Sec. 16. Any insurance company other than life heretofore or hereafter
509 organized under any law ol this state may invest Dy loans or otherwise, with the
510 direction or approval of a majority of its board of directors or authorized commitiee
511 thereoi, and of Its funds, or any part thereof in the purchase of iixed wing aircraft,
512 electric or mechanical machines constituting a word processing system, motor
513 vehicles, and personal property used as a substitute for or in lieu of improvements upon
514 Treal property such as detached modular systems, and thereafter may hold such assets
515 3as admitted assets for use In connecilon with the business of the company if, 1) the
516 assets or asset system shall have a cost of not less than two thousand five hundred
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dollars ($2,500) and such assets aggregate shall not, irrespective of K.S.A. 40-2al6
exceed five percent (O%) of the admitted assets oi the company; (Z) the cost of each
asset or system shall be fully amortized over a reasonable period not to exceed ten (10)
years. If an asset consists of separate but inter-dependent components each
component shall be amortized over a reasonable period not to exceed ten (10} years
commencing with the date of acquisition of each component. Personal property
investments are not deemed eligible for deposit and shall not be included 1n the
admitted assets for purposes of complying with minimum capital, surplus, or capital
and surplus requirements applicable to issuance or continuation of a certificate of
authority.

Sec. 17. K.S.A. 40-2b06, 40-2b07, 40-2b09, 40-2b10, 40-2b13, 40-2b20, 40-2a08,
40-2a09, 40-2al2, 40-2al3 and 40-2al6 are hereby repealed.

Sec. 18. This act shall take effect and be in force from and after its publication
in the statute book.




EXPLANATORY MEMORANDUM FOR
LEGISLATIVE PROPOSAL NO. 8

Legislative Proposal No. 8 is a model act of the National Association of Insurance
Commissioners. The NAIC model act and consequently the Kansas proposal is designed to
address a serious problem that has arisen as a result of a federal preemption of state
insurance regulation contained in the Employee Retirement Income Security Act of 1974
(ERISA). In essence, this federal act provides that no state law shall apply to employee
welfare plans that qualify under the provisions of the ERISA act. Unfortunately, this opened
the door for opportunists, particularly with respect to health insurance, whereby
entrepreneurs would put together a plan; pay no attention to state laws because they would
claim to be exempt under ERISA; proceed to sell health insurance to unsuspecting groups of
persons; and, too many times it has been discovered that no one is around or no money is
available when the time arrives for payment of claims.

This proposal represents one of a series of steps that are being taken at both the state and
federal levels to gain control of a bad situation. This proposal would give the commissioner
authority to determine whether a particular firm or plan was qualified under ERISA or
subject to jurisdiction of another state or state agency. If not, the firm or plan would be
subject to the laws of Kansas.

The Senate Commercial and Financial Institutions Committee will be requested to introduce
this proposal. :
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LEGISLATIVE PROPOSAL NO. 8

AN ACT relating to insurances health care benefits; jurisdiction; evidence requireds;
disclosure.

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF KANSAS:

Section 1. Notwithstanding any other provision of law, and except as provided
herein, any person or other entity which provides coverage in this state for medical,
surgical, chiropractic, physical therapy, speech pathology, audiology, professional
mental health, dental, hospital, or optometric expenses, whether such coverage is by
direct payment, reimbursement, or otherwise, shall be presumed to be subject to the
jurisdiction of the commissioner of insurance unless the person or other entity
conclusively shows that while providing such services it is subject to the jurisdiction of
another agency of this or another state, any subdivisions thereof, or the federal
government.

Sec. 2. A person or entity may show that it is subject to the jurisdiction of
another agency of this or another state, any subdivision thereof; or the federal
government by providing to the commissioner the appropriate certificate, license or
other document issued by the other governmental agency which permits or qualifies it
to provide those services.

Sec. 3. Any person or entity unable to show under section 2 of this act that it is
subject to the jurisdiction of another agency of this or another state, any subdivision
thereof, or the federal government shall submit to an examination by the insurance
commissioner to determine the organization and solvency of the person or the entity,
and to determine whether or not such person or entity complies with the applicable
provisions of this code.

Sec. 4. Any person or entity unable to show that it is subject to the jurisdiction
of another agency of this or another state, any subdivision thereof, or the federal
government, shall be subject to all appropriate provisions of this code regarding the
conduct of its business.

Sec. 5. Any production agency or administrator which advertises, sells,
transacts, or administers coverage in this state described in section 1 of this act which
is provided by any person or entity described in section 3 of this act shall, if that
coverage is not fully insured or otherwise fully covered by an admitted insurer or other
entity licensed to transact an insurance business in this state advise any purchaser,
prospective purchaser, and covered person of such lack of insurance or other coverage.

" Any administrator which advertises or administers coverage in this state,
described in section 1 of this act which is provided by any person or entity described in
section 3 of this act shall advise any production agency of the elements of the
coverage including the amount of “stop-loss" insurance in effect.

Sec. 6. This act shall take effect and be in force from and after its publication
in the statute book.



EXPLANATORY MEMORANDUM FOR
LEGISLATIVE PROPOSAL NO. 9

Legisiative Proposal No. 9 will, if enacted, provide persons from circumventing the eifects
of having their agents licenses suspended or revoked by entering into some type of
contractual or employment arrangement. Current Kansas law provides that agents licensing
laws do not apply to traveling representatives. In the past, some contractual or employment
arrangement has been made in order that persons whose license has been suspended or
revoked can qualify as a salaried traveling representative. As a result, there have been
instances where persons have had their agents license suspended or revoked and they have
continued to transact business. Legislative Proposal No.9 is intended to prevent this kind of
activity.

The Senate Commercial and Financial Institutions Committee will be requested to introduce
this proposal. ’
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LEGISLATIVE PROPOSAL NO. S

AN ACT relating to insurance; agents' or brokers' licenses; revocation or suspension;
amending K.S.A. #0-242 and repealing the existing section.

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF KANSAS:

Section 1. K.S.A. 40-242 is hereby amended to read as follows: K.S.A. 40-242.
(a) The commissioner of insurance may revoke or suspend the license of any broker or
agent in the event that investigation by the commissioner discloses the fact that such
license was obtained by fraud or misrepresentations or that the holder of such license
had misrepresented the provisions, terms and conditions contained in any contract of
insurance or that the holder of such license has rebated the whole or any part of any
insurance premium or offered in connection with the presentation of a contract of
insurance any other inducement not contained in the contract of insurance, or that the
holder of such license has intentionally omitted any material fact in such presentation,
or that the holder of such license has made any misleading representations or
incomplete comparisons of policies to any person for the purposes of inducing or
tending to induce such persons to lapse, forfeit or surrender his insurance then in
force, or in the event that the interests of the insurer or the insurable interests of the
public are not properly served under said license.

(b) The commissioner of insurance, before revoking or suspending any license,
shall give to the broker or agent, and the company or companies represented by him or
her, reasonable notice of a hearing to be held by the commissioner of insurance, at
which hearing such broker or agent and the company or companies represented by him
or her shall be given full opportunity to present such evidence as they deem pertinent
to the issue involveds The commissioner, upon such hearing, may administer oaths,
examine and cross-examine witnesses, receive oral and documentary evidence, and
shall have the power to subpoena witnesses, compel their attendance, and require the
production of books, papers, records, correspondence, or other documents relevant to
the inquiry and in case of a refusal of any person to comply with any subpoena issued
hereunder or to testify with respect to any matter concerning which he may be
lawfully interrogated, the district court of Shawnee county or the county where such
party resides, on the application of the commissioner, may issue an order requiring
such person to comply with such subpoena and to testify; and any failure to obey any
such order of the court may be punished by the court as a contempt thereof. Service
of a subpoena upon a person named therein shall be made by delivering a copy thereof
to such person and by tendering to such person the fees for one day's attendance and
the mileage provided by law. The commissioner shall present the proper voucher for
such sums as shall be required to make the service of subpoenas as herein provided and
the proper official shall thereupon issue warrants in the amounts necessary.
Statements of charges, notices, orders, and other processes of the commissioner, under
this act may be served by anyone duly authorized by the commissioner, either in the
manner provided by law for service of process in civil actions, or by registering and
mailing a copy thereof to the person affected by such statement, notice, order, or
other process at his or its residence or principal office or place of business. The
verified return by the person so serving such statement, notice, order, or other
process, setting forth the manner of such service, shall be proof of the same, and the
return postcard receipt for such statement, notice, order or other process, registered
and mailed as aforesaid, shall be proof of the service of the same.

{c) Nothing contained in this act shall require the observance at any such hearing
of formal rules of pleading or evidence.

(d) The lapse or suspension of any license by operation of law, by failure to
renew or by its voluntary surrender shall not deprive the commissioner of jurisdiction
or right to institute or proceed with any disciplinary proceeding against such licensee,
to render a decision suspending or revoking such license, or to establish and make a
record of the facts of any violation of law for any lawful purpose. No such disciplinary
proceedings shall be instituted against any licensee after the expiration of two (2)
years from the termination of such license.

(e) No person whose license as an agent or broker has been suspended or revoked
shall be employed by any insurance company doing business in this state either
directly, indirectly, as an independent contractor or otherwise to negotiate or effect
Coniracts of insurance, suretyship or indemnity or _do any act toward soliciting or
otherwise transacting the business of insurance during the period of such suspension or
revocation.
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59 Sec. 2. K.S.A. 40-252 is hereby repealed.
60 Sec. 3. This act shall take effect and be in force from and after its publication

61 in the statute book.



EXPLANATORY MEMORANDUM FOR
LEGISLATIVE PROPOSAL NO. 10

Legislative Proposal No. 10 is an amendment to the laws governing insurance holding
companies. The amendment specifically would remove the provisions which provide that the
commissioner may disapprove a merger or other acquisition under the holding company act if
approval thereof would adversely affect the interest of securityholders. This is an
amendment adopted by the National Association of Insurance Commissioners which the
Kansas law is patterned after and arises from constitutional questions which have been
raised in various jurisdictions including the United States Supreme Court.

The Senate Commercial and Financial Institutions Committee will be requested to introduce
this proposal.
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LEGISLATIVE PROPOSAL NO. 10

AN ACT relating to insurance; aménding K.S.A. 40-3304 and repealing the existing
section.

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF KANSAS:

Section . K.S.A. 40-3304 is hereby amended to read as follows: 40-3304. (a) No
person other than the issuer shall make a tender offer for or a request or invitation for
tenders of, or enter into any agreement to exchange securities for, seek to acquire, or
acquire, in the open market or otherwise, any voting security of a domestic insurer if,
after the consummation thereof, such person would, directly or indirectly (or by
conversion or by exercise of any right to acquire) be in control of such insurer, and no
person shall enter into an agreement to merge with or otherwise to acquire control of
a domestic insurer unless, at the time any such offer, request, or invitation is made or
any such agreement is entered into, or prior to the acquisition of such securities if no
offer or agreement is involved, such person has filed with the commissioner of
insurance and has sent to such insurer, and such insurer has sent to its shareholders, a
statement containing the information required by this section and such offer, request,
invitation, agreement or acquisition has been approved by the commissicner of
insurance in the manner hereinafter prescribed. The requirements of this section shall
not apply to the merger or consolidation of those companies subject to the
requirements of K.S.A. 40-507 and 40-1216 to 40-1225, inclusive.

(1) For the purposes of this section a domestic insurer shall include any other
person controlling a domestic insurer unless such other person is either directly or
through its affiliates primarily engaged in business other than the business of
insurance.

(b) The statement to be filed with the commissioner of insurance hereunder shall
be made under oath or affirmation and shall contain the following information:

(1) The name and address of each person by whom or on whose behalf the merger
or other acquisition of control referred to in subsection (a) of this section is to be
affected (hereinafter called "acquiring party"), and {(A) if such person is an individual,
such individual's principal occupation and all offices and positions held during the past
five (5) years, and any conviction of crimes other than minor traffic violations during
the past ten (10) years; (B) if such person is not an individual, a report of the nature of
its business operations during the past five (5) years or for such lesser period as such
person and any predecessors thereof shall have been in existence; an informative
description of the business intended to be done by such person and such person's
subsidiaries; and a list of all individuals who are or whe have been selected to become
directors or executive officers of such person, or who perform or will perform
functions appropriate to such positions. Such list shall include for each such individual
the information required by paragraph (A) of this subsection.

(2) The source, nature and amount of the consideration used or to be used in
effecting the merger or other acquisition of control, a description of any transaction
wherein funds were or are to be obtained for any such purpose, and the identity of
persons furnishing such consideration, except that where a source of such consideration
is a loan made in the lender's ordinary course of business, the identity of the lender
shall remain confidential, if the person filing such statement so requests.

(3) Fully audited financial information as to the earnings and financial condition
of each acquiring party for the preceding five (5) fiscal years of each such acquiring
party {(or for such lesser period as such acquiring party and any predecessors thereof
shall have been in existence), and similar unaudited information as of a date not earlier
than ninety (90) days prior to the filing of the statement.

(4) Any plans or proposals which each acquiring party may have to liquidate such
insurer, to sell its assets or merge or consolidate it with any person, or to make any
other material change in its business or corporate structure or management.

(5) The number of shares of any security referred to in subsection (a) of this
section which each acquiring party proposes to acquire, and the terms of the offer,
request, invitation, agreement, or acquisition referred to in subsection (a) of this
section, and a statement as to the method by which the fairness of the proposal was
arrived at.

(6) The amount of each class of any security referred to in subsection (a) of this
section which is beneficially owned or concerning which there is a right to acquire
beneficial ownership by each acquiring party.

(7) A full description of any contracts, arrangements or understandings with
respect to any security referred to in subsection (a) of this section in which any
acquiring party is involved, including but not limited to transfer of any of the
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securities, joint ventures, loan or option arrangements, puts or calls, guarantees of
loans, guarantees against loss or guarantees of profits, division of losses or profits, or
the giving or withholding of proxies. Such description shall identify the persons with
whom such contracts, arrangements or understandings have been entered into.

(8) A description of the purchase of any security referred to in subsection (a) of
this section during the twelve (12) calendar months preceding the filing of the
statement, by any acquiring party, including the dates of purchase, names of the
purchasers, and consideration paid or agreed to be paid therefor.

(9) A description of any recommendations to purchase any security referred to in
subsection {a) of this section made during the twelve (12) calendar months preceding
the filing of the statement, by any acquiring party, or by anyone based upon interviews
or at the suggestion of such acquiring party.

(10) Copies of all tender offers for, requests or invitations for tenders of,
exchange offers for, and agreements to acquire or exchange any securities referred to
in subsection (a) of this section, and (if distributed) of additional soliciting material
relating thereto.

(11) The terms of any agreement, contract or understanding made with any
broker-dealer as to solicitation of securities referred to in subsection (a) of this
section for tender, and the amount of any fees, commissions or other compensation to
be paid to broker-dealers with regard thereto.

(12) Such additional information as the commissioner of insurance may by rule or
regulation prescribe as necessary or appropriate for the protection of policyholders and
securityholders of the insurer or in the public interest.

If the person required to file the statement referred to in subsection (a) of this
section is a partnership, limited partnership, syndicate or other group, the
commissioner of insurance may require that the information called for by paragraphs
(1) through (12) of subsection (b) of this section shall be given with respect to each
partner of such partnership or limited partnership, each member of such syndicate or
group, and each person who controls such partner or member. If any such partner,
member or person is a corporation or the person required to file the statement
referred to in subsection (a) of this section is a corperation, the commissioner of
insurance may require that the information called for by paragraphs (1) through (12) of
subsection (b) of this section shall be given with respect to such corporation, each
officer and director of such corporation, and each person who is directly or indirectly
the beneficial owner of more than ten percent (10%) of the outstanding voting
securities of such corporation. ’

If any material change occurs in the facts set forth in the statement filed with
the commissioner of insurance and sent to such insurer pursuant to this section, and
amendment setting forth such change, together with copies of all documents and other
material relevant to such change, shall be filed with the commissioner of insurance and
sent to such insurer within two {2) business days after the person learns of such change.
Such insurer shall send such amendment to its shareholders.

(c) If any offer, request, invitation, agreement or acquisition referred to in
subsection {(a) of this section is proposed to be made by means of a registration
statement under the securities act of 1933 or in circumstances requiring the disclosure
of similar information under the securities exchange act of 1934, or under a state law
requiring similar registration or disclosure, the person required to file the statement
referred to in subsection (a) of this section may utilize such documents in furnishing
the information called for by that statement. .

(d) (1) The commissioner of insurance shall approve any merger or other
acquisition of control referred to in subsection (a) of this section unless, after a public
hearing thereon, said commissioner finds that:

(A) after the change of control the domestic insurer referred to in subsection (a)
of this section would not be able to satisfy the requirements for the issuance of a
license to write the line or lines of insurance for which it is presently licensed;

(B) the effect of the merger or other acquisition of control would be
substantially to lessen competition in insurance in this state or tend to create a
monopoly therein;

(C) the financial condition of any acquiring party is such as might jeopardize the
financial stability of the insurer, or prejudice the interest of its policyholders e¢-the
interests- of-any-remaining-securityholders whe- are-unaffitiated- with-such -acguiring
partys;

{D)- the-terms of-the offer - request;iavitationy agreement-or acquisition referred
~to-ir subsection-la) of- this-sectien are- unfeir-and-unregsenable- to-the-seecurityholders-of
~the-insuresrs
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B (D) the plans or proposals which the acquiring party has to liquidate the
insurer, sell its assets or consolidate or merge it with any person, or to make any other
material change in its business or corporate structure or management, are unfair and
unreasonable to policyholders of the insurer and not in the public interest; or

4B (E) the competence, experience and integrity of those persons who would
control the operation of the insurer are such that it would not be in the interest of
policyholders of the insurer and of the public to permit the merger or other acquisition
of control.

(2) The public hearing referred to in paragraph (1) of subsection (d) of this
section shall be held as soon as practical after the statement required by this
subsection (a) of this section is filed, and at least twenty (20) days' notice thereof shall
be given by the commissioner of insurance to the person filing the statement. Not less
than seven (7) days' notice of such public hearing shall be given by the person {filing the
statement to the insurer and to such other persons as may be designated by the
commissioner of insurance. The insurer shall give such notice to its securityholders.
The commissioner of insurance shall issue an order after the conclusion of such hearing
setting forth said commissioner's findings. At such hearing, the person filing the
statement, the insurer, any person to whom notice of hearing was sent, and any other
person whose interests may be affected thereby shall have the right to present
evidence, examine and cross-examine witnesses, and offer oral and written arguments.

(e) All statements, amendments, or other material filed pursuant to subsection
{a) or (b) of this section, and all notices of public hearings held pursuant to subsection
(d) of this section, shall be mailed by the insurer to its shareholders within five (5)
business days after the insurer has received such statements, amendments, other
material, or notices. The expenses of mailing shall be borne by the person making the
filing. As security for the payment of such expenses, such person shall file with the
commissioner of insurance an acceptable bond or other deposit in an amount to be
determined by the commissioner of insurance.

(f) The provisions of this section shall not apply to:

(1) any offers, requests, invitations, agreements or acquisitions by the person
referred to in subsection (a) of this section of any voting security referred to in
subsection (a) of this section which, immediately prior to the consummation of such
offer, request, invitation, agreement or acquisition, was not issued and outstanding;

(2) any offer, request, invitation, agreement or acquisition which the
commissioner of insurance by order shall exempt therefrom as (A) not having been
made or entered into for the purpose and not having the effect of changing or
influencing the control of a domestic insurer, or (B) as otherwise not comprehended
within the purposes of this section.

(g) The following shall be violations of this sections

(1) the failure to file any statement, amendment or other material required to
be filed pursuant to subsection (a) or (b) of this section; or

{2) the effectuation or any attempt to effectuate an acquisition of control of, or
merger with, a domestic insurer unless the commissioner of insurance has given his or
her approval thereto.

(h) The courts of this state are hereby vested with jurisdiction over every
security holder of a domestic insurer and every person not resident, domiciled, or
authorized to do business in this state who files a statement with the commissioner of
insurance under this section, and over all actions involving such person arising out of
violations of this section, and each person shall be deemed to have performed acts
equivalent to and constituting an appointment by such a person of the commissioner of
insurance to be such person's true and lawful attorney upon whom may be served all
lawful process in any action, suit or proceeding arising out of violations of this section.
Copies of all such lawful process shall be served on the commissioner of insurance and
transmitted by registered or certified mail by the commissioner of insurance to such
person at such person's last known address.

Sec. 2. K.S.A. 40-330% is hereby repealed.

Sec. 3. This act shall take effect and be in force from and after its publication
in the statute book.



EXPLANATORY MEMORANDUM FOR
LEGISLATIVE PROPOSAL NO. 11

This legislative proposal is principally designed to address an administrative problem.
Currently, the laws governing agents licensing provide that the fee charged for taking an
examination an agents license is not refundable. Conversely, no such provision is contained
in the law regarding the fee for the insurance company certification that is required before
an agent can transact business. Although it is not required, many applicants send the
certification fee with their fee for the examination. When this occurs and the applicant
then fails the examination, considerable time and expense is involved in producing the
voucher, obtaining the warrant, recording the transaction and performing all the other
details involved in returning the certification fee. Enactment of this proposal would
alleviate this problem yet applicants can also avoid the risk by simply delaying submission of
the certification fee until they are qualified for a license.

The provision added regarding insurance on growing crops is merely a technical change
designed to assure that Kansas agents will not be denied the opportunity to sell federal crop
insurance because of a unique provision in Kansas laws.

Finally, new section 2 would permit the commissioner to establish fees for services
performed for the individual benefit of the requesting agent or company. Such fees would be
established by regulation so all of the safeguards against the establishment of unreasonable
or unnecessary fees would be present.

The Senate Commercial and Financial Institutions Committee will be requested to introduce
this proposal.
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LEGISLATIVE PROPOSAL NO. 11

AN ACT relating to insurance; agents licensing; fees to be established; authority to
adopt regulations; agents certification fees to be retained; equivalent of
certification; amending K.S.A. 40-241i and repealing the existing section.

BEIT ENACTED BY THE LEGISLATURE OF THE STATE OF KANSAS:

Section l. K.S.A. 40-241i is hereby amended to read as follows: 40-24li. Any
company authorized to transact business in this state may, upon determining that the
agent is of good business reputation and has had experience in insurance or will
immediately receive a course of instruction in insurance and on the policies and policy
forms of such company, certify such agent as the agent of the company under the
license in effect for the agent. The certification shall be made to the commissioner on
a form prescribed by him or her immediately upon appointment of the agent, shall be
accompanied by the certification fees set forth in K.S.A. 40-252 and shall remain in
effect untif the first day of May unless the commissioner is notified to the contrary or
the license of the certified agent is terminated. The certification fees shall not be
returned for any reason. ‘ -

With respect to insurance on growing crops, evidence satisfactory to the
commissioner that the agent is qualified to transact insurance in accordance with
standards or procedures established by any branch of the federal government shall be
deemed to be the equivalent of certification by a company.

New Sec. 2. Except as otherwise specifically provided for herein, the
commissioner may adopt regulations establishing reasonable fees necessary to
accommodate the cost of issuing duplicate agents licenses, certifications of individual
agent qualifications or credentials to other supervisory authorities, and similar
functions performed by the commissioner for the benefit of insurance agents or
companies or both.

Sec. 3. K.S.A. #0-241i is hereby repealed.

Sec. 4. This act shall take effect and be in force from and after its publication
in the statute book.
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January 27, 1983

TO: SENATE COMMITTEE ON COMMERCIAL AND FINANCIAL

INSTITUTIONS
FROM: JIM TURNER, KANSAS SAVINGS AND LOAN LEAGUE
RE: S.B. 50 (AML REGULATORY RESTRICTIONS - REPEALER)

The Kansas Savings and Loan League appreciates the
opportunity to appear before the Senate Commercial and Fin-
ancial Institutions Committee in support of S.B. 50 which
would repeal state regulatory restraints upon adjustable
mortgages. A copy of K.S.A. 1982 Supp. 16-207d is attached
as a part of this testimony.

Title VIII of the Garn-St. Germain Depository Insti-
tutions Act of 1982 repeals state regulation of certain ad-
justable mortgage loans. Section 803 of the Act defines
such loans as, "(s)ecured by an interest in residential
real property, a dwelling, all stock allocated to a dwell-
ing unit in a residential cooperative housing corporation,
or a residential manufactured home..... " The loans are
ones in which the interest rate may be adjusted or renego-
tiated or where the debt matures at intervals shorter than
the amortization schedule. State chartered savings associa-
tions are permitted to use the Federal Home Loan Bank
Board's regulations to make such loans.

The Kansas regulations (K.A.R. 104-1-1) cover adjust-
able rate notes secured by a real estate mortgage. As writ-
ten they now apply only to non-residential real estate loans
offered by state chartered savings and loans. - Those loans
could be regulated by the savings commissioner pursuant to
K.S.A. 17-5501(s) which allows associations to make loans on
the security of a first lien on real estate subject to such
" (P) rohibitions, limitations and conditions as the commis-
sioner may by regulation prescribe..... " Loans made under
the Uniform Consumer Credit Code are subject to regulation
by the consumer credit commissioner under K.S.A. l6a-6-104.

- i

REPRESENTING THE SAVINGS AND LOAN BUSINESS OF KANSAS

“MEETING HOUSING NEEDS AND HUMAN NEEDS”

A+tachmen+ IL




SENATE COMMITTEE ON COMMERCIAL AND FINANCIAL INSTITUTIONS
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January 27, 1983

To eliminate confusion in this area and the in-
equities between types of lending institutions, we are
suggesting the K.S.A. 1982 Supp. 16-207d be repealed.
For the committee's review, we have enclosed present and
proposed federal regulations governing adjustable mort-
gages as well as a chart of the impact of the present
Kansas statute. We would appreciate the committee's
earliest consideration of reporting S.B. 50 favorably
for passage.

James R. Turner
President
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16-207d

CONTRACTS AND PROMISES

- mortgages and contracts for deed to real
estate executed on or after the effective date
of this act shall be at an amount equal to 1 %
percentage points above the average
weighted yielg of mortgages accepted under
the federal home loan mortgage corpora-
tion’s weekly purchase program effective on
the first day of each month unless otherwise
specifically authorized by law. Such interest
rate shall be computed for each calendar
month and be effective on the first day
thereof. The secretary of state shall publish
notice of such maximum interest rate in the
first issue of the Kansas register published
each month. The initial rate of interest upon
any conventional loan evidenced by a note
secured by a real estate mortgage shall not
exceed the rate quoted in the application
executed by the borrower on the day on
which app{ication for such conventional
loan is made.

(c) No penalty shall be assessed against
‘any party for prepayment of any home loan
evidenced by a note secured by a real estate
mortgage where such prepayment is made
"more than six months at}zer execution of such
note.

(d) The lender may collect from the bor-
rower: (1) The actual fees paid a public
official or agency of the state, or federal
government, for ilin%, recording or releas-
ing any instrument relating to a loan subject
to the provisions of this section; and

(2) reascnable expenses incurred by the
lender in connection with the making, clos-
ing, disbursing, extending, readjusting or
renewing of loans subject to the provisions
of this section.

(e) Any person so contracting for a
%reater rate of interest than that authorized

y this section shall forfeit all interest so
contracted for in excess of the amount au-
thorized under this section; and in addition
thereto shall forfeit a sum of money, to be
deducted from the amount due for principal
and lawful interest, equal to the amount of
interest contracted for in excess of the
amount authorized by this section and such
amounts may be set up as a defense or
counterclaim in any action to enforce the
collection of such obligation and the bor-
rower shall also recover a reasonable attor-
ney’s fee.

f) The interest rates prescribed in sub-
sections (a) and (b) of this section shall not

apply to a business or agricultural loan. For
tEe urpose of this section unless a loan is
made primarily for personal, family or
household purposes, tf)e loan shall be con-
sidered a business or agricultural loan. For
the purpose of this subsection, a business or
agricultural loan shall include credit sales
and notes secured by contracts for deed to
real estate.

(g) Loans made by a qualified plan, as
defined in section 401 of the internal reve-
nue code, to an individual participant in
such plan or to a member of the family of
such individual participant, are not subject
to the interest rates prescribed in subsec-
tions (a) and (b) of this section.

(h) The interest rates prescribed in sub-
sections (a) and (b) of this section shall not
apply to a note secured by a real estate
mortgage or a contract for deed to real estate
where the note or contract for deed permits
adjustment of the interest rate, the term of
the loan or the amortization schedule.

History: L. 1969, ch. 112, § 36; L. 1973,
ch. 85, g 132; L. 1975, ch. 125, § 1; L. 1978,
ch.72,§ 1; L. 1980, ch. 75, § 1; L. 1980, ch.
76,8 2; L. 1981, ch. 88, § 1; L. 1982, ch. 89,
§ 1, April 15.

Revisor’s Note:

Section was amended twice in 1982 session. For
other amendment see 16-207e.

Cross References to Related Sections:

Joint rules and regulations governing loans under
subsection {h), see 16-207d.

Law Review and Bar Journal References:

“Combining Flexibility with Tax Sheltered Savings:
Qualified Retirement Plan Loans,” Alson R. Martin, 29
K.L.R. 179, 189 (1981).

“Alternate Methods of Financing the Sale and Pur-
chase of Single Family Residences: Representing the
Buyer and the Seller,” Peter M. DiGiovanni, 50 ].K.B.A.
179, 185, 186 (1981).

“Interest and Usury in Kansas,” Thomas V. Murray,
50 J.K.B.A. 270 (1981).

CASE ANNOTATIONS

1. Applied; subsection (d) requires the imposition of

penalty when rate of interest usurious. Schulte v.

Franklin, 6 K.A.2d 651, 633, 654, 633 P.2d 1151 (1981}).

16.287d. Rules and regulations; ad-
justable loans. The state bank commis-
sioner, consumer credit commissioner, sav-
ings and loan commissioner and credit
union administrator shall jointly adopt rules
and regulations for the purpose of governing
loans made under the provisions of subsec-

tion (h) of K.S.A. 16-207, and any amend-



INTERESTS AND CHARCES

16-207¢

ments thereto, and subsection (8) of K.S.A.
16a-2-401, and any amendments thereto.
Such rules and regulations shall be pub-
lished in only one place in the Kansas ad-
ministrative regulations as directed by the
state rules and regulations board.

History: L. 1982, ch. 94, § 2; July 1.

16-287e. Contract rate; method of de-
termination, limitations, penalties for pre-
payment of certain loans, recording fees;
contracting for interest in excess of limita-
tion, penalties, attorncy fees; excluding
pension plan loans and business and agri-
cultural loans. [See Revisor’'s Note] (a) Sub-
ject to the following provision, the parties to
any bond, bill, promissory note or other in-
strument of writing for the payment or for-
bearance of money may stipulate therein for
interest receivable upon the amount of such
bond, bill, note or other instrument of writ-
ing, at a rate not to exceed 10% per annum
im ess otherwise specifically authorized by
aw.

(b) The maximum rate of interest per
annum for notes secured by all real estate
mortgages and contracts for deed to real
estate executed on or after the effective date
of this act shall be at an amount equal to 1 %
percentage points above the average
weighted yielg of mortgages accepted under
the federal home loan mortgage corpora-
tion’s weekly purchase program effective on
the first day of each month unless otherwise
specifically authorized by law. Such interest
rate shall be computed for each calendar
month and be eftective on the first day
thereof. The secretary of state shall publish
notice of such maximum interest rate not
later than the second issue of the Kansas
register published each month. In the event
the note secured by a real estate mortgage
permits adjustments of the interest rate, the
maximum rate of interest at the time of ad-
justment shall be the maximum rate of in-
terest in effect at the time of each adjust-
ment. The initial rate of interest upon any
conventional loan evidenced by a note se-
cured by a real estate mortgage shall not
exceed the rate quoted in the application
executed by the borrower on the day on
which application for such conventional
loan is made.

No penalty shall be assessed against any

arty tor prepayment of any home loan evi-
genced by a note secured by a real estate

mortgaige made subject to the provisions of
this subsection where such prepayment is
made more than six months after execution
of such note.

(¢) The lender may collect from the bor-
rower: {1) The actual fees paid a public
official or agency of the state, or federal
government, for f>i,lin , recording or releas-
ing any instrument re%ating to a loan subject
to the provisions of this section; and

(2) reasonable expenses incurred by the
lender in connection with the making, clos-
ing, disbursing, extending, readjusting or
renewing of loans subject to the provisions
of this section.

(d) Any person so contracting for a
sreater rate of interest than that authorized

y this section shall forfeit all interest so
contracted for in excess of the amount au-
thorized under this section; and in addition
thereto shall forfeit 2 sum of money, to be
deducted from the amount due for principal
and lawful interest, equal to the amount of
interest contracted for in excess of the
amount authorized by this section and such
amounts may be set up as a defense or
counterclaim in any action to enforce the
collection of such obligation and the bor-
rower shall also recover a reasonable attor-
ney’s fee.

(e) The interest rates prescribed in sub-
sections (a) and (b) of this section shall not
apply to a business or agricultural loan. For
the purpose of this section unless a loan is
made primarily for personal, family or
household purposes, the loan shall be con-
sidered a business or agricultural loan. For
the purpose of this subsection, a business or
agricultural loan shall include credit sales
and notes secured by contracts for deed to
real estate. ,

(f) Loans made by a qualified plan, as
defined in section 401 of the internal reve-
nue code, to an individual participant in
such plan or to a member of the family of
such individual participant, are not subject
to the interest rates prescribed in subsec-
tions (a) and. (b) of this section.

History: L. 1969, ch. 112, § 36; L. 1973,
ch. 85, § 132; L. 1975, ch. 125, § 1; L. 1978,
ch. 72, § 1; L. 1980, ch. 75, § 1; L. 1980, ch.
76, § 2; L. 1981, ch. 88, § 1; L. 1982, ch. 346,
§1; July 1.

Revisor’s Note:

This section is second of two amendments to 16-207

in 1982 session. For first amendment see 16-207.



KA  REGISTER NOTICES

State of Kanzas
CQ::‘?S:{’;,’/'L'—F Cz’?;-h
STATE [.* “RLR S = Gl A1 LR
SAVI'GS £ J !. L ”f B : ;w: f.?'.HT
STAT.. BAR c:zx:.::zas;om.;:?

NOTICE OF PUBLIC HEARING ON
JOINT PROPOSED AD »{I\IISTRATIVE
REGULATIONS

You are hereby notified that a public hearing will be
held at 10:30 2.m. on August 11, 1982, in Room 313-S,
Capitol Building, Topeka, Kansas on temporary and
permanent regulation 104-1-1. All interested parties
may present oral comments at the hearing. Written
comments may be sent to any of the following state
agencies: )

Consumer Credit Commissioner Department of Credit Unions \

535 Kansas Avenue, Suite 1114 535 Kansas Avenue, Suite 1008 ' \

Topeka, Kansas 66603
Bank Commissioner

Topeka, Kansas 66603
Savings and Loan Department
818 Kansas Avenue 503 Kansas Avenue, Room 220
Topeka, Kansas 66612 Topeka, Kansas 66603

The regulation to be adopted is as follows:

104-E-1. Adjustable rate notes secured by a real
estate mortgage or a contract for deed to real estate.

For the purpose of adjusting the interest rate, the

lender may use any interest-rate index that is readily
verifiable by the borrower and is beyond the control of
the lender. Adjustments to the interest rate of an ad-
justable mortgage loan shall correspond directly to the
movement of the indzsx, subject to zny rate-adjustment
limitations that a lender may provice. The initial index
value shall be the most recently available value of the
index at, or within six months prior to, the closing date
of the loan. The amount of a rate adjustment shall
reflect the. difference between the initial index value
and either: (a) the index value most recently available
as of the date of rate adjustment, if the payment is not
" simultaneously adjusted, or (b) the index value most
recently available as of the date of notification of a
' payment adjustment. When the movement of the index
permits an interest-rate increase, the lender may de-
cline to increase the interest rate by the indicated
‘amount. The lender mzy decrease the interest rate at
any time,
Adjustments to the interest rate may be implemented
- through adjustments to the outsianding principal loan
balance or the loan term, through changes in the pay-
- ment amount, or both. Adjustments shall be subject to
the following conditions: (a) the total loan term shall
not exceed 40 years; (b) the adjustments shall reflect
the movement of the index; (¢) the initial payment
amount shall be sufficient to fully amortize the loan at
the beginning of the loan term; and (d) the payment
amount shall be adjusted at least every five years to a
level sufficient to amortize the loan at the then-existing
interest rate and principal loan balance over the re-
maining term of the loan.
The borrower shall not be charged any costs or fees

in connection with regularly-scheduled adjustments to.

the interest rate, the payment, the outstanding princi-
pal loan balance, or the loan term.
At least 30, but not more than 45 days, before ad-
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justment of the payment, a lender shall senc  .iten
notification to the borrower containing the following
information:

(a) astatement that the payment on the loan with the
lender, secured by a mortcage or deed of trust on
property located at the named address, is scheduled to
be adjusted on a particular date;

(b) the outstanding balance of the loan on the ad-
justment date, assuming timely payment of the re-
maining payments due by that date;

(c) the interest rate on the loan as of the ad]ustment
date, the index value on which that rate is based, the
period of time for which that interest rate will be in
effect, the next payment adjustment date, and the rate
adjustment dates, if any, between the upcoming pay-
ment adjustment date and the next payment adjustment
date;

(d) the payment amount as of the payment adjust-

ment date;

(e) the dates, if any, on which the rate was adjusted
since the last payment adjustment, the rates on each
such rate adjustment date, and the index values corre-
sponding to each such date;

(f) the dates, if any, on which the outstanding prin-
cipal loan balance was adjusted since the last payment
adjustment, and the net change in the outstanding
principal lcan balance since the last payment adjust-
ment;

(g) the fact that the borrower may pay off the entire
loan or a part of it without penalty when the prepay-
ment is made more than six months after execution of
the note; and

(h) the title and telephone number of a lender em-
ployee who can answer questions about the notice.

An applicant shall be given, at the time of receipt of
an application, or upon request, a disclosure notice in
substantially the following form:

"IMPORTANT INFORMATION ABOUT THE
ADJUSTABLE MCRTCGAGE LOAN
PLEASE BREAD CAREFULLY

You have received an application form for an ad-.
justable mortgage loan ("AML”). The AML may differ
from other mortgages with which you are familiar.

GENERAL DESCRIPTION OF ADJUSTABLE
MORTGAGE LOAN

The adjustable mortgage loan is a flexible loan in-
strument. Its interest rate may be adjusied by the lender
from time to time. Such adjustments will result in
increases or decreases in your payment amount, in the
outstanding principal loan balance, in the loan term, or
in all three (see discussion below relating to these types
of adjustments). Regulations place no limit on the
amount by which the interest rate may be adjusted at
any one time or oter the life of the loan, or on the
frequency with which it may be adjusted. Adjustments
to the interest rate must reflect the movement of a
single, saoczﬁed index (see discussion below). For this
reason, if you desire to have certain rate-adjustment
limitations placed in your loan agreement, you should
negotiaie that matter with the lender. You may also
want to make inquiries conceming the loan terms of-
fered by other lenders on AMLs to compare the terms
and conditions. . '



Another flexible feature of the AML is that the regu-
lar payment amount may be increased or decreased by
the lender from time to time to reflect changes in the
interest rate. Again, regulations place no limitations on
the amount by which the lender may adjust payments
at any one time, or on the frequency of payment ad-
justments. If you wish to have particular procisions in
your loan agreement regarding adjustments to the
payment amount, you should negotiate those terms
with the lender.
A third flexible feature of the AML is that the out-
standing principal loan balance (the total amount you
owe) may be increased or decreased from time to time
when adjustments to the interest rate result in a pay-
ment amount that is too small to cover interest due on
the loan, or a payment amount that is larger than
necessary to pay off the loan over the remaining term of
the loan. . :
The final flexible feature of the AML is that the loan
term may be lengthened or shortened from time to time,
corresponding to an increase or decrease in the interest
rate. When the term is extended in conrnection with a
rate increase, the payment amount does not hate to be
increased to the same extent as if the term had not been
lengthened. In no case may the total term of the loan
exceed 40 years.
" The combination of these four basic features allows a
lender to offer a variety of mortgage loans. For exam-
_ ple, one type of loan could permit rate adjustments
with corresponding changes in the payment amount.

. Alternatively, a loan could permit rate adjustments to
occur more frequently than payment adjustments, limit
the amount by which the payment could be adjusted,
and/or provide for corresponding adjustments to the
principal loan balance.

INDEX
Adjustments to the interest rate of an AML must
correspond directly to the movement of an index, sub-
ject to any rate-adjusiment limitations that may be
contained in the locn contract. If the index has moved
down, the lender must reduce the interest rate by at
least the decrease in the index. If the index has-moved
up, the lender has the right to increase the interest rate
by that amount. Although increasing the interest rate is
optional for the lender, you should be aware that the
lender has this right and that the lender may become
contractually obligated to exercise.it.
The following is important information about the
index to be applied to your AML. .
1. Name and description of index to be used for
applicant’s loan:
. (provide relevent information ‘here)
9. The initial index value (if known) or date of initial
index value:
(provide relevant information here)
3. A source or sources where the index may be read-
ily obtained by the borrower:
’ (provide relevant information here)

4. The high and low index rates during the previous

calendar year: :
‘ (provide relevant information here)

KEY TERMS OF ADJUSTABLE MOR. -sGE
LOAN o
Following is a summary of the basic terms on the
type of AML to be offered to you. This summary is
intended for reference purposes only. The -following
important information relating specifically to yourloan
will be contained in the loan agreement.
1. The loan term:
(provide relevant information here)
The frequency of rate changes:
(provide relevant information here)
The frequency of payment changes:
(provide relevant information here)
The maximum rate change, if any, at one time:
(provide relevant information here)
The maximum rate change, if any, over the life of
the loan: ‘

uom R b

(provide relevant information here)
6. The maximum payment change, if any, at one
time: )
_ (provide relevant information here)
7 The minimum increments, if any, of rate changes:
_ (provide relecant information here) .
8. The adjustments to the principal loan balance:
(provide relevant information here)
HOW YOUR ADJUSTABLE MORTGAGE LOAN
WCQULD WORK

. INITIAL INTEREST RATE

The initial interest rate offered by

(iender’s name)  on your AML will be established
and disclosed to you on __(commitment date) _ based
on market conditions at the time.

A short description of each key term of the AML
offered to you follows (headings identify the key terms).

(provide relevant informaiion here)

NOTICE OF PAYMENT ADJUSTMENTS
(Lender’s name) will send you notice of an
edjusiment to the payment amount at least 30 but not
more than 45 days before it becomes effective. The
following is a description of information contained in
the notice, as required vy XAR. .
- (provide relevant information here)

PREPAYMENT PENALTY ‘

You may prepay an AML in whole or part without
penalty when the prepayment is made more than six
months after execution of such note.

FEES
You will be charged fees by (lender’s name)

and by other persons in connection witn the origination
of your AML. The lender will give you an estimate of
these fees after receiving your loan application. How-
ever, you will not be charged any costs or fees in
connection with any regularly-scheduled adjustment to
the interest rate, the payment, the outstanding principal

loan balance, or the loan terms initiated by the lender.

pus
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purporting tc address the subject of a
Federal association’s ability or right to
make, sell, purchase, participate or
otherwise deal in the mortgage loan
instruments set forth in this Part, or
directly or indirectly te restrict such
ability or right.

(b} Determination of loan-to-value
ratios.

(1) In determining compliance with
maximum loan-to-value limitations in
this Part, at the time of making a loan an
association shall add together the
unpaid amount of all recorded loans
secured by prior mortgages, liens or
other encumbrances on the security
property that would take precedence
over the association’s loan, and shall
not make such a loan unless the total
amount of such loans (including the one
to be made but excluding loans that will
be paid off out of the proceeds of the
new loan} does not exceed applicable
maximum loan-to-value limitations
prescribed in this Part, as indicated by
documentation retained in the loan file.

{2} In valuing the real estate security,
an association shall use the current
appraised value of the security property,
which may include any expected value
of improvements to be financed.
“Value” for a real estate loan means
market value.

{c) Purchase of loans from the Federal
Savings and Loan Insurance
Corporation. An association may
purchase from the Federal Savings and
Loan Insurance Corporation any real-

" estate-related loan guaranteed by the
Corporation under a guarantee contract
made by the Corporation with the
purchasing association.

§ 545.6-1 Insured and guar'anteed
residential reai esiate loans.

(a) Notwithstanding any other
provision of this Part, loans that are
insured or guaranieed by a public
mortgage insurer may be made in
amounts and.with terms and conditions
of repayment acceptable to the insuring
or guaranteeing agency.

{b) A loan is insured or guaranteed by
a public mortgage insurer if:

(1) It comes within the definitions of
§$§ 541.10 or 541.13 of this Subchapter, or
within the provisions of Title X of the
National Housing Act; or

September, 1982
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(2} It is insured or guaranteed by an
agency or instrumentality of a state (i}
whose full faith and credit is pledged to
support the insurance or guarantee, or
(ii) whose insurance or guarantee
program is approved by the Federal
Home Loan Mortgage Corporation or the
Federal National Mortgage Association.

.1 See also {§ 555.3}; #R4, #T114, #T11-6,
and #7T11-13,

§ 545.6-2 Other residential real estate
ioans.

(a) Home loans. (1) Authorization. A
Federal associgtion may make, sell,
purchase, participate, or otherwise deal
in loans on the security of homes or
combinations of homes and business
property and on farm residences and
combinations of farm residences and
cammercial farm real estate, including
nonamortized, partially-amortized, and
line-of-credit loans, on which the
interest rate, the payment, the lcan
balance or the term to maturity may
vary as provided in this paragraph (a).
Such loans shall be repayable in at least
semiannual installments over a term not
exceeding 40 years, with interest
payable at least semiannually except as
expressly authorized in this paragraph
{a). An association making a home loan
shall possess only such rights and

. powers as are expressly set forth, by

incorporation or otherwise, in the loan
documents and as are provided by -
operation of law.

(2) Adjustments to rate, paymem‘.d —

balance or term; refinancing. Subject to
such limitations on adjustment as are
set forth in the loan contract:

{i) Adjustments to the interest rate
shall correspond directly to the
movement of an interest-rate index or of
an index that measures the rate of
inflation or the rate of change in
consumer disposable income, which
index is readily available to and
verifiable by the borrower and is
beyond the control of the association:
Provided, that an association may
decrease the interest rate at any time;

{ii) Adjustments to the payment and
the loan balance that do not reflect an
interest-rate adjustment may be made if
{a) the adjustments reflect a change in a

© 1982, United States League of Savings Associations
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pational or regional index that measures
the rate of infiation or the rate of change
in consumer disposable income, is
readily available to and verifiabie by
the borrower, and is beyond the control
of the association, or () in the case of a
payment adjustment, the adjustment
reflects a change in the loan balance or
is made pursuant to a formula, or to a
schedule specifying the percentage or
dollar change in the payment and set
forth in the contract;

{iii) Any combination of indices or a
moving average of index values may be
used as an index, and an associaticn
may use more than one index during the
term of a loan;

(iv) A loan contract may provide for
the deferral and capitalization of a
portion of interest, and may provide that

_a portion of the consideration to be
received by the association in return for
making the loan shall be interest in the
form of a percentage of the amount by
which the current market value of the
-property, during the loan term or at
maturity, exceeds the original appraised
value; ,

(v} At least 30 but not more than 120
days prior to an adjustment and at least
20 but not more than 120 days prior to
the expected maturity of a non- cr
partially-amortized loan {including a
loan with a “call” provision pursuant to
subparagraph (2)(vi) of this paragraph
(a)), an association shall provide the
borrower with notice of the adjustment
or of maturity. However, where the loan
contract provides that changes in the
interest rate shall occur more frequently
than changes in the payment, the
association need not netify the borrower
of changes in the rate, nor of changes in
the loan balance or term resulting from a
rate change, until notice of a payment
adjustment is given. (For purposes of
notification, a payment adjustment is
considered to occur as of the date of the
interest-rate change immediately
preceding the due date of the adjusted
payment.) In addition, where the loan
contract sets out a schedule of payment
adjustments, notice need not be given of
payment changes made pursuant to that
schedule;

{vi) The loan term may be adjusted
only to reflect a change in the interest

September, 1982
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rate, the payment or the loan balance. A
loan contract may provide an
association with the right to call the
loan due and payable either after a
specified number of vzars has elapsed
following closing or upon the occurrence
of a specified event external to the loan;
and

{vil) If at maturity of a loan that
provides for adjustments pursuant to
this subparagraph (2)(2) the ratio of the
loan balance to the current market value
of the security property exceeds 95
percent, the association may offer to
refinance the loan, subject to the
requirements of subparagraphs (3)(i) and
{3)(iii) of this paragraph (a) and other
applicable provisions of this Part.

(3) Loan-to-value ratio. A home loan
shall not at the time of origination
exceed 90 percent of the value of the
security property, except as provided in
subparagraph (2}{vii) of this paragraph
(a) and below. During the term of the
loan, the loan-to-value ratio may
increase above 90 percent if the increase
results from a change authorized by
subparagraph (2} of this paragraph {a).
The Board will assume continued
compliance with the loan-to-value-ratio
limitations where the original ratio met
the requirements of this subparagraph
(3), but in no event may the loan balance
exceed 125 percent of the original
appraised value of the property during
the term of the loan unless pursuant to
subparagraph (2)(ii){¢) of this paragraph
(a) or unless the loan contract provides
that the payment shall be adjusted at
least once each five years, beginning no
later than the tenth year of the loan, to a
level sufficient to amortize the loan at
the then-existing interest rate and loan
balance over the remaining term of the
loan. The 125-percent limitation shall
not apply to that portion of a loan
balance that is interest received in the
form of a percentage of the appreciation
in value of the security property
pursuant to subparagraph (2){iv) of this
paragraph (a). Notwithstanding the
foregoing, the loan-to-value ratio at the
time of origination may be up to 95
percent if:

(i) The loan contract requires that, in
addition to full or partial amortization of
the loan, the pro rata portion, based on
the number of installments due

§ 545.6-2
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annually, of estimated annual taxes and
assessments on the security property be
paid in advance to the association with
each installment payment;

(ii) The borrower, including a
purchaser who assumes the loan, has
executed a certificate stating that the
borrower occupies, or in good faith
intends to occupy, the property (or one
dwelling on the property) as the
borrower’s principal residence; and

(iii) During the time that the unpaid
balance of the loan exceed 90 percent of
the value of the security property,
determined at the time of origination,
the part of such balance exceeding 80
percent of value is guarantesd or
insured by a mortgage insurance
company which the Federal Home Loan
Mortgage Corporation has determined to
be a “qualified private insurer’™:
Provided, however, that any unpaid loan
balance secured by a pledged savings
account shall not be required to be
guaranteed or insured under this
provision.

{4) Loans to facilitate trade-in or
exchange. Loans made to facilitate the
trade-in or exchange of security
property shall not exceed 80 percent of
value and shall be repayable within 18
months.

(5) Pledged-account loans. Loans
made on the combined security of real
estate and savings accounts may be
made in excess of the maximum loan-to-
value ratios specified in this paragraph
(a), with such excess secured by savings
accounts: Provided, that loans that
exceed 90 percent of the value of the
combined security are subject to the
following restrictions:

(i) The loan shall not exceed the
appraised value of the real estate:

(ii} The savings account shall consist
only of funds belonging to the borrower,
members of his family, or his employer;
and

(iii) The assqciation shall fully
disclose to the prospective borrower the
differences (including interest, private-
mortgage-insurance costs, and equity
interest) between a loan secured by real
estate and savings and a loan secured
by real estate alone. :

(6) Loans on cooperatives. Such loans
may be made under this paragraph (a},
subject to the following requirements:

UNITED STATES LEAGUE FEDERAL GUIDE

(i) Loans on the security of
cooperalive housing developments
{“blanket” loans). The association shall
require that the cooperative housing
development maintain reserves at least
equal to those required for comparable
developments insured by the Federal
Housing Administration.

(ii) Loans on individual cooperative
units. Such loans may be made on the
security of (a) a security interest in
stock, membership certificate, or other
evidence of ownership issued to a
stocxholder or member by a cooperative
housing organization; and () an
assignment of the borrower’s interest in
the proprietary lease or occupancy

agreement issued by such organization.@/’_

{7) Disclosure. Prior to accepting an
application for a loan, an association
must disclose to each loan applicant, in
one or more documents other than the
loan documents and in plain language,
the terms of the type(s) of loan(s)
offered to the applicant. The purpose of
this disclosure requirement is tc ensure
full understanding of the operation of
the loan for which the individual is
applying. The disclosures do not alone
constitute a commitment on the part of

“an association to make a loan to a loan

applicant. The disclosure material
provided to an applicant shall include at
least such of the following information
as is relevant to the type of loan being
offered:

(i) A general explanation of the fact
that (a) the association and the
applicant become bound by the terms of
the loan contract upon signing it, (b}
even though subsequently either party
may request modification of the
contract, neither party is bound to agree
to such a request, and [¢) since normally
the loan contract and mortgage (or deed
of trust) establish the rights of the
borrower, the borrower should become
familiar with and understand the
provisions of those documents;

(ii) The term to maturity;

(iii) The initial interest rate, if known,
or the manner in which the initial
interest rate will be established;

(iv) The amount of the initial payment,
if known, and an explanation of how the
associaticn establishes an amortization
schedule for the loan, including how the
association determines both the amount

© 1982, United States Leagus of Savings Associations
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of each payment and what proportion of
each payment is credited to interest.

(v) A full explanation ef how the
interest rate, the payment, the loan
balance, or the term to maturity may be
adjusted (including identification of the
index(es) to be used and how index
values may be obtained by the
borrower), and how the adjustment of
one item may affect the others;

(vi) What information will be
contained in each notice of an
adjustment and, in the case of a non- or
partially-amortized loan (including &
loan giving the association the right to
call the loan due and payable after a
number of years or upon the occurrence
of an event external to the loan), in the
notice of maturity, «nd how far in
advaunce of an adjustment or maturity
each notice will be provided;

(vii} A description of all contractual
contingencies under which the loan may
become due or which may result in a
forced sale of the home;

(viii) If the loan is a non- or partially-
amortized loan, unless the association
unconditionally obligates itself to re-
finance the loan, a statemert that a
large payment will be due at maturity of
the loan and that the association is
under no obligation to refinance the
loan; if the loan gives the association the
right to call the loan due and payable
after a number of years or upon the
occurrence of an event external to the
loan, a statement that a large payment
may be due at such time and that the
association is not obligated to refinance
the loan;

{ix) A description of any prepayment
penalty provided for by the loan
contract;

{x) Whether the loan contract will
provide for escrow payments, the
purpose of requiring escrow payments,
and how the amount of an escrow
payment is established; and

(xi) An example of the interaction of
all variable features of the loan over any
period of time.

{(8) Transition period. Until December
31, 1982, associations may, or may
commit to, make, purchase, participate
or otherwise deal in loans made
pursuant to §§ 545.6-4, 545.6-4a and
545.6-4b of this Part, as those sections
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were constituted prior to’ August 16,
1982. -

{b) Multifamily dwelling loans. Loans
on the security of other dwelling units,
combinations of dwelling units,
including homes, and business property
involving only minor or incidental
business use, shall not exceed 90
percent of the value of the security
property and shall be repayable within
30 years, with interest payable at least
semi-annually: Provided, that loans
which are not fully amortized shall be
repayable with principal and interest
payments sufficient to meet a 30-year
amortization schedule, and
nonamortized loans shall be repayable
within five years.

{c) Loans on unimproved real estate
{“acguisition” loans). Loans on the
security of unimproved roal estate as
defined in § 541.29 of this Subchapter
shall not exceed 66% percent of the
value of the security property, and shall
be repayable in 3 years with interest
payable at least semi-annually.

{8} Development loans. (1) Loans to
finance development of land shall not
exceed 75 percent of the value of the
security property and shall be repayable
within 5 years, with interest payable at
least semi-annually. The loan
documentation shall contain a
preliminary development plan that is
satisfactory to the association.

{2} Upon release of any portion of the
security property from the lien securing
the loan, the principal balance of the
loan shall be reduced by an amount at
least equal to that portion of the
outstanding loan balance attributable to
the value of the property to be released.
“Value” for the purposes of the
preceding sentence is the value fixed at
the time the loan was made.

(3) An association may extend the
time for payment for an additional
period not in excess of 3 years, but no
extension may be made unless (i)
interest on the ioan is current, {ii) the
association's board has before it a
current appraisal of the security
property, and (iii} the outstanding
principal balance of the loan is or has
been reduced to an amount not over 75

§ 545.6-2
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tion of a give-away on the recipient’s possessing, opening, or
adding to a savings account, or maintaining a minimum
balance therein; (2) except under paragragh {(d), refer in any
of its advertising to any give-away, other than printed
material of an educational or informational nature or a coin
bank, with a cost not exceeding $2.50; or (3) enter any
agreement with, or accept funds for investment in a savings
account from, any person engaging in such activities.

(¢) Reciprocal statutory provision. The statutory provi-
sion referred to in paragraph (b) must authorize a specified
state official to impose by regulation restrictions on domes-
tic associations of the state equivalent to those impesed on
Federal associations by paragraphs (b)(1) and (2) if while the
restriction is in force, Federal associations doing business in

_the state are likewise restricted.

(d) Exception. Notwithstanding paragraph (b), a Federa:
association may advertise give-aways during a single period
of 30 days ending not more than one year after it opens its
first office.

§545.1-5 Public deposits, depositaries, and fiscal
agents.

(a) Definitions. As used in this section —

. (1) “Moneys” includes “monies” and has the meaning it
has in applicable State law:

(2) “State law” includes actions by a governmental body
which has a charter adopted under the constitution of the
State with provisions respecting deposits of public money
of that body;

(3) “Surety” means surety under real and/or personal
suretyship, and includes guarantor; and

(4) Terms in paragraph (b) of this section have the
meanings they have in applicabie state law.

(b) Authority to act as surety. (1) A Federal association
that is a deposit association may give bond or security for
deposit in it of public moneys or investment in it by a
governmental unit if required to do so by state law, either as
an alternative condition or otherwise, regardless of the
amount required. Any bond or security may be given and
any substitution or increase thereof may be made under this
section at any time. _

(2) If state law requires as a condition of such deposit or
investment that the association or its bond or security, or

-any combination thereof, be surety for or with respect to
other deposits or instruments, whether of that depositor or
investor or of any other(s), and whether in the association or
in any other institution(s) having, when the investments or
deposits were made, insurance by the Federal Savings and
Loan Insurance Corporation, the same shall become, or if
the state law is self-executing shall be, such surety.

(3) Subject to regulation of the U.S. Treasury Department,
a Federal association may serve as a depository for Federal
taxes, as a Treasury tax and loan depository, as a depository
of public money and fiscal agent of the Government, or any
other instrumentality thereof when designated for that pur-
pose by such instrumentality and approved by the Board,
and satisfy any requirement in connection therewith, inciud-
ing: (1) maintaining accounts desecribed in §526.1(n), (0), (p)
and (q) of this Chapter, (2) pledging collateral. and (3)
performing the services outlined in 31 CFR 202.3(b) {1981),
or any section that supersedes or amends section 202.3(b).

(c) Additional suretyship. An association may also be
surety to the extent that (1) it could have been surety if
section 5(b) of the Act had not been amended by section
101(e) of Public Law 93-495, and (2) the Board otherwise
authorizes in writing or by regulation.

§545.1-6 Funds transfer services. A Federal association
may transfer its customer's funds from any account (includ-
ing a line of credit) of the customer at the association or at
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another financial intermediary to third parties or to other
accounts of the customer on the customer’s order or authori-
zation by any mechanism or device conforming with appli-
cable laws and established commercial practices. An associ-
ation may assess fees for providing any service authorized
by this section. An association also may use cashier’s checks
or any other mechanism or device to effectuate transfers of
its own funds in connection with any activities authorized
under its charter or Board regulations.

§545.2 Issuance of stock.

A Federal association with a stock charter may raise
capital by issuance of stock as provided by its charter and
applicable provisions of this Chapter.

§545.2-1 Issuance of mutual capital certificates.

A Federal mutual association may issue mutual capital
certificates as its charter permits but subject to the require-
ments of §563.7-4 of this Chapter or as the Board may
otherwise authorize in writing.

§545.3 Issuance of net worth certificates.

A Federal association may issue net worth certificates as
its charter permits and in accordance with Part 572 of this
Chapter or as the Board may otherwise authorize in writing. -

§545.4 Borrowing.

A Federal association may borrow, issue notes, bonds.
debentures, obligations or securities and give security as
authorized by its charter or approved in writing by the
Board but subject to the requirements of §§563.8 and 563.8-2
of this Chapter.

§545.4-1 Borrowing from a state-chartered central
Teserve institution.

A Federal association which has amended its charter
under §544.2(d) may horrow from a state-chartered central
reserve institution, including a state mortgage finance agen-
cy, if: '

(a) the association’s general reserves, surplus, and undi-

vided profits aggregate over 5 percent of its withdrawable

accounts;

(b) the reserve institution is located in the state where the

association’s home office is located;

(c) the amount borrowed does not exceed the amount a

state-chartered savings and loan in that state could bor-

row from that institution:

(d) the association does not use the loan proceeds to make

loans at an interest rate exceeding by one and three-

quarters percent per year the interest rate paid for the
borrowed funds; and

(e) the association maintains any documentation required

by the state regarding use of the loan proceeds or other

matters.

II. Investments

§545.5 Election regarding classification of loans or
investments.

If a loan or other investment is authorized under more
than one section in this Part, an association may designate
under which section the loan or investment has been made.

A. Loans

§545.6 Real estate loans. é

(a) General (1) Authorization. A Federal association
may originate, invest in, sell, purchase, service, participate,
or otherwise deal in (including brokerage or warehousing)
real estate loans or interests therein, subject to the restric-
tions of this Part. A real estate loan is any loan made on the
security of residential or nonresidential real estate where
the association relies substantially upon that real estate as
the primary security for the loan. A loan secured by 2 lien
on real estate is (i) a loan secured by an interest in real
estate in fee or in a leasehold or subleasehold extending or
renewable automatically at the option of the holder or the
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Federal association for 5 years after maturity of the loan, if,
in the event of default, the real estate interest could be used
to satisfy the obligation with the same priority as a mort-
gage or a deed of trust in the jurisdiction where the real
estate is located, or (ii) a loan secured by assignment of such
loans. An association may purchase from the Fedeal Savings
and Loan Insurance Corporation any real-estate-related loan
guaranteed by the Corporation under a guaranty contract
made by the Corporation with the purchasing association.

(2) Determination of loan-to-value ratios (i) In deter-
mining compliance with maximum loan-to-value limitations
in this Part, at the time of making a loan an association
shall add together the unpaid amount of all recorded loans
secured by prior mortgages, liens or other encumbrances on
the security property that would have priority over the
association’s loan, and shall not make such a loan unless the
total amount of such loans (including the one to be made but
excluding loans that will be paid off out of the proceeds of
the new loan) does not exceed applicable maximum loan-to-
value limitations prescribed in this Part.

(i) In valuing the real estate security, an association shall
use the current appraised value of the security property,
which may include any expected value of improvements to
be financed. “Value” for a real estate loan means market
value.

(b) Residential real estate loans. A Federal association
may make loans on the security of residential real estate,

_subject to the following restrictions:

(1) Home loans. A home loan made on the security of
homes (including condominiums and cooperatives), combina-
tions of homes and business property, farm residences, and
combinations of farm residences and commercial farm real
estate, including non-amortized, partially-amortized and
line-of-credit loans. The interest rate, the payment, the loan
balance or the term to maturity may vary as provided in
paragraph (b)(1)i). Home loans shall have a term not to
exceed 40 years, with interest payable at least semiannual-
ly, except as expressly authorized in this paragraph (b)(1).

—— 1 (i) Adjustments to Tate, payment, balance or term;

refinancing. Subject to such limitations on adjustment as
are set forth in the loan contract: '

{a) Adjustments to the interest rate shall correspond
directly to the movement of an interest-rate index or of an
index that measures the rate of inflation or the rate of
change in consumer disposable income, which index is read-
ily available to and verifiable by the borrower and is beyond
the control of the association: Provided, that an association
may decrease the interest rate at any time and: Provided
further, that an association may increase the interest rate
pursuant to a formuia or schedule that specifies the amount
of the increase and the time at which it may be made, and
which is set forth in the loan contract;

(b) Adjustments to the payment and the loan balance that
do not reflect an interest-rate adjustment may be made if (1)
the adjustments reflect a change in a national or regional
index that measures the rate of inflation or the rate of
change in consumer disposable income, is readily available
to and verifiable by the borrower, and is beyond the control
of the association, or (2) in the case of a payment adjust-
ment, the adjustment reficcts a change in the loan balance
or is made pursuant to a formula, or to a schedule specifying
the percentage or dollar change in the payment and set forth
in the contract;

(¢) Any combination of indices or a moving average of
index values may be used as an index, and an association
may use more than one index during the term of a loan;

(d) A loan contract may provide for the deferral and
capitalization of a portion of interest, or of all interest on
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loans to natural persons secured by borrower-occupied prop-
erty and on which periedic advances are being made, and
may provide that a portion of the consideration to be
received by the association in return for making the loan
shall be interest in the form of a percentage of the amount
by which the current market value of the property, during
the loan term or at maturity, exceeds the original appraised
value or as provided in §555.19 of this subchapter;

(e) At least 30 but not more than 120 days prior to an
adjustment and at least 90 but not more than 120 days prior
to the expected maturity of a non- or partially- amortized
loan (including a loan with a “call” provision pursuant to
subparagraph (i)(f) of this paragraph (b)(1)), an association
shall provide the borrower with notice of the adjustment or
of maturity. However, where the loan contract provides that
changes in the interest rate shall occur more frequently than
changes in the payment, the association need not notify the
borrower of changes in the rate, nor of changes in the loan
balance or term resulting from a rate change, until notice of
a payment adjustment is given. (For purposes of notifica-
tion, a payment adjustment is considered to occur as of the
date of the interest-rate change immediately preceding the
due date of the adjusted payment.) In addition, where the
loan contract sets out a schedule of payment adjustments,
notice need not be given of payment changes made pursuant
to that schedule;

(f) The loan term may be adjusted only to reflect a change
in the interest rate, the payment or the loan balance. A loan’
contract may provide an association with the right to call
the loan due and payable either after a specified number of
years has elapsed following closing or upon the occurrence
of a specified event external to the loan; and

(g) If at maturity of a loan that provides for adjustments
pursuant to this subparagraph (b)(1){) the ratio of the loan
balance to the current market of the security property
exceeds 95 percent, the association may offer to refinance
the loan, subject to the requirements of subparagraphs (ii}a)
and (ii)(c) of this paragraph (b)1) and other applicable
provisions of this Part.

(ii) Loan-to-value ratio. A home loan shall not at the
time of origination exceed 90 percent of the value of the
security property, except as provided in subparagraph (iXg)
of this paragraph (b)(1) and below. During the term of the
loan, the loan-to-value ratio may increase above 90 percent
if the increase results from a change authorized by subpara-
graph (i) of this paragraph (b)(1).

The Board will assume continued compliance with the
loan-to-value ratio limitations where the original ratio met
the requirements of this subparagraph (ii), but in no event
may the loan balance exceed 125 percent of the original
appraised value of the property during the term of the loan
unless pursuant to subparagraph (i)(b)(1) of this paragraph
(1) or unless the loan contract provides that the payment
shali be adjusted at least once each five years, beginning no
later than the tenth year of the loan, to a level sufficient to
amortize the loan at the then-existing interest rate and loan
balance over the remaining term of the loan. The 125-
percent limitation shall not apply to that portion of a loan
balance that is interest received in the form of a percentage
of the appreciation in value of the security property pursu-
ant to subparagraph (1)(d) of this paragraph (b)(1). Notwith-
standing the foregoing, the loan-to-value ratio at the time of
origination may be up to 95 percent if:

(a) The loan contract requires that, in addition to full or
partial amortization of the loan, the pro rata portion, based
on the number of installments due annually, of estimated
annual taxes and assessments on the security property be
paid in advance to the association with each installment
payment;
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(b) The borrower, including a purchaser who assumes the
loan, has executed a certificate stating that the borrower
occupies, or in good faith intends to occupy. the property (or
one dwelling on the property) as the borrower’s principal
residence; and

(c) During the time that the unpaid balance of the loan
exceeds 90 percent of the value of the security property,
determined at the time of origination, the part of such
balance exceeding 80 percent of value is guaranteed or
insured by a mortgage insurance company which the Feder-
al Home Loan Mortgage Corporation has determined to be a
“qualified private insurer”: Provided, however, that any
unpaid loan balance secured by a pledged savings account
shall not be required to be guaranteed or insured under this
provision.

(iii) Loans on cooperatives. A loan made on the security
of a cooperative under this subparagraph (b)(1) shall comply
with the following requirements:

{a) Loans on the security of cooperative housing de-
velopments (“blanket” loans). The association shall re-
quire that the cooperative housing development maintain
reserves at least equal to those required for comparable
developments insured by the Federal Housing
Administration.

(b) Loans on individual cooperative units. Such loans
may be made on the security of (1) a security interest in
stock, membership certificate, or other evidence of owner-
ship issued to a stockholder or member by a cooperative
housing organization; and (2) an assignment of the borrow-
er’s interest in the proprietary lease or occupancy agree-
ment issued by such organization.

(iv) Loans to facilitate trade-in or exchange. Loans
made to facilitate the trade-in or exchange of security
property shall not exceed 90 percent of value and shall be
repayable within 18 months.

(v) Pledged-account loans. Loans made on the combined
security of real estate and savings accounts may be made in
excess of the maximum loan-to-value ratios specified in this
paragraph (b)1) with such excess secured by savings ac-
counts: Provided, that loans that exceed 90 percent of the
value of the combined security are subject to the following
restrictions:

- {a) The loan shall not exceed the appraised value of the
real estate;

- (b) The savings account shall consist only of funds belong-
ing to the borrower, members of his family, or his employer;
and '

{c) The association shall fully disclose to the prospective
borrower the difference (including interest, private-
mortgage-insurance costs, and equity interest) between a
loan secured by real estate and savings accounts and a loan
secured by real estate alone.

RY(Vi) Disclosure. Prior to accepting an application for a
o

me loan, an association must disclose to each loan appli-
cant, in one or more documents other than the loan docu-
ments and in ‘plain language, the terms of the type(s) of
loan(s) offered to the applicant. The purpose of this disclo-
sure requirement is to ensure full understanding of the
operation of the loan for which the individual is applying.
The disclosure do not alone constitute a commitment on the
part of an association to make a loan to a loan applicant.
The disclosures material provided to an applicant shall
include at least such of the following information as is
relevant to the type of loan being offered:

(a) A general explanation of the fact that (1) the associ-
ation and the applicant become bound by the terms of the
loan contract upon signing it, (2) even though subsequently
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either party may request modification of the contract, nei-
ther party is bound to agree to such a request, and (3) since
normally the loan contract and mortgage {or deed of trust)
establish the rights of the borrower, the borrower should
become familiar with and understand the provisions of those
documeants;

{b) The term to maturity;

(c) The initial interest rate, if known, or the manner in
which the initial interest rate will be established;

(d) The amount of the initial payment, if known, and an
explanation of how the association establishes an amortiza-
tion schedule for the loan, including how the association
determines both the amount of each payment and what
proportion of each payment is credited to interest; .

(e) A full explanation of how the interest rate, the pay-
ment, the loan balance, or the term to maturity may be
adjusted (including identification of the index(es) to be used
and how index values may be obtained by the borrower), and
how the adjustment of one item may affect the others;

(f) What information will be contained in each notice of an
adjustment and, in the case of a non- or partially-amortized
loan (including a loan giving the association the right to call
the loan due and payable after a number of years or upon
the occurrence of an event external to the loan), on the
notice of maturity, and how far in advance of an adjustment
or maturity each notice will be provided;

{g) A description of all contractual contingencies under

which the loan may become due or which may result in a
forced sale of the home;
- (h) If the loan is a non- or partially-amortized loan, unless
the association unconditionally obligates itself to refinance
the loan, a statement that a large payment will be due at
maturity of the loan and that the association is under no
obligation to refinance the loan; if the loan gives the associ-
ation the right to call the loan due and payable after a
number of years or upon the occurrence of an event external
to the loan, a statement that a large payment may be due at
such time and that the association is not obligated to refi-
nance the loan;

(7) A description of any prepayment penalty provided for
by the loan contract;

{(j) Whether the loan contract will provide for escrow
payments, the purpose of requiring escrow payments, and
how the amount of an escrow payment is established; and

(k) An example of the interaction of all variable features
of the loan over any period of time.

(2) Multi-family dwelling loans. A multi-family dwelling
loan is a loan made on the security of real estate that is not
a home (but which may include homes) and that is used
primarily for residential purposes, or combinations of such
real estate and business property that involves only minor
or incidental business use. A multi-family dwelling loan
shall not exceed 90 percent of the value of the security
property and shall be repayable within 30 years: Provided,
that nonamortized loans shall be repayable within 5 years.
Interest shall be pavable at least semi-annually except to
the extent that the loan contract provides for the deferral
and capitalization of interest: Provided, that the ratio of the
loan balance to the current appraised value of the security
property may not at any time during the loan term exceed
90 percent as a result of the deferral and capitalization of
interest. The loan contract may provide that a portion of the
consideration for making the loan shall be in the form
permitted by §555.19 of this subchapter.

(c) Nonresidential real estate loans. (1) A Federal
association may make loans on the security of noaresiden-
tial real estate: Provided, that any such loan shall not

Washington Financial Reports



RE:

S.B. 50 (Repeal of Alternative Mortgage Loan Regulations)

If 1983 S.B. 50 is enacted to repeal K.S.A. 1982 Supp. 16-

207d the following regulations would apply to alternative mortgage
lending by financial institutions:

1.

5.

National Banks - Would be permitted to make any adjustable
real estate mortgage (First and junior liens) under regula-
tions issued by the Comptroller of the Currency.

State Chartered Banks

a. Residential Real Estate Loans (First and junior liens)
would be made under regulations issued by the Comptrcller
of the Currency.

b. Non-Residential Real Estate Loans (First and junior
liens) may be regulated by the Bank Commissioner under
general rule making authority contained in K.S.A. 9-
1713. (See note below).

c. Uniform Consumer Credit Code Real Estate Loans (Junior
liens held by a lender who did not make the first lien
mortgage) could be regulated by the Consumer Credit Com-
missioner under general rule making authority contained
in K.S.A. 16a-6-104. Residential real estate loans
would be subject to regulations of the Comptroller of the
Currency.

National Credit Unions - Would be permitted to make any ad-
justable real estate loans (First and junior liens) under
regulations issued by the National Credit Union Administra-
tion Board.

State Chartered Credit Unions

a. Residential Real Estate Loans (First and junior liens)
would be made under regulations issued by the National
Credit Union Administration Board.

b. Non-R&sidential Real Estate Loans (First and junior
liens) would not be subject to regulation.

c. Uniform Consumer Credit Code Real Estate Loans could be
regulated by the Consumer Credit Commissioner under gen-
eral rule making authority contained in K.S.A. 16a-6-104.
Residential real estate loans would be subject to regula-
tion of the National Credit Union Administration Board.

Finance Companies

a. Residential Real Estate Loans (First and junior liens)
would be made under regulations issued by the Federal
Home Loan Bank Board.



b. Non-Residential Real Estate Loans (First and junior liens)
would not be subject to regulation.

c. Uniform Consumer Credit Code Real Estate Loans could be
regulated by the Consumer Credit Commissioner under rule
making authority contained in K.S.A. 16a-6-104. Resi-
dential real estate loans would be subject to regulations
of tHe Federal Home Loan Bank Board.

6. Federally Chartered Savings and Loan Associations - Would be
permitted to make any adjustable real estate mortgage (First
and junior liens) under regulations issued by the Federal Home
Loan Bank Board.

7. State Chartered Savings and Loan Associations

a. Residential Real Estate Loans (First and junior liens)
would be made under the regulations issued by the Federal
Home Loan Bank Board.

b. Non-Residential Real Estate Loans (First and junior liens)
could be regulated by the Savings and Loan Commissioner,
under K.S.A. 17-5501 which permits the association to
make loans, "subject to such prohibitions, limitations
and conditions as the commissioner may by regulation pre-
scribe."

c. Uniform Consumer Credit Real Estate Loans could be regu-
lated by the Consumer Credit Commissioner under general
rules making authority contained in K.S.A. 1l6a-6-104.
Residential real estate loans would be subject to regu-
lations of the Federal Home Loan Bank Board.

There are two caveats to the above information. Since
Uniform Consumer Credit Code loans must be made primarily for per-
sonal, family or household purposes the majority of such loans
would be secured by residential real estate. Second, there is
considerable disagreement about the ability of the State Bank
Commissioner to regulate adjustable mortgage loans under K.S.A.
9-1713. :



Testimony of the

Kansas Credit Union League

on SB 50, AML Regulation Repealer

presented to the

Senate Commercial and Financial Institutions Committee

January 27, 1983

by Marvin C. Umholtz
Governmental Affairs Director

Mr. Chairman, Members of the Committee:

Thank you for the opportunity to appear before this Committee to

provide comments on SB 50 and the issues it raises.

Key to our association's consideration of this topic is our estab-

lished policy position, which reads:

Credit unions support obtaining and maintaining
state and federal laws and regulations which are
conducive to full participation by credit unions
in all fields of lending.

KCUL can only support alternative mortgage transaction laws and
regulations which allow the greatest ability of each credit union to

tailor a lending program to serve its members.

At+tachment TE
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KCUL ‘considers the passage of SB 50 as one 1é§itimate approach that
the Tegislature may take under the circumstances created by the passage
of Title VIII of the Depository Institutions Act of 1982. We can support
this option and certéin]y do not oppose it. If K.S.A. 1982 Supp. 16-207d
is repealed the regulations promulgated by the National Credit Union
Administration (NCUA) would be applicable for both state and federally

chartered credit unions.

Alternatively, if the legislature takes no action on SB 50, the

credit union situation would not appear to be damaged. Section 804 of

- the DIA appears to be permissive. It reads, "...housing creditorss»
make, purchase and enforce alternative mortgage transactions..." (AMT).
It is our view that a state chartered credit union could choose to make
an AMT under either Title VIII (NCUA regulations) or K.A.R. 104-1-1, the

state regulation.

if the Tegislature chooses to retain K.S.A. 1982 Supp. 16-207d, we
would support the clarifying change recommended by the Kansas Bankers
Association (KBA) in HB 2071. The amendment clarifies that K.A.R.
104-1-1 applies only to loans made primarily for personal, family or
household purposes, and not business or agricultural purpose Toans. Addi-
tionally, we would encourage the Committee to strike the word "shall® on

Tine 0024 of HB 2071 and insert inlieu thereof the word "may."

At this time, we would oppose any effort to override the use of
the federal AMT regulations as is permitted by Section 805 of the DIA.
Enough confusion still surrounds the interpretation of Title VIII to pre-

clude hasty action in this area. We could only support an override of
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the use of\the\federa1 regulations if the state rebu]ators were statu-

torily directed to promulgate regulations no more restrictive than those

provided by the respective federal regulators.

I have included the following attachments:

1. Title VIII of the Depository Institutions Act of 1982

2.  Federal Register, Vol. 47, No. 233 12-3-82 reflecting the actions
of the NCUA Board at its December 16, 1982 meeting.

3. NCUA Regulations 12 C.F.R. Sec. 701.21-6B and Sec. 701.21-2 (prior
to the amendments made by the NCUA Board at its December meeting).

Under the NCUA regulations as amended in December, a credit union

can make AMT's for:

(o]

first and second mortgages for residential purposes, including
manufactured housing (one to four family dwelling, residance
of the borrower)

30 - 40 year maturities on first mortgages (includes refinanc-
ing)
15 year maturities on seconds

no sales price restrictions

provides for growth equity mortgages (GEM) (GEM is a mortgage
that provides for accelerated repayment of the loan, either as
a result of scheduled increases of payment of principal and
interest or as a result of movements in an index)

adjustable rate index must be by an index or an average of an
index agreed upon in advance and must be beyond the control of
the credit union and readily verifiable by the borrower.

Thank you for the opportunity to address the Committee. I stand

ready to address questions at the direction of the Chairman.



GARN-ST GERMAIN DEPOSITORY INSTITUTIONS ACT OF
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SepreMeen 30 (legislative day, September 8), 1982.—Ordered to be printed

Mr. GARrN, from the committee of conference,
submitted the following

CONFERENCE REPORT

ITo accompany H.R. 6267]

TITLE VII—ALTERNATIVE MORTGA GE TRANSACTIONS

2

N SHORT TITLE
Sec. 801. This title may be cited as the “Alternative Mortgage
Transaction Parity Act of 1982”"

FINDINGS AND PURPOSE

Sec. 802. (a) The Congress hereby finds that—

(1) increasingly volatile and dynamic changes in interest rates
have seriously tmpared the ability of housing creditors to pro-
vide consumers with fixed-term, fixed-rate credit secured by in-
lerests in real property, cooperalive housing, manufactured
homes, and other dwellings;

(2) alternative morigage transactions are essential to the pro-
vision of an adequate supply of credit secured by residential
property necessary (o meet the demand expected during the
1980's; and )

(3)_the Comptroller of the Currency, the Nationat Credit!
,;Uq;;';mV.,Administral,ion, jand the Federal Home [oan Bank
‘Board have recognized the importance of alternative mortgage
transactions and hauve adopted regulations authorizing federai-
ly chartered depository institutions to engage in alternative

" mortgage financing.

(b) It is the purpose of this title to eliminate the discriminatory
impact that those regulations have upon nonfederally chartered
housing creditors and provide them with parity with federally char-
tered institutions by authorizing all housing creditors to make, pur-
chase, and enforce alternative mortgage transactions so long us the
transactions are in conformity with the regulations issuecd by the
Federal agencies.

DEFINITIONS

\

Sec. 803. As used in this title—

(1) the term “¢ See )

or credit sale §écyree 1y esidenti rty,
a dwelling, all stock allocated to a dwelling unit in a residen.
tial cooperative housing corporation, or q residential manufac-
tured home (as that term is defined in section 603(6) of the Na-
tional Manufactured Home Construction and Safety Standards

Act of 1974)—

(A) in which the interest rate finance charge may be ad-
Justed or renegotiated:

(B) involving a fixed-rate, but which implicitly permits
rate adjustments by having the debt mature at the end of
an interval shorter than the term of the amortization
schedule; or

(C) involving any similar type of rate, method of deter-
mining return, term, re ayment, or other variation not
common to traditional ixed-rate, fixed-term transactions,
tncluding without limitation, transactions that involve the
sharing of equity or appreciation;

described and defined by applicable regulation; and
(2) the term “Iw&&rzgt‘mggzaﬁ” means—

(A) a,@epoétmy;inst;iu!iqi as defined in section 501(a)x2)
of the Depository Institutions Deregulation and Monetary
Control Act of 1980:

(B) a lender approved by the Secretary of Housing and
Urban Development for participation in any mortgage in-

- Surance program under the National Housing Act; .

(C) any person who regularly takes loans, credit sales, or
advances secured by interests in properties referred to in
paragraph (1); or

(D) any transferee of any z)[ them.

A person is not a ‘housing creditor™ with respect to a specific
alternative morlgage transaction if, except for this title in
order to enter into that transaction, the person would be re-
quired to comply with licensing requirements imposed under
State law, unless such person is licensed under applicable State
law, and such person remains, or becomes, subject to the appli-
cable regulatory requirements and enforcement mechanisms pro-
vided by State law.

ALTERNATIVE MORTGAGE AUTHORITY

SEC. 804. (a) In order to prevent discrimination against State-
chartered de ository institutions, and other non ederally chartered
housing cre. itors, with respect to making, purc, g,a,sing,~,,andf,eaforc;g
ing alternative mortgage transactions, Jtousin credgtommaymk@,?
purchase, and enforce alternative mortg 1sactions, except that
this section shal apply—

(1) with respect to banks, only to transactions made in accord-
ance with regulations governin alternative mortgage transac-
tions as issued by the omplroﬁ,er of the Currency for national
banks, to the extent that such regulations are authorized by
rulemaking authority granted to the Comptroller of the Curren-
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¢y with regard to national banks under laws other than this
section; .

Sk with respeét:wto' eredit unions,;jonly to transactions made in

accordance 1yith ‘regulations governing alternative mortgage

transactions as issued by the National Credit Union Adminis-
tration Board for Federal credit unions, to the extent that such
regulations are authorized by rulemaking authority granted (o
the National Credit Union Administration with regard to Fed.-
eral credit unions under laws other than this section; and _

(3) with respect to all other housing creditors, including with-
out limitation, savings and loan assoctations, mutual savings
banks, and savings banks, only to transactions made in accord-
ance with regulations governing alternative mortgage lransac-
tions as issued by the Iederal Home Loan Bank Board for fed-
erally chartered savings and loan assoctations, to the evient
that such regulations are authorized by rulemaking authorily
granted to the Federal Home Loan Bank Board witl regard o
federally chartered savings and loan associations under laws
other than this scction.

(b) For the purpose of determin ing the applicability of this section,
an alternative mortgage transaction shall be deemed to be made in
accordance with the applicable regulation nolwithstanding the
" housing creditor’s failure to comply with-the regulation, if—

(1) the transaction is in substantial compliance with the regu-
lation; and

(2) within sixty days of discovering any error, the housing
creditor corrects such error, including making appropriate -
Justments, if any, to the account.

(c) An alternative mortgage transaction may be made by a hous-
ing creditor in accordance with this section, notwithstanding any
State constitution, law, or regulation.

APPLICABILITY

SEC. 805. (a) The provisions of section 804 shall not apply to any
alternative mortgage transaction in any State made on or after the
effective date (if such effective date occurs on or after the effective
date of this title and prior to a date three years after the cffective

date of this title) of a State law or a certification that the voters of

such State have voted in favor of any provision, constitutional or
otherwise, which states explicitly and by its terms that such S(c_l{c
does not want the preemption provided in section 804 to apply with

respect to alternative mortgage transactions subject to the laws of

such State, except that section 804 shall continue to apply to-—

(1) any alternative mortgage transaction undertaken on or
after such date pursuant lo an agreement to undertake such al-
lernative mortgage transaction which 1was entered into on or
after the effective date of this title and prior to such later date
(the “preemption period"); and

(2) any renewal, extension, refinancing, or other maodification
of an alternative mortgage transaction that was entered into
during the preemption period.

(b) An alternative mortgage transaction shall be deemed to have
been undertaken during the preemption period to which this section
applies if i{—

(1) is funded or extended in whole or in part during the pre-
emption period, regardless of whether pursuant to q commit-
ment or other agreement therefor made prior to that period; or

(2) is a renewal, extension, refinancing, or other modification
of an alternative mortgage transaction entered into befare the
preemplion period and such rencwal, extension, or other modifi-
cation is made during such period with the written consent of
any person obligated to repay such credit.

RELATION TO OTHER LAW

Sec. 806. Section 501(cx1) of the Depository Institutions Deregula-
tion and Monetary Control Act of 1980 shall not apply to transac-

tions which are subject to this Litle.

EFFECTIVE DATE

Skc. 807, (a) This title shall be effective upon enactment.

(b) Within sixty days of the enactment of this title, the Comptrol-
ler of the Currency, the National Credit Union Administration, and
the Federal Home Loan Bank Board shall identify, describe, and
publish those portions or provisions of their respective regulations
that are inappropriate for (and thus inapplicable to), or that need to
be conformed for the use of, the nonfederally chartered housing
creditors to which their respective regulations apply, including with-
out limitation, making necessary changes in terminology to conform
the regulatory and disclosure provisions to those more typically asso-
ctated with various types of transactions including credit sales,

And the Senate agree to the same.

FERNAND J. ST GERMAIN,
Henry S. Reuss,
FrRANK ANNUNZIO,
J. W, Stanton,
CHALMERS P. WyLiE,
Managers on the Part of the House.

JAKE GARN,
JOHN TOWER,
Dick Lucar,
Don RieGLE,
ALAN CRANSTON,
Managers on the Part of the Senate.



sud

ATTACHV - 2.l

Federal Register / Vol. 47, No. 233 / Friday, December 3. 1982 / Rules and Regulations

e e

punsm——

NATIONAL CREDIT UNION
ADMINISTRATION

12 CFR Parts 701 and 745

Confarming Amendments To Lending
Reguiations; Growth Equity
Mortgages; Regulation of Due-on-Sale
for Window Period Loans; Alternative
Mortgage Transactions Study

AGENCY: National Credit Union
Administration (NCUA)

AcTION: Final regulations.

SUMMARY: A number of provisions of the
Garn-St Germain Depository Institutions
Act of 1982 apply to loans made by
credit unions and require action by
NCUA. Title V amends the Federal
Credit Union Act. revising the
procedures for processing loan
applications, removing certain
restrictions on loans that Federal credit
unions can grant, and confirming that
Federal credit unions may make loans

meeting secondary market requirements.

It also requires NCUA to conform its

lending regulations. Title Il preempts
state prohibitiona on the enforcement of
due-on-sale clauses. [t requires NCUA to
act to permit Federal credit unions to
enforce due-on-sale clauses in certain
loans made before October 15, 1982,
Title VIII provides state credit unions
parity with Federal credit unicns in
making alternative mortgage loans. It
requires NCUA to study its regulations
and identify those that will and those
that will not apply to state credit unions
In order to give state and Federal credit
unions more flexibility to design their
own loan programs as soon as possible,
NCUA is simuitaneously taking the
necessary steps to implement the
provisions of these Titles of the Gam-St
Germain Act.

EFFECTIVE DATE: November 18, 1982,

FOR FURTHER INFORMATION CONTACT:
Robert M. Fenner, Deputy General
Counsel. or John L. Culhane, Jr.. Senior
Attorney, Department of Legal Services,
National Credit Union Administration,
1776 G Street, N.W., Washington. D.C.
20456 or telephone (202) 357-1030.

SUPPLEMENTARY INFORMATION: A
number of provisicns of the Garn-St
‘Germain Depository Institutions Act of
1982 appiy to lcans made by credit
unions. To implement these provisions,
NCUA is taking the following actions.

Conforming Amendments to Lending
Regulations

Among other things, Title V of the
Garn-5t Cermain Act amends the
Federal Credit Union Act provisions that
apply to loans made by Federal credit
unions. It revises the procedures for
processing loan applications, making a
credit committee optional and requiring
a loan to an official to be approved by
the board of directars only where the
official’s total indebtedness exceeds
$10.000 plus pledged shares, rather than
S5.000 plus pledged shares, as had been
the case. It expands the authority of
Federal credit unions to make ioans:
allowing first mortgage loans to be made
for more than 30 years, to be made
regardless of the sales price. and to be
refinanced: allowing second mortgage
loans to be made fur 15 years, regardless
of the purpose: and allowing loans on
terms acceptable ta a government
agency that has made an advance
commitment o purchase the loans. It
also confirms the ability of Federal
credit unions to comply with secondary
market requirementy, permitting certain
limuts on the prepayment of mortgage
loans and permitting the insurance of
Custadial accounts. These statutory
changes require NCUA to conform its
lending r-gulations.

As a result, NCUA is making the
following changes to its regulations.
References to the procedures for
processing loan applications in
§% 701.21-1 and 701.21—4 are being
revised to include the possibility that

- loans may be approved by the board of
directors. In § 701.21—4, references to the
trigger for board of directors approval of
a loan to an official are being revised
from 35,000 plus pledged shares to
$10,000 plus pledged shares. NCUA’s
regulations on mortgage loans.

§§ 701.21-6, 701.21-8A. and 701.21-6B,
are being revised to allow first mortgage
loans to be financed or refinanced for up
to 40 years and to be made regardless of
the sales price. These regulations are

-also being revised to permit certain
limitations on the prepayment of
mortgage loans. And a new § 745.3(d) is
being added to provide for the insurance
of custodial accounts. For convenience,
certain technical changes are also being
made at this time.

Growth Equity Mortgages

A growth equity mortgageis a
mortgage that provides for the
accelerated repayment of the loan,
either as a result of movements in an
index or as the result of scheduled
increases in payments of principal and
interest. Mindful of the emphasis that
the Garn-St Germain Act places on
equity loans made by Federal credit
unions, as many of the amendments of
Title V are designed to facilitate equity
loans, and on alternative mortgage loans
made by Federal and state credit unions.
and as Title VUI is designed to {acilitate
alternative mortgage loans by providing
state credit unions parity with Federal
credit unions, the NCUA Board believes
that it is appropriate at this time to
authorize growth equity mortgages for

" Federal credit unions.

Section 701.21-6(b)(2) of NCUA's
regulations requires that a fixed rate
long term first mortgage loan be
amortized by substantially equal
monthly installments sufficient to retire
the loan at maturity, although other
amortization schedules may be
approved with the prior written consent
of the Admuinistration. In promulgating
this regulation, NCUA was exercising its
pienary and exclusive authority set forth
in sections 107(5)(A)(i} and 107(S}(A)(ix)
of the Federal Credit Union Actto  ~
regulate the real estate loans granted by
Federal credit unions and the

amortization of loans granted by Federel
credit unions. This exercise of the
Board's authority preempted state laws
purporting to address the ability of a
Federal credit union to set its own loan
amortization schedules, either directly
or indirectly. Pursuant to that authority,

and in accordance with its regulation,
the NCUA Board hereby provides
writien consent for all Federal credit
unions to make growth equity first
mortgage loens with initial maturities in
excess of 12 years.

Regulation of Due-on-Sale Clauvses for
Window Period Loans

A Federal credit union's atbility to
exervise a due-on-sale clause is now
governed by section 341 of Title I of
the Gam-St Germain Act. Under section
341, a Federal credit union may
generally exercise & due-on-saie clause
if the loan was made after October 15,
1982, or if the loan was made in a state

-that permitted the exercise of due-on-
sale clauses; in states that prohibited
the exercise of due-on-sale, a Federal
credit union may not generally exercise
a due-on-sale clause in the case of a
transfer that tock place before Qctober
15, 1982,



Federal Register / Vol. 47, No. 233 / Friday, December 3, 1982 / Rules and Regulations

54425

Special rules apply, however, in the
case of loans made during a “window”
period, the length of which will vary
from state to state. A state has a
‘window period only if the state either
passed a statute prohibiting the exercise
of a due-on-sale clause or a state court
banded down a decision, applicable
state wide, prohibiting the exercise of 8
due-on-szle clause. In that case, the
window period begins on the date of
enactment, or date of decision, and end:
QOctober 15, 1982,

If a loan is made or assumed during
the window period. then a Federal credit
union cannot enforce a due-on-sale
clause except in the case of transfers
that take place on or after October 15.
1985. However, NCUA can adopt
regulations to handle window period
loans differently, either by shortening or
lengthening the time the prohibition on
the enforcement of due-on-sale clauses
will apply. The time may not, however,
be shortened to a date earlier than the
date of adoption of the regulations.

" NCUA is therefore republishing its
regulations governing the exercise of
due-on-sale clauses in long term first
mortgage loans in order to enable
Federal credit unions te-exercise due-

" on-sale ciauses in the case of transfers
that take place on or before November
18, 1982. NCUA originally chose to
require the use of an instrument
containing a due-on-sale clause becaus®
of its belief that the ability of a Federal
credit union to exercise the rights
afforded by a due-on-sale clause was
essential to a Federal credit union’s safe
and sound participation in the long term
residential mortgage market. Because
Federal credit unions assessed the risks
of entering into this market in reliance

upon NCUA's regulation, the NCUA
Board believes that prompt action is
necessary to protect the safety and
.soundness of those credit unions that
chese to enter the long term residential
mortgage market.

Alternative Mortgage Transactions
Study

Title VU of the Carn-St Germain Act
provides state credit unions parity with
Federal redit unions in making
alternative mortgage loans. Section 807
of the Act requires NCUA to study its
regulations to identify those regulations
that wiil not apply 10 state credit unions.

For purposes of clarity, NCUA is
making certain amendments to its
regulations so that state credit unions
may more easily locate those regulations
under which Federal credit unions make
alternative mortgage loans. Briefly, as
amended. Federal credit unions make
alternative mortgage loans under B
§701.21~2 of NCUA's regulations (shert
term adjustable rate first mortgage

Joans. adjustable rate mobile home
loans. adjustable rate second mortgage
loans, et cetera), § 701.21~3 of NCUA's
regulations (lines of credit), § 701.21-5 of
NCUA's reguladons (loans made
pursuant to government insured or
‘guaranteed loan programs or pursuant to

an advance commitment by a
government agency to purchase the
loans), § 701.21-6 of NCUA's regulations
(long term growth equity loans), and

§ 701.21-6B of NCUA's regulations (long
term adjustable rate first mortgage
loans). . .

A preliminary review of these
regulations was conducted and various
state credit union supervisors, trade
associations and other'interested parties
were advised that it did not appear that
any of the provisions of these
regulations would be inappropriate for
use by state credit unicns. As none of
these parties have objected to these
conclusions, at this time the NCUA
Board does not believe that there are
any regulatory provisions that are )
inappropriate for use by state credit
unions.

Procedures for Regulatory Development

The NCUA Board for good cause finds
that notice and public comment on these
regulalions is unnecessary and contrary
to the public interest. The conlorming
amendments to the lending regulations
merely remove inconsistencies bc't\fveen
the statutory and reguiatory provisions
governing lending by Federal credit
unions. The due-on-sale regulations are
necessary to preserve the safety and
soundness of those Federal credit
unions that entered into the long term
residenual mortgage market in reliance

upon regulations promulgated after
notice and public comment. The
regulations adopted to facilitate
alternative mortgage transactions by
state credit unions merely clarify the
authority currently afforded Federal
credit unions. For the same reasons, and
because the regulations remove
restrictions. the final regulations are
being made effective in less than 30
days.

The final regulations will not have a
significant economic impact cn a_
substantial cumber of small cedit
unions. The conforming amendments
merely remove inconsistencies bgmeen
the statutory and regulatory provisions
governing lending and will therefore
increase their flexibility. The due-on-
sale regulations will not have a
significant economic impact on 2
substantial number of small credit
unions because only a few credit unions
with less than S1 million in assets are
making or have made long term
residential mortgage loans. The

regulations adopted to clarify the
authority of Federal credit unions to
make alternative mortgage loans will
likewise not have a significant economic
impact on a substantial number of small
credit unions because only a few credit
unions with less $1 million in assets will
make alternative mortgage loans.
Therefore, a Regulatory Flexibility
Analysis is not required.

List of Subjects in 12 CFR Parts 701 and
745

Credit unions, Mortgages, Insurance.

By the National Credit Union
Administration Board on the 18th of
November 1982
Rosemary Brady,

Secretary of the Board,
PART 701—{AMENDED]

Authority: 12 U.S.C. 1757, 1766(a)}, and
1789(a){11).

Accordingly, 12 CFR Parts 701 and 745
are amended as set forth below.

1.12 CFR 701.21-1(c) is revised to read
as follows:

§701.21-1 Lending policies.

. e « . -

(c) Subject to limitations established
by the board of directors, when a loan is
approved the board of directors. the
credit committee or the loan oificer,
whichever approved the loan. shall
assure that a credit aoplication is on file
which supports the decision to extend
credit.

2. 12 CFR 701.21-2{b)} is revised to
read as follows:

§701.21-2 Ameortization and payment of
ioans to members,
: * * L 3 *

(b) This rule is promulgated pursuaant
to the exclusive authority of the NCUA
Board to regulate lending and loan
amortization as set forth in sef:tiogs
107(5), 107(S){A)(ii) and 107(5){A}{ix) of
the Federal Credit Union Act 12 US.C.
1757(5). (3)(A)(ii) and (5)[A](Lx_). This
exercise of the Board's authority -
preempts any state law purporting to
address the subject of a Federal credit
union's ability or right to make )
adjustable rate consumer loans. short
term adjustable rate first mortgage
loans, short term growth equity .
mortgage loans. adjustabie rate mobile
kome lcans. adjustable rate second
mortgage loans, and other similar loax}s
or to directly or indirectly restrict such
ebility or right.
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§ 701214 [Amended]

3. 12 CFR 701.21~4(b) is amended by
adding the words “As provided in the
bylaws, the board of directors,” beiore
the words “the credit committee or loan
officer shall act upon all applications.”

4, 12 CFR 701.21-4(c)(3) i3 amended by
removing the word “S5,000" and by
inserting in its place the word “$10,000.”

5. 12 CFR 701.21-5 is added to read as
follows:

§701.21-5 Insured, guaranteed and
advance commitment loans.

(a) A loan secured by the insurance or
guarantee of, or with advance
commitment to purchase the loan by, the
Federal Government. a State
government, or any agency of either may
be made for the maturity and under the
terms and conditions specified in the
law under which such insurance,
guarantee or commitment is provided.

6. 12 CFR 701.21-8 is revised to read
as follows:

§701.21-6 Long term fixed rate first
mortgage loans.,

(2} For purposes of this section: 1)
“One-to-four family dwelling™ means a
structure designed for residential use by
not more than four families. The term
includes a one-to-four family unit in a
cooperative housing development. The
term also includes a one-to-four family
unit in a planned unit development or
condominium project where certain
portions of the security property are
owned in common with gthers,

© {2) "Principal residence” means a
structure where the member will be
domiciled or will reside permanently

within 6 months after initial
disbursement of the loan, or within 18
months provided the structure is being
newly constructed or extensively
rehabilitated.

(3] *Value™ means the lower of the
appraised market value or the purchase
price. In the case of a residence being
rehabilitated, “Value” shall also include
the cost of rehabilitation. The cost of
rehabilitation shall be supported by a
good faith estimate.

{4) "Appraisal” means an objective
estimate of value based upon a physical
examination and evaluation which shail
disclose the market value of the security
offared by use of the market sales
approach which shall be supported by
an analysis of comparable properties in
the immediate area. The market value
should also be supported by use of the
cost and income appraisal methods if .
conditions warrant. -

(5) “Appraiser” means a person who
is experienced in the appraisal of one-
to-four family dweilings and is actively
engaged in such appraisal work and
whose qualifications are demounstrated
by membership in a national
professional appraisal organization, or
who is licensed to appraise in the state
in which the residence is located or whe
is acceptable as an appraiser by an
insuring or guaranteeing agency of the
Federal or State government.

(6) “Market value” means the highest
price which the residence will bring in a
competitive and open market under all
conditions requisite to a fair sale, the
buyer and seiler each acting prudently
and knowledgeably, and assuming the
price is not affected by undue sumulus.

(7) “Security instrument” means either
a Deed of Trust. Mortgage or Leasehold
Mortgage which constitutes a first lien.
or in the case of a loan on a one-to-four
family dwelling in a cooperative housing
development, a Security Agreement
which constitutes a first security interest
in slock or a membership certificate
issued to a tenant stockhclder or
resident member of a cooperative
7ousing organization and which
arovides for the assignment of the
borrower’s interest in the proprietary
lease or right of tenancy in property
issued by such organization. Caly in
those areas of the United Slates of
America, ils territories and possessions,
or the Commonwealth of Puerto Rico
where an interest in real estate is
customarily evidenced by leasehold or
ground estates will the term “Leasehold
Martgage” be included in this definition.

{8} "Escrow account” means either a
special limited withdruwal share
account or accounts payable account for
the accumuiation of funds to pay for not
more than one year's taxes,

assessmeants, insurance premiumas,
construction proceeds, or other charges
that could affect the credit union's first
lien or first security interest.

(8) “Title insurance” means insurance
protecting the credit union against loss
due to ciouds or defects in title to the
residence equaling the current principal
balance of the loan and also protecting
and benrefiting subsequent purchasers of
the loan.

(10) "Hazard insurance” means
property insurance affording protection
against loss or damage from fire and
other hazards covered by the industry’s
standard extended coverage '
endorsement which provides for
payment of an amount sufficient to pay
the loan balance in the event of a
covered loss, with a standard clause in
favor of the credit union and subsequent
purchasers of the loan.

(b} Within the limitations ot written
policies adopted by the board of
directors, Federal credit unions may
originate loans secured by first liens on
residential real property or secured by
first security interests in residential
cooperatives, with maturities in excess
of 12 vears and not exceeding 40 years.
provided: {1} Loans shall be made to
finance or refinance a one-to-four family
dwelling that i3 or will be the principal
residence of the Federal credit union
member.

(2) Loans shall be amortized by
substantially equal monthly installments
sufficient to retire the loan at maturity.
Each monthly installment shall be
applied first to taxes and insurance due
and payable (when an escrow account
is established), then to interest currently
due and payable, with the remainder to
prinicpal. Amortization shall commence
no later than 61 days after disbursemen.
of proceeds and shall not exceed 40
years from date of disbursement. With
prior written consent of the
Administration. loans may be amortized.
by aother than substantially equal
monthly installments.

(3) The aggregate dollar amount of
such loans outstanding may not exceed
25 per centum of the Federal credit
union's assets without prior written
consent of the Administration. This
limitation does not include loans with
maturities not exceeding 12 years.

(4) The loan shail not exceed 90 per
centum of value at the time of

dishursement except that the loan
amount may cqual up to 95 per centum
of value provided that private mortgage
insurance is obtained for the amount of
the loan in excess of 90 per centum of
value.

{5) The loan application shall be the
current revision of FHLMC Form 65/
FNMA Form 1003 or its equivalent.

(6) The security instruments and notes
shail be executed on the current revision
of the FINMA /FHIMC Uniform
Instruments for the jurisdiction in which
the property is located or their
equivzalent. No prepayment penalty shall
be allowed. although a Federal credit
union may require that any partial
prepayments be made on the date
monthly installments are due and be in
the amount of that part of one or more
monthly instailments that would be
applicable to prncipal.

(7) The loan shall be secured by a
perfected first lien or first security
interest in favor of the credit union
supported by a properiy executed and
recorded security instrument. No loan
shall be secured by a residence located
outside the United States of America. its
territories and possessions. or the
Commonweaith of Puerto Rico.
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(8) Where an interest in real estate is
customarily evidenced by leasehold or
ground rent estates, loans shall comply
with the preceding provisions of this
section in addition to the procedures
customarily followed to perfect an
interest in a leasehoid or ground rent
estate.

(9) A Federal credit union may require
the member/borrower to maintain an
escrow share account. If a member's
loan is' assumed by a nonmember, any
required escrow account shall be
maintained as interest bearing account
payable. The rate of interest paid on
such accounts shall be at least equal to
the lowest yielding dividend rate paid
on any share accounts oiffered by the
credit union.

(10) Each loan file shall contain the
following: (i) A loan application
supported by an executed sales contract
and any modifications bearing the
Ssignature of the applicant(s).

(ii) A written appraisal on the current
revision of FHLMC Form 70/FNMA
Form 1004: FHLMC 465: FNMA Form
1004-A or their equivalent, prepared and
signed prior to approval of the loan
application by an appraiser who shall
Provide a certification dén the current
revision of FHIMC Form 439 or its
equivalent,

(i) Whea applicable, a private
insurance certificate.

{iv) A complete settlement statement
{Form HUD-1) detailing all charges and
fees and distribution of the loan
proceeds.

(v} An opinion of title signed by an
altorney licensed to practice in the
jurisdiction in which the property is
located or a title insurance policy
affirming the quality and the position of
the first lien or first security interest.

(vi} A cwrrent hazard insurance policy

{vii) A ﬂood.insurance policy, if
required, .

{viii) A properly executed note and
security instrument and a document
indicating the date and place(s) of
recording of such instruments.

(¢} The following restrictions shall be
applicable to all loans made under this
section: (1) A Federal credit union shall
nat grant any loan on the prior
condition. agreement, or understanding
that the borrower contract with any
specific person or organization for the
foilowing: (i} Insurance services {as an
agent, broker, or underwriter);

{11} Building materials or construction
services:

{iii} Legal services rendered to the
borrower; and

(iv) Services of a real estate agent or
broker.

{2} Notwithstanding the preceding
paragraph, & Federal credit union may
refuse to grant any loan if it believes, on
reasonable grounds, that the insurance
services provided by the person or
organization selected by the borrower
will afford insufficient protection to the
credit union.

(3} A Federal credit union shall not
make any loan if, either directly or
indirectly, any commission, fee or other
compensation is to be paid to, or
received by, any of its officials or
employees in connection with the
procuring or insuring of the loan.

{4) Early repayment of a loan
invelving points or finance charges shall
require recomputation. A refund. or an
adjustment of the final payment, must
be made to ensure that the true rate of
interest has not exceeded the maximum
rate authorized by law at the time the
loan was granted. This requirement also
applies to loans the credit union has
sold in whole or in part.

(d} Due-on-sale clauses: (1) Except as
otherwise provided herein, the exercise
of a due-on-sale clause by a Federal
credit union is governed exclusively by
section 341 of the Garn-St Germain
Depository Institutions Act of 1982 and
by any regulations issued by the Federal
Home Loan Bank Board implementing
section 341 of the Garn-St Cermain Act.

(2)(i) In the case of a contruct
invelving a loan made pursuant to this
section which was made or assumed,
including a transfer of the liened
property subject to the loan, during the
period beginning on the date 2 State
adopted a consttutional provision or
statule prohibiting the exercise of due-
on-sale clauses. or the date un which the
highest court of such state has rendered
a deaision {or il the highest court has not
so decided the date ua which the next
highest court has rendered a decision
resulting in a final judpment if such

decision applies state-wide) prohibiting
such exercise and ending on October 15,
1982, a Federal credit union may
exercise a due-on-sale clause in the case
of a transfer which occurs on or after
November 18, 1982, unless exercise of
the due-on-sale clause would be based
on any of the following:

{A) The creation of a lien or other
encumbrance subordinate to the lender's
security instrument which does not
relate to a transfer of rights of
occupancy in the property;

{B) The creation of a purchase money
security interest for household
appliances;

{C) A transfer by devise. descent, or
operation of law on the death of a jcint
tenant or tenant by the entirety;

(D) The granting of a leasehold
interest of 3 years or less nat containing
an option to purchase;

(E) A transfer to a relative resulting
from the death of a borrower;

(F) A transfer where the spouse or
children of the barrower become an
owner of the property;

(G) A transfer resulting from a decree
of a dissolution of marriage, legal
separation agreements. or from an
incidental property settlement
agreement, by which the spouse of the
borrower becomes an owner of the
property;

{H} A transfer into an inter vivos trust
in which the borrower is and remains a
beneficiary and which does not relate ta
a transfer of rights of occupancy in the
property; or :

(1) Any other transfer or disposition
described in regulations prescribed by
the Federal Home Loan Bank Board.

{i1) This section is being promulgated
pursuant to the plenary and exclusive
authority of the NCUA Board as set
forth in Sections 107(5)(A)(0),
107(5)(A)(ix}, and 107({13) of the Federal
Credit Union Act to regulate,
respectively, the real estate loans
granted by Federal credit unions. the
amortization of loans granted by Federal

redit unions. and the sale of loans
granted by Federal credit unions. This
exercise of the Buard's authority
preempts state laws purporting to
address the ability of a Federal c. edit
union to exercise its rights under a due
on sale clause to raise interest rates on
these loans.

7.12 CFR 701.21-8A is amended by
revising paragraphs {b)(1), (b){2)(i).
(b)(2)(iii). and (b){3) to read as follows:

§701.21-6A Business relationship with
mortgage lender,

L] - [ - %

CIRES

(1) General Loan Terms. A loan will
only be granted 1o finance or refinance
the acguisition of 8 one-to-four family
dwelling that is or will be the principal
residence of the borrower. The maturity
will not exceed 40 years. The loan will
be secured by a first lien or first security
interest on the dwelling.

(2) - & .

(i) Jnterest Rete. The interest rate
charged on the loan will not exceed the
maximum rate permitted a Federal

redit union at the time the loan is
granted.

[“) e e

(iii} Prepayment. The borrower wil] be
able to repay the loan prior to maturity
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" in whole or in part on any business day

without penalty, although the mortgage
lender may require that any partial
- prepayment be made on the date
monthly installments are due and be in
the amount of that part of one or more
monthly installments which would he
applicable to principal.

(3) Insured, Guaranteed or Advance
Commitment Locns. A loan secured by
the insurance or guarantee of, or with
advance commitment to purchase the
loan by, the Federal Government. a
State government, or any agency of
either may be made under the additional
terms and conditions specified in the
law under which such insurance,
guarantee or commitment is provided.

§701.21-68 [Amended]

8.12 CFR 701.21-6B is amended by
revising the title to read as follows:

-+ §701.21-68 Long term adjustable rate

first mortgage loans,

9. 12 CFR 701.21-6B(b)(1} is smended
by removing the words “on residential
real property” and inserting the words
“or first security interests on the
residence” and by removing the word
“30” and by inserting in its place the

-word “30.”

10. 12 CFR 701.21-6B(1){ii} is amended
by removing the words “Section 701.21-
6(b}(4)" and by inserting in théir place
the words “Section 701.21-6(b){3).”

11. 12 CFR 701.21-6B{1)(iii) is
amended by removing the words
“Section 701.21-6(b)(7}™ and by inserting
in their place the words "§ 701.21-
8(b)(6)."

§701.21-7 [Amended]

12. 12 CFR 701.21-7(b)(3) is amended
by removing the words “Part 701.21-
6(b)(4) of this Chapter” and by inserting
in their place the words “§ 701.21-
6(bJ(3)." ‘ :

§701.21-8 [Amended]

13.12 CFR 701.21-8(a)(3} is revised to
. read us follows:

(3} *

{3) "Real estate loan™ means a loan
granted on @ one-to-four family dwelling
that is or will be the principal residence
of the borrower and which is secyred by
a first lien or first security interest on
the dweiling.
'3 L 3 L 2 * «

14. 12 CFR 701.21-3(b){iv] is amended
by removing the words “section
701.21{6){b){4)" and by inserting in their
place the words "§ 701.21-5(b)(3).”

PART 745—{AMENDED]

15. 12 CFR Part 745 is amended by
adding a new § 745.3(d) to read as
follows:

§745.3 Single ownership accounts.
E ] - < o -

(d) Custodial Arcounts. Loan )
payments received by a Federal credit
union prior to remittance to other parties
to whom the loan was sold pursuant to
section 107(13) of the Federal Credit
Union Act and § 701.21-8 of NCUA's
regulations shall be considered to be
funds owned by the borrower and shall
be added to any individual accounts of
the borrower and insured up to $100.000
in the aggregate.

[FR Doc. £3-32557 Fited 12342 £:45 am]
BILLING COOE 7535014
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ATTACHMENT

NCUA RULES AND REGULATIONS

§701.21-6B Adjustable Rate
Mortgage Loans

(a) Definition.

(1) An adjustable rate mortgage loan is a
mortgage loan which permits the periodic adjust-
ment of the rate of interest on the loan in re-
sponse to the movement of an index which was
agreed upon in advance by the borrower and
the Federal credit union.

(b) Authorization.

(1) Federal credit unions are permitted to
make adjustable rate mortgage loans to members.
Such loans must be secured by first liens on resi-
dential real property and must have initial ma-
turities in excess of 12 years and not exceeding 30
years. Loans which are made under the provisions
of this rule shall also comply with all the provis-
ions of Section 701.21-6 of the NCUA Rules and
Regulations except for the following:

(i) The provisions of Section 701.21-6(bX2)
(which require substantially equal monthly
payments);

(ii) The provisions of Section 701.21-6(b)(4)
(which limit the aggregate dollar amount of fixed
rate mortgage loans to 25 per centum of the credit
union’s assets); and

(iii) The provisions of 701.21-6(bX7) (which
require the use of the FNMA/FHLMC Uniform
Instruments).

(2) This rule is promulgated pursuant to the
" plenary and exclusive authority of the NCUA
Board as set forth in Sections 107(5)(A)(),
107(5)(A)(ix), and 107(13) of the Federal Credit
Union Act to regulate, respectively, the real estate
loans granted by Federal credit unions, the amor-
tization of loans granted by Federal credit unions,
and the sale of loans granted by Federal credit
unions. This exercise of the Board’s authority pre-
empts any state law purporting to address the
subject of a Federal credit union’s ability or right
to make adjustable rate mortgage loans or to di-
rectly or indirectly restrict such ability or
right.

(c) Amortization.

(1) Adjustable rate mortgage loans shall be
amortized by monthly installments sufficient
to retire the loan at maturity. If the principal
balance of the loan is adjusted in response to a

movement in the index, the amount of the month-

ly payment shall be adjusted at least every byears
to a level sufficient to amortize the loan balance at
the then existing interest rate over the remaining
term of the loan.

(d) Adjustment Options.

(1) Adjustments to the interest rate may be
implemented through changes in the monthly
bayment amount, through adjustment to the out-
standing principal loan balance, through exten-
sion of the loan maturity or by a combination of
these adjustments.

(2) Adjustments shall not cause the maturity

to exceed 40 years.

(3) Adjustments may be made as frequently

as monthly.

(4) The maximum amount of any one adjust-

ment may be capped.
" (e) Index.

(1) The adjustment in the interest rate shall
correspond with the movement of an index or an
average of an index agreed upon in advance, sub-
Ject to such rate adjustment limitations, if any,
as a Federal credit union may provide. The index
must be beyond the control of the Federal credit
union and readily verifiable by the borrower.

(2) Where the index or an average of an in-

permitted interest rate increases not taken:

than one-eighth of 1 percent: or

union.
(f) Costs or Fees.

ance, or the loan maturity.

dex has moved downward, a decrease in the inter-
est rate is mandatory except to the extent that:
(i) The decrease is offset by previously

(ii) The decrease exceeds a cap limitation:
(iii) The decrease in the interest rate is less

(iv) The decrease would reduce the interest
rate below a minimum rate agreed upon in ad-
vance by the borrower and the Federal credit

(1) The borrower shall not be charged any
costs or fees in connection with regularly sched-
uled adjustments to the interest rate, the month-
ly payment, the outstanding principal loan bal-

11



PART 701

§701.21-2 Amortization and
Payment of Loans to
Members

(a) General Rule: Loans shall be paid or amor-
tized in accordance with written policies pre-
scribed by the board of directors after taking in-
to account the needs or conditions of the bor-
rowers, the amounts and duration of the loans,
the interests of the members and such other fac-
tors as the board deems relevant,

(b) This rule is promulgated pursuant to the
exclusive authority of the NCUA Board to regu-
late consumer lending and loan amortization as
set forth In sections 107(5), 107(5)(A)i1),
107(5)(A)(iii) and 107(5)(A)Xix) of the Federal
Credit Union Act. 12 U.S.C. 1757(5), (5)(A)(ii),
(6)(A)iii), and (5)(A)ix). This exercise of the
Board’sauthority preempts anystate law purport-
ing to address the subject of a Federa] credit
union’s ability or right to make variable rate con-
sumer loans or to directly or indirectly restrict
such ability or right.

12



Session of 1983

HOUSE BILL No. 2071

By Committee on Commercial and Financial Institutions

1-21

0017 AN ACT relating to adjustable loans; concerning certain types
0018 thereof; amending K.S.A. 1982 Supp. 16-207d and repealing
0019  the existing section.

0020 Be it enacted by the Legislature of the State of Kansas:

0021  Section 1. K.S.A. 1982 Supp. 16-207d is hereby amended to
0022 read as follows: 16-207d. The state bank commissioner, con-
0023 sumer credit commissioner, savings and loan commissioner and
0024 credit union administrator shall jointly adopt rules and regula-
0025 tions for the purpose of governing loans made primarily for
0026 personal, family or household purposes and made under the
0027 provisions of subsection (h) of K.S.A. 16-207, and any amend-
0028 ments thereto, and subsection (8) of K.S.A. 16a-2-401, and any
0029 amendments thereto. Such rules and regulations shall be pub-
0030 lished in only one place in the Kansas administrative regulations
0031 as directed by the state rules and regulations board.

0032  Sec. 2. K.S.A. 1982 Supp. 16-207d is hereby repealed.

0033  Sec. 3. This act shall take effect and be in force from and
0034 after its publication in the statute book.

At+achment T



SENATE COMMITTEE

ON

COMMERCIAL
AND

FINANCIAL INSTITUTIONS

PUBLIC TESTIMONY ON SB 50

BY '
KANSAS BANKERS ASSOCIATION

JANUARY 27, 1983

/-\*ffaclﬂmem-{- LY



Ay \ The KANSAS BANKERS ASSOCIATION

A Full Service Banking Association

January 27, 1983

TO: Senate Committee on Commercial and Financial Institutions

RE: SB 50
Mr. Chairman and Members of the Committee:

The KBA staff appreciates very much the opportunity to appear before you
in favor of the passage of SB 50. This bill would repeal 16-207d which
was Section 2 of SB 559 from the 1982 session. That section of the bill
required the various state commissioners to establish rules and regula-
tions relating to adjustable rate mortgages.

Subsequent to the promulgation of those state rules and regulations, the
United States Congress passed the Garn—-St. Germain Act which also speaks
to the issue of regulation of adjustable rate mortgages. Title XIII of
that Act states that the Comptroller of the Currency can issue regula-
tions governing alternative or adjustable rate mortgage transactions for
national banks and that those regulations can also be used by state-
chartered banks if desired. Under clarifications issued on December 27,
1982 by the Office of the Comptroller of the Currency, it is stated that
state—-chartered banks are not "not required to comply with the Office’s
ARM regulation. State banks may continue to make ARM loans under the
provisions of state law even if state law does not conform with 12 CFR
Part 29." Therefore, we are now of the opinion that state banks do have
an option of (1) wmaking adjustable rate loans secured by liens on one
to four family dwellings which comply with the guidelines set forth by
the Kansas commissioners or (2) complying with the guidelines for the
same type of loans as set forth by the Comptroller of the Currency.

Our more immediate concerm relating to the Kansas act centers around
the fact that the language in SB 559 is not totally clear as to whether
these state adjustable rate mortgzgg regulations apply only to adjust-
able rate loans for residential housing (one to four family) or whether
they also apply to adjustable rate commercial and agricultural loans.
We sincerely believe that it was the legislative intent in 1982 to have
regulations apply only to residential ARMs. We have requested the
introduction of legislation in the House Committee on Commercial and
Financial Institutions which would clarify this issue (HB 2071).

If SB 50 is passed, it would end some of the present confusion for
state-chartered banks as which guidelines to follow and it would remove
the question of whether the state regulatioms apply to adjustable rate
commercial and agricultural loans. However, we cannot say at this time
whether state—chartered banks would prefer to use the state or the 0CC
regulations in relation to adjustable rate residential loans.

Office of Executive Vice President ® 707 Merchants National Building
Eighth and Jackson e Topeka, Kansas 66612 e (913) 232-3444
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DEPARTRENT OF THE TREASLIY

Comptrofier of the Currency
12 CFR Part 29
(Docket Ko, £2-24]

Adjustable-Rate Morigages

AGENCY: Comptroller of the Currency.

Treasury.

Acrion: Final rule

SUMMARY: State—chartared banks are
permitted by Title VII of the Garn-St
Germain Depository Institutions Act of
1982 to make or yurchase Jaans in
accord with the Office of the
Comptroller af the Currency’s ,
regulations relating to eliemative
mortgage ransactions. The pucpose of
this notice is 1o ideatify those portions
of the Offce's tiozs that are
deemed inapplicable to state banks and.
where mecessary, to modify the
regulations for use by state banks. This
nokice is required by that Act.

EFFECTIVE DATE December 14, TS82.

FOR FURTHER IRFORNATION CONTACT,
David Nebhxt, Finsacial Economist,
Economic and Policy Analysis Division,
202-447-182S; ar Jerome L. Edelstein,
Attammey, or Frands S. Rath, Attorney.
Legal Advisory Services Division, 202-
447-1880. I

SUPPLEMENTARY INFORMATION: Title VIO
of the Garmn-St Germain Depositary
Institutions Act of 1682, prowides that
state banks may make real estate Joans
with adjustable-rate features in
accordance with this Officz’s
regulations, relating to alternakive
morlgage transacticss. The Act also
requires that the Office iden&fy.
describe, and publish any portions of its
regulations that are inappeopriate for
state banks. The Office has reviewed its
Adjustable-Rate Morigage Regnlation,
12 CFR Part 29, and its other regulstions
relsting to real estate lending, and
identified the following previsiozs as
inappropriate for state banks:

—The requirement in 12 CFR
29.5{(d)(2)(1) that the original loan term
not exceed 30 years. This requiremenit is
imposed so that loans made or
purchased by national banks in
accordance with the regulation will
comply with 12 U.S.C. 371(a) which
requires that the lerm of‘a residential
morigage loan not exceed 30 years.
State banks may be subject to differemt
statnlory limitations on the lerm ofa
Joan. Such stale statutory requirements
will continue to control the maximum
loan term;

—The antbority provided by 12 CFR
29.9 enabling natioral bazks to make
certain types of mortgags loans, with the
prior approval of the Office, that do not
corform to the ARM reg=lation. Section

.29.9 is inapplicable to state beaks

because itrequires & case-by<cese
review of each loan progrem, and the
loan programs are s=bject to termination
or modificaioa by the Office st any
time. The Office does not have the
examination and supervisory suthority

over stale banks to administer soch a
review progra :

—The transition period provided by
12 CFR 29.10. Section 28.10 is '
inappliceble to state banks becesse,
under the Act, they are pol required ta
comply with the Office’s ARM
regdation State banks may continse to
make ARM loans under the provisicss
of state law, even & state law does not
conform writh 12 CFR Part 23,
Consequentty, no transition period is
necessary.

—The Appendix to Part 29 which
refers only %o pational banks in the
suggested forms. Any refersnce io these
forms to the lender a3 a “natonal barnk”

" ghould be replaced by a refecence to the

lender as a state bank.

The Office is also adding to its ARM
regulaion a prevision specifying which
provisions of the regulation will apply to
state bemks as well a5 nztiona] banks.

The Office Is also arifying that 12
CFR Prrt 28 apphes to the making of
purcirasing of loans secured by Lens on
mobile homes, even whea soch loans
are characterized as “credit sales™.
National and state banks should read
the lerm “loan” as “credit sale”
wherever appropriate.

In making this notice, the Office hes
identfied regolations which it has
issued. and modified portions of its

ARM regulations which are inapplicabde . ™

to state banks. Regulations relsting to °
real estate lending found at 12 CFR
7.2003 ef seq., designed to assure
compliance by national banks with
federal law are also identified a5 being
inapplicable to state banks, and on
these matiers state banks should refer to
otherwise applicable state law.

The Ofice is pol soliciting public
comment with regard to these final
amendments unier suthority of 3 USC
553(b}. which authorizes waiver of
public comment where public comment
is impracticable or unnecessary. Such
notice is impracticable because of the
statutery deadline for publication of this -
notice and unnecessary because of the
technical nature of the contents of this
rulemaking. The amendments are made
effective immediately pursuant to 5
U.S.C. 583(dX2). which authorizes )
waiver of a delayed effective date. A -°
delayed eHective dale is impracticable
because of the statulory deadline -
governing pubDcation of this notice.

Regulalory Impact Anslysis _
Pursuant to section 8{a){2) of
Execigtive Order 12291 (the “Cader”) it
kzs been delermined thatit s
imoracticable to comply with the
requireznents of section XcX3) of the
Order. Publicatica of this rule is

- required to be accomplished by

December 14, 1852 under section 807(b)

LN
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of the Garn-St Germain Depository
Institutions Act of 1882. Compliance
with section 3(c)(3) of the Order would
conflict with that statutory requirement.
Publication of this document at #n -
earlier date weas not deemed necessary
because extensive revisions to 12 CFR
Part 28 were expected to be in effect by
December 14, 1582 These revisions
would have rendered this document
unpecessary. Pablication of these
revisions, however, has pot yet
occurred, but is expected to occur in the
near future.

Pursuant to section 3{g)(1]} of the
Order, it has been determined that the
amendments do not constitute a msjor
rule within the meaning of section 1{b)
of the Executive Order. The
amendments modify existing regulations
to make them appropriate for use by
state banks in making adjustable-rate
mortgage loans, under the authority of
Title VIT of the Depository Institutions
Act of 1682 The amendments will have
no adverse effect on the operatioas of
the depository institutions subject to
them. As such, the amendments will not
have an annual effect on the economy of
$100 million or more, will not affect
costs or prices for consumers, individual
industries, government agencies or
geographic regions, and will not have
adverse efects on competition,
employmest, investment, productivity,
or on the ability of United States based -
enterprises to compete with foreign
based enterprises in domestic or export
markets.

Regulatory Flexibility Analysis

No regulatory flexibility analysis of
these amendments is required under the
Regulatory Flexibility Act (Pub. L. 86~
354, 5 U.S.C. 801 ef seq.) because no
general notice of proposed rulemaking is
required prior to implementation of
these amendments.

List of Subjects in 12 CFR Part 28
Adjustable-rate morigages, State

banks.

PART 2¢—{AMENDED]

Accordingly, and pursuant to its
authority under section 807(b) of Title
VT of the Garn-St Germain Depository

Institutions Act of 1952, the Comptroller

of the Currency amends 12 CFR Part 28
as follows: .

1. The authority for Part 28 is revised
as follows: ’

Autbo:ﬂj‘:leS.(llst:eq;uc.mPab.
L se-2z1, &4 Stat 188 (12 US.C. gla); sec. 711,
Pub. L 93553, 58 Stat. 718 (12 US.C. S71(g)k
and sec. B07(b). Pub. L 87-820 (Gam-8
Germain Depository Institutions Act of 1582).

2. Section 29.5(d)(2) is revised as
follgwrs: Co
§235 Rate changas. -

-« * * * -

(2) Changing the rate of amortization,
including utilization of a period or
periods of negative amortization. is
permissible only if (1) the payment is
adjusted at least every S years fo 2 level
sufficient {o amortize the outstanding
principal at the interest rate then in
effect over the remainder of the original
loan term, which may not exceed 30
years in the case of national banks, and
which may not exceed the limitations of
state law in the case of state banks; and
(2) the amount of negative amortization,

if any, permitted during any such 5-year

period does not exceed 1.0 percent of
the principal outstanding at the
inning of that period multiplied by

" the pumber of whole consecutive 6-

month periods included in the interval
between payment changes. In no event
may the amount of negative
amortization allowed under the
preceding senfence exceed 10.0 percent
of the principal outstanding at the’
beginning of the period.

3. Section 29.11 is added as follows:

§29.11 Adjustable-rate mortgages by
Stats banks. . _

State banks may, under authority
granted by section 804(a)(1) of the Gamn-
St Cermain Depository Institutions Act
of 1082, make, purchase, and enforce
adjustable-rate morigages in accordance
with the following provisions of this
part §§ 2871, 28.2, 29.4, 29.5, 28.8, 28.7,
and 28.8. C .

Dated: December 6, 1882,

C. T. Conovex,

Comptroller of the Currency.
[FR Doc. 5533044 Filed 13-13-82 845 &m]
BALING COOE 315332




b h‘f
sscued

4-15-82 Adjustable-Rate Mortgages 3545

O—y [73329] Part 29—Adjustable-Rate Mortgages
[CFR 12, c. 1, § 29 et seq.; added 46 Fed. Reg. 18982, eff. 3-27-81.]

Sec. , hid
201  PUFPOBE . uvvirrnecnrnnssiantoncsesesarascescocennanassanaranens 3329.1
29.2 Defimition ...ivuiitiiiiiiiii et ar i ataeen e et ce e 3329.2
29.3 General TUle ... ...ttt anaaens 3329.3
B & T (- P 3329.4
298.5 Rate changes ............ e e et etemee e ie e 3329.5
29.6 Prepayment fees ............. @t e e et ettt 3329.6
207  ASSUmPHIOn ... .. iiie ittt iiaetaeeaaaaae s 3329.7
20.8  DSCIOSHIC ...ieiunieiiiieircnencneaeeaaaeaaaenaaaaaaaaeaaaans 3328.8
29.9 Certain payment-capped moOrtgages ......coieiiininoiannaanannn. 3329.9
2010 Transition Iule .....iiiiiiineeiiiarecenataaecacnanasasaacncanos 3329.10
T o o1 o T U 3329.20

O—p [73329.1] §29.1 Purpose—This regulation is issued by the Office of the
Comptroller of the Currency to establish rules for national banks making or pur-
chasing adjustable-rate loans secured by liens on one- to four-family dwellings.

O—y {13325.2] §29.2 Definition—An adjustable-rate mortgage loan is any loan
made to finance or refinance the purchase of and secured by a lien on 2 one- to four-
family dwelling, including & condominium unit, cooperative housing unit, or a
mobile home, where such loan is made pursuant to an agreement intended to enable
the lender to adjust the rate of interest from time to time. Adjustable-rate mort-
gage loans include loan agreements where the note and/or other documents ex-
pressly provide for adjusting the rate at periodic intervals. They also include fixed-
rate loan agreements that implicitly permit rate adjustment by having the note
mature on demand or at the end of an interval shorter than the term of the amorti-
zation schedule unless the national bank has clearly made no promise to refinance
the loan (when demand is made or at maturity) and has made the d)sclosure speci-
fled in § 29.8(c).

O [713329.3] §29.3 General rule.—National banks may make or purchase ad-
justable-rate mortgage loans only if they conform to the conditions and limitations
contained in this Part. Naticnal banks may make or purchase adjustable-rate
mortgage.loans pursuant to this Part without regard to any Hmitations that other- .
wise would be imposed on adjustable-rate mortgage lending by the laws of any
State, the District of Columbia, Puerto Rico, the Virgin Islands, American Samos,
or Guam, which limitations are hereby expressly preempted.

O~y [713329.4] §294 Index—Changes in the interest rate charged on an ad-
justable-rate mortgage loan must be linked to changes in an index specified in the
loan documents, {e., 2 1 basis peint (1 basis point = .01 percentage point) change
in the index must be transiated into a 1 basis point change of the same direction
In the contract interest rate, except as otherwise provided in § 29.5. The index
values used for the purpose of determining changes shall be either (1) the most re-
cently available value on the date of loan origination or, provided the bank so speci-
fles in its loan commitment, such earlier date on which a national bank enters into
2 binding commitment to lend at a specified starting interest rate and the values on
subsequent dates for notifying borrowers of impending rate changes or (2) the
moving averages on such dates of all values of an index over the interval from the
prior rate-change notification date to the current rate-change notification date,
using as the starting index value the moving average of index values over an eguiv-
alent interval ending with the date as of which the initial index value on the loan
is determined. The index must be cone of the foilowing: :

@ 1982 P-H Ine. Control of Banking~-Ses Cross Raference Table for latast dmloumtntx ’ q’ 3329 4
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(a) The monthly average contract interest rate charged by =all lenders on
mortgage loans for previously occupied homes, as published by the Federzl Home
Loan Bank Board in its Journal and made available by the Federal Home Loan
Bank Board in news releases on about the twelfth day of each month.

(b) The weekly or monthly average yield on United States Treasury securities
adjusted to a constant maturity of 3 years. The weekly average yields are pub-
lished in the Federal Reserve Bulletin and made available weekly by the Federal Re-
serve Board in Statistical Release H.15(519). The monthly average yields are pub-
lished in the Federal Reserve Bulletin and made available by the Federal Reserve
Board in Statistical Release G.13(415) during the first week of each month.
(Amended 47 Fed. Reg. 18775, eff. 4-1-82.)

(¢) The weekly average or the monthly average of weekly average auction rates
on United States Treasury bills with a maturity of 6 months. The weekly average
rates are published in the Federal Reserve Bulletin and made available weekly by the
Federal Reserve Board in Statistical Release H.15(519). The mcnthly average ylelds
are published in the Federal Reserve Bulletin and made available by the Federal -
Reserve Board in Statistical Release (.13(415) during the first week of each month.
(Amended 47 Fed. Reg. 18775, eff. 4 -1-82.)

If the national bank uses the 6<month Treasury biil rate index and adjusts interest
rates less frequently than once every § months, then the bank must use the moving
averzage, as described above, of the index values to measure interest rate changes.

Oy [7 3329.5] §29.5 Bate changes.—(a) Freqaency ‘of Changes Interest rate
changes on adjustable-rate mortgage loans may occur only at regular intervals of
not less than 6 months, as specified in the loan documents. Notwithstanding the
foregoing, a national bank may extend the length of the interval before the first
potential interest rate change by any predetenmned period_ .

(b) Magnitude of Changes. Interest rate adjustments to a.d;ustable-rate mort-
gage loans may not exceed 100 basis points each 6 months. If the interval between
interest rate changes exceeds 6 months, then the limitation on interest rate changes
shall be 100 basis points multiplied by the number of whole consecutive -6-month
periods in the interval between interest rate changes. "In no event may any one
interest rate change exceed 500 basis points. Notwithstanding the rules contained
in this subsection, a national bank may decrease the contract rate of interest on
an adjustable-rate mortgage loan at any time and by any amount beyond de~
creases required by the rules contained in his Part.

(¢) Required and Permitted Rate Changes. Interest rate changes on adjustable-
rate mortgage loans made or purchased by national banks shall be subject to
the following additional restrictions: ’

(1) Interest rate increases permitted in accordance with the provisions of

_ this Part shall be at the option of the bank.

(2) Interest rate decreases warranted by decreases in the index shall be manda-
tory except to the extent that rate increases in the index have not been implemented
by the bank, either at its option or because of the limitation on increases specified
in paragraph (b) of this section. If the bank agrees to impose a perlodic or dg-
gregate Hmitation on interest rate changes that is more .restrictive than the
limitation specified in paragraph (b) of this section, the same limitation shall a.nply
to both increases and decreases.

(3) Banks offering adjustable-rate mortgage loans may establish in’ the loan
documents any minimum interest rate chz.nge limitation and minimum increments .
of interest rate changes. ’

(4) Changes in the index not translated into changes in the interest rate be-
cause of the limitations contained in this Part or, consistent with this Part, at
the discretion of the bank shall to the extent not offset by subsequent movements
of the index, be carried over and be available at succeeding rate-change dates.
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(5) There shall be no charge by the national bank to the borrower, in the
form of new closing cost, new processing fees, new finance charges, or similar
fees, for any change in the Interest rate on an adjustable-rate mortgage loan.

(d) Method of Rate Changea. (1) Interest rate changes to sn adjustable-rate
mortgage loan may be implemented through changes in the amount of the in-
stallment payment or the rate of amortization (i.e., the amount, if any, of each
installment payment allocated to repayment of principal) or any combination of
these two methods, according to any schedule agreed upon by the borrower and
the bank in the loan documents or as agreed upon by the parties at the time of
any Interest rate change. These methods ars permissible regardless of any state-
" law prohibitions on the charging of interest on interest. Such prohibitions are
expressly preempted, provided the interest rate charged by the natonal bank
does not exceed the applicable usury Hmit, if any.

(2) Changing the rate of amortization, including utilization of =a perlod or
periods of negative amortization, is permissible only if (1) the payment is adjusted
at least every 5 years to a level sufficient to amortize the outstanding principal
at the interest rate then in effect over the remalinder of the original loan term,
which may not exceed 30 years; and (2) the amount of negative amortization, if
any, permitted during any such period does not exceed 1.0 percent of the principal
outstanding at the beginming of that period multipied by the number of whole
consecutive 6-month periods included In the interval between payment changes.
In no event mey the amount of negative amortization allowed under the preceeding
sentence exceed 10.0 percent of the principal outstanding st the beginning of the
period. . ) A -

Q== [7 3323.6] §29.6 Prepayment fees.—National banks offering or purchasing
adjustsble-rate mortgage loans must allow the borrowers to prepay in whole or
in part without penalty at any time beginning 30 days before the first scheduled
interest rate adjustment date. National banks offering or purchasing adjustable-
rate mortgage loans may impose penslties for prepayments made prior to the
date specified in the preceding sentence of this paragraph regardless of any state-
law prohibitions of such fees, which prohi‘bitions are expressly preempted.

O——y [713329.7] §29.7 Assumption.—-NatlonaI banks oﬂerincf or purchamg ad-
Justadle-rate mortgage loans are not required to allow those loans to be assumed
by new purchasers of the mortgaged property, or to allow new purchasers to take
title to such property subject to the len of an adjustable-rate mortgage loan made
. pursuant to this Part, regardless of any limitations on the validity or enforcesbility
of due-on-sale clauses found In state law, which limitations sre expressly pre-
empted. If a naticnal bank does allow such a loan to be sssumed or a purchaser
to take title to property subject to the lien of an adjustable-rate mortgage loan
made pursuant to this Part, the interest rate and any other loan terms may be
reset 28 of the date of assumption. In order for an adjustable-rate mortgage lean to
qualify for the benefits of this section, the loan note must contain 2 clause stating
that the loan is due on sale or must contain some other provision indicating that
the loan may be assumed or the property purchased subject to the bank’s mortgage
len only at the bank’s discretion.

Oy [733298] §29.8 Disclosure.—(a) National banks offering adjustable-rate
mortgage loans shall disclose in writing to a prospective borrower on the earlier
of the date on which the bank first provides written information concerning residen-
tial mortgage loans aveilable from the bank or provides a loan application form
to the prospective borrower, the following itams:

(1) The fact that the interest rate may change and a brief descriptmn of the
generzal nature of an =djustable-rate mortgage loan;

© 1982 P-H Inc. Controd of Banking—Ses Cross Rdmnu Table Tor latest developments . - q 3329_8
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(2) The index used, including the name of at least one readily available source
in which it is published;
(8) A 10-vear series updated at least annually showing the values of the index
on at least a semiannual basis, presented in tabular form; ’
(4) 'The frequency with which the interest rate and payment levels will be
adjusted, including provision for any extended interval before the first interest rate
adjustment;
(5) Any rules relating to changes in the interest rate and/or installment pay-
ment amount;
(8) A description of the method by which interest rate changes will be im-
- plemented, including an explanation of negative amortization if it may occur in con-
v nection with the loan;
S (7) The rules or conditions relating to refinancing of short-term and demand
: mortgage loans, prepayment, and assumption; :
- (8) A statement, if appropriate, that other fees will be charged by the bank
. and/or any other persons in comnnection with the adjustable-rate mortgage loan, in-
cluding fees due at loan closing; and
(9) A sachedule of the dollar amounts of the installment payments (principal
and interest) on a $10,000 loan at a commitment rate offered by the bank within
the preceding 12-month period if the mortgage interest rate were to Increase as
rapidly as possible, consistent with the interest rate Limitations of the loan, by 10
: percentage points (or by such lower aggregate interest rate limit as the bank may
. {mpose on its adjustable-rate mortgage loans). )

Use of the optional model disclosure form provided In the Appendix to this Part,
amended where necessary to describe accurately permissible variations found in the
bank’s adjustable-rate mortgsge loans, will constitute compliance with this sub-

" section. y

Al

(b) At least 30 days and no more than 45 days before any interest rate change
may take effect, the bank must notity the borrower in writing of the following items:

(1) The current and proposed new interest rate;

(2) The base and current index values; ~

(3) The extent to which the bank has forgone any increase in the mortgege
intsrest rate; -

(4) The new monthly payment and/or other contractual effects of the rate
change; -

(5) The amount of the monthly payment, if different from that given In
response to item 4, that would be required to fully amortize the loan at the new
interest rate over the remainder of the loan term; and

(8) The fact that the loan may be prepaid at any tme without pensalty. Use
of the optional notification orm provided in the Appendix to this Part will constitute
compliance with this subsection.

" (¢) A national bank msking any loan to finance or refinance the purchase of, -
and secursd by 8 len on, a one- to four-family dwelling which is paysble eitha-'\_
on demand or at the end of & term which, Including any terms for which the =
bank hes promised to refinence the loan, is shorter than the term of the amortiza-
Hon zchedule must include the following notice, displayed prominently and in capital
letters, In or affixed to the loan application form and in or affixed to the loan note;

THIS LOAN IS PAYABLE IN FULL (AT THE END OF — YEARS OR ON -
DEMAND). (AT MATURITY OR IF THE BANE DEMANDS PAYMENT) YOU.
MUST REPAY THE ENTIRE PRINCIPAL BALANCE OF THE LOAN AND -
UNPAID INTEREST THEN DUE. -THE BANK IS UNDER NO OBLIGATION
TO REFINANCE THE LOAN AT THAT TIME YOU WILL THEREFORE BE
REQUIRED TO MAKE PAYMENT OUT OF OTHER ASSETS YOU MAY OWXN,
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OR YOU WILL HAVE TO FIND A LENDER WILLING TO LEND YOU THE
MONEY AT PREVAILING MAREKET RATES, WHICH MAY BE CONSIDERABLY
HIGHER THAN THE INTEREST RATE ON THIS LOAN.

Fixed-rate short-term or demand loans for which this notice has been properly
given will not be characterized as adjustable-rate mortgage loans.

(d) No later than the date on which a national bank establishes the initial in-
dex value, it must inform the borrower of this base index value against which interest
rate changes will be measured. This base value must be included in the note which
the borrower signs, and the borrower must be given a copy of this note no later than
closing. (Amended 47 Fed. Reg. 13775, eff. 4-1-82.)

Oy [13329.9] §29.89 Certain payment»cﬂpped mortgages.—(8) Authorfty to
Lend, Subject to Review by Comptroller. The Umitations imposed by this Part shall
not apply to adjustable-rate mortgage loans which contain meaningful lIimitationg on
the magnitude of permissible changes in the amount of installment payments that
offer borrowers sufficient protection against payment volatility. The Office of the
Comptroller of the Currency may at any time require a nsational bank to modify
or terminate a loan program qualifying under this subsection if it is determined
that the program does ndt zdequately provide for repayment of the loans In a
timely manner or that the program does not suficlently protect borrowers agalnst
payment volatility.

(b) Prior Notice of New Programs. Before a national bank initiates an adjust
able-rate mortgage loan program pursuant to this subsection, it must send a copy
of all program loan documents and disclosure forms to Chief National Bank Ex-
aminer, Office of the Comptroller of the Currency, Washington, D.C. 20219. If the
Office of the Comptroller of the Currency has not required the bank in writlng to
modify or ebandon the program within 60 days from the date on which the docu-
ments were postmarked or similarly marked as having been sent to the address
given above, the bank may proceed with the program.

(¢) Notice of Existing Programs. Notwithsta.nding the transition rule contained
in § 28.10, if on the effective date of this rule 2 national bank has already made a loan
or 3 binding commitment to lend under 8 programm qualifying under this subsection,
the bank may continue to make loans under such program but must immediately
send a copy of the documents described above In subsection (b) to the address above.
The Office of the Comptroller of the Currency may subsequently require modification
or termination of the program in accordance with the provisions of this section. -_

(d) Program Modifications. Substantively modified programs shall be regarded
as new programs for the purpose of this section. -

O—=y [73328.10] §29.10 Transitien rule—TIf on the effective date of this rule a
national bank has already made a loan or a binding commitment to lend under an
adjustable-rate mortgage loan program which would violate any of the provisions
of this Part, the national bank may continue to make loans or binding comumit-
ments to lend under the program for 120 days from the effective dzate of this rule
before the program must be brought into conformity with all of the provisions of
this Part. .

O~y [73329.20] Appendix
A, Model Form for Initial Adjustable-Rate Mortgage Disclosure
Important Mortgage Loan Information—Please Read Carefully

If you wish to apply for an Adjustable-Rate Mortgage (ARM) loan with
National Bank, you should read the information below concerning the difference
Between this mortgege and other mortgages with which you may be famillar.

General Description of Adjnstable-Rate Mortgage Loan

© 1982 P-H Inc. Cantral of Banking—See Cross Reference Tabie for fafest developments L (3329.20
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THE LOAN OFFERED BY NATIONAL BANK IS AN ADJUST-
ABLE-RATE MORTGAGE. ITS INTEREST RATE WILL CHANGE [fll In fre-
quency] BASED ON MOVEMENTS OF AN INTEREST RATE INDEX. YOUR
MONTHLY PAYMENTS WILL INCREASE IF THE INTEREST RATE RISES
OR DECREASE IF THE INTEREST RATE FALLS. BECAUSE FUTURE MOVE-
MENTS OF THE INDEX ARE RELATED TO MARKET CONDITIONS THAT
CANNOT BE PREDICTED, IT IS MPOSSIBLE TO ENOW IN ADVANCE HOW

MUCH YOU WILL HAVE TO PAY, FITHER EACH MONTH OR OVER THE

LIFE OF THE LOAN. INTEREST RATE AND PAYMENT CHANGES WILL BE
MADE ACCORDING TO CERTAIN RULES THAT ARE EXPLAINED BELOW.

Key Terms of National Bank’s Adjustabie Rate Mortgage

The following outline of the terms on ARM's offered by National
Bank is intended for easy reference only. You will find other essential information
in this disclosure statement and in the loan note itself. : : :

J L0 N 1= - - - T L LEEREER LR
Frequency of rate changes ...........- D
‘[Gracepeﬂodbeforeﬁ;stratechange.......................L ................ ]
Interest rate Index ........ R R LR EEEEE R R LR P EE
Maximum rate change 2t one tme ... .....ecaiaieanar e rnen Tl
Maximum rate change over Iife Of JOBR ..o erevavriermrearenrnrnrnron st
*[Minimum rate change at one Hme ........c..coveernees R R RETRTT L 1
*Minimum increments of rate change ........ U PR ]
*[Prepayment fee l.....eicaseraccocins eerenn DA et 2]
Assumability (assumeble, not assumable or at lendor's discretion) PR SR
Possibility of increasing loan balance [yes or T0T cvverrreeeieaene

How Your Adjustable-Rate Mortgage Would Work .
Starting Interest Rate v . .

The starting interest rate offered by National Bank on an ARM will
be specified [at loan closing, when we make & loan commitment to you, other] based

on market conditions at that time. ) .

Frequency of Interest Rate Changes .
Your interest rate wﬂl be reviewed every beginning after the date
on which you take out your loan, and may Increase or decrease at those times based

on changes in the Index. :

Index for Measuring Interest Rate Changes

- “The index to which your interest rate will be tied is
Information on this index is published monthly in . The table below shows

a ten-year history of movements of this index. This does not necessarily indicate

how the index may perform in the future.

- 10~-Year History of ——— Index

Change from
Date Index preceding rate
1/1/%0 ooveennesocacenenas J R AR R AR
T/A/X0 cevreccnecvanns PPN eteescceeseemaasieaasvenasaraasoasensaanss o oens
b Wp .+ R R LR R R R Cemesenaensecsacssssmacnvsnanse tecseanoeae
* L L s . | J » » L ] L] [ *
T/1/X9 cevevencnvacasscacssnse S R AR R R R LR R Ly

Size of Interest RBate Changes » .
" The interest rate on your ARM will increase or decrease based on movements in
the Index. A change in the index of 1 percentage point will be transiated into 2 1

* Bracksted ftems and fooimotes are ipstructions to national banks or contain ontione?
language to be selected a3 apDronrieds
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percentage point change of the same direction in your ARM Interest rate., However,
no single change in the interest rate will be more than —— percentage points no
matter how much the index mey have moved. [Also, there will be no change in your
interest rate if the index moves less than percentage points.] All changes will
be in increments of percentage pointa.]

Mandatory and Optional Eate Changes
Dmsmycurmmrestmuwamntedbydecreaaesmtbemdexwmalwaya

® 1982 P-H Inc. Coutrol of Banking—See Crass Redersnce Table for Jatest deveiopments q 3329 20
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PROPOSED COMPTROLLER OF TH
EASING RESTRICTIONS ON |

DEPARTMENT OF THE TREASURY"
Comptr?mer of the Currency

12 CFR Part 29
[Docket Na. 82-3] '

Adjustable-Rate Mortgages

acencY: Office of the Comptroller of the
Currency, Treasury. S
ACTION: Proposed ritle. ot

suMMARY: The Office of the Comptmllé::

of the Currency (Office) is proposing -.-
revisions to its adjustable-rate mortgege
(ARM]} regulation {12 CFR Part 28}. That
regulation was published oo March 27,
1981 and amended en Angil1.1983 The
proposed revisions would increase the -
flexibility of natianal banks to design
ARM instruments by eliminating (1}
_limits on the frequency of payment and
“hierest rate adjustments and (2) limits
on the magnitude of interest rate
_a_cliLtmg%tiThe proposal would -
replace the requirement that the -
monthly payment be reset at a fully
amortizing level at least once every five
years with a requirement that the .
monthly payment be reset ata level
sufficient to begin reducing the
outstanding debt no later than during
the 21st year. The proposal would retain
(1) the requirement that changes in the
ARM interest rate be tied to changes in
an interest rate index and (2) most of the
existing disclosure requirements. The
revised regulation would resultin a freer
flow of bank funds into home mortgage
lending and would eliminate the
reporting requirement associated with
payment-capped mortgage plans.
pATE: Comments on the proposed
regulation must be received on or before
July 2, 1982. s
ADORESS: Comments should be sent to
Docket No. 82-8, Communications’
Division. Officé of the Comptroller of the
Currency, Washington, D.C. 20218, Att:
Marie Giblin. Telephone (202) 447-1800."
Comments will be available for public -
inspection and photocopying.

FOR FURTHER INFORMATION CONTACT:
Judith Naiman, Industry and Public
Affairs, (202) 447-0934. David Nebhut,
Economic and Policy Research Division,
(202) 447-1825, or Francis S. Rath, Legal
Advisary Setvices Division, (202) 447~
1880, Office of the Comptroller of the
Currency, Washington, D.C. 20218, -
SUPPLEMENTARY INFORMATION: ‘

Drafting Information

The principel Graiter of thia document:
wvaa David Nebhut, Financial Economist,

pubiished by THE BUREAU OF NATIONAL AFFAIRS, INC., Washi

TEXT

MORTGAGES BY NATIONAL BANKS

Ecconomic and Policy Analysis Division,
Office of the Comptroller of the
Currency. .
Special Analyses

The Secretary of the Treasury has
expressly exempted this regulation-from
the requirement of preparing a
regulatory flexibility analysis, since it

.

~ will not have a significant economic

impact on a substantial number of small
entities. The revised regulation is
expected to result in & freer flow of benk
funds into home mortgage lending and
will eliminate the reporting requirement
associated with payment-capped
mortgage plans. Any costs incurred by
small banks as a result of the revision
are likely to result from adjustments.in .
computer programs and employee -
training. Those costs are expected to be
minimal. v . .

The Office of the Comptroller of the
Currency has determined that the -
regulation does not constitute a major
rule within the meaning of E.O. 12281.
Accordingly, a regulatory impact
analysis will not be prepared on the
grounds that the proposed revision 1)
will not have an annual effect on.the
econamy of $100 milliox or more, {2) will
not result i a major increase in-the cost
of bank operations or government .=.5.2.
supervision nor is it likely to ‘generate
substantially higher payment for
borrowers, and (3} will nothavea . -
significant adverse effect on o
competition, employment, investment,
productivity, innovation, or competition
with foreign-based entities. . " °
- Twao proposed modifications of the
regulation are the removal of interest
rate caps and the remmovel of the limit oo

e et . -
negative zmortization. The current

regulaion permils interest ra te
increases in excess of the periodic caps
to be carried over to future time periods.
Therefore. the removal of the interest
rate caps should have a relatively small
effect on the overall amount that a -
borrower will pay over the life of the
mortgage. However, removal of the
caps, if nct accompanied by a limitation
on the size of payment changes, will
increase the potential payment volatility
of mortgage loans that provide for
frequent payme{g} changes. The removal
of interest rate caps from the regulation
dees not preclude®the impositicn of
cacs bv lenders. Lenders may choose to
esign Instruments with interest rate
caps in order to limit their credit risk.
The likely effect of the removal of the
lirnit on negative amortization is more
complicated to evaluate, but the Office
believes that the removal of the limit
will not substantally incresse the cost

AR
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E CURRENCY REGULATIONS, JUNE 2, ON
SSUANCE OF ADJUSTABLE-RATE

of a loan relative to the amount actually
borrowed. Negative amortization, in
effect, means that the lenderis ~
advancing a portion of the intersst due
in a given month to the'borrower. '
Therefore, higher payments on a loan
that has had higher negative
amortization are arialogous te higher
payments required to repay a larger
principal balance. Further, increasing
the amount of permissible negative
amortization will enable borrowers to
realize reduce monthly payments for
some portion of the loan term. .

Overall, the revision of the regulation
will enhance the competitive position of.
national banks by permitting them to
develop ARM instruments that are -
respoasive to borrower meeds. .
Background and‘Analysis

On March 27, 1981, the Office adopted
a final rule (46 FR 18932) establishing a
framework within which national banks
may make or purchase mortgage
instruments that are responsive to
changing interest rates and to bank
deposit structures. That rule provided
sufficient flexibility to accommodate
most edjustable-rate mortgage lending
programs then in existence. To promote
continued innovation and
experimentation, the rule permitted
national banks ta submit for review by
the Office of the Comptrollerof the
Currency adjustable-rate morigage plans
that limit payment changes and provide

for timely repayment of the loan but do

not cap interest rate adjustments.

Since June 1981, the Office has
permitted approximately 30 national
banks to offer adjustable-rate morigages
that incorporate features not authorized
by.the ARM regulation. Most of the
nonconforming ARM programs contain
po caps on interest rates or on negative
amortization and some use interest rate
indexes not authorized by the Office’s
regulatioa. Instead of requiring changes-
in the design of those programs, the
Office informed the banks of its ™~
concerns with such flexible instruments
and permitted loans to be griginated
under those programs on aa ‘
experimental basis. ' .

The ARMtule was issued'as an
interim measure intended to smooth the
transition from a market involving
almost exclusively level-payment. fixed-
rate norigage loans to a market with a
variety of flexible mortgage instuments.
The Office anticipated reexamining the
regulation two years after it was issued.
However, the movement from standard
fixed-rate mortgages to a variety of
alternative mortgage instruments
including ARMs, shared-appreciation

ngton, D.C. 2C037
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mortgages, and mortgages designed to
accelerate repayment of principal
occurred more rapidly than expected.

Several factors are responsible for the
rapid change in the ARM market. One
factor is the increased flexibility uncer
which other mortgage lenders operate.
On April 30, 1981, the Federal Home
Loan Bank Board (FHLEB]) issued a
regulation (46 FR 24148) permitting
federally chartered savings and loan
associations to offer a wide variety of
adjustable mortgage loan instruments.
That regulation neither restricts interest
rate adjustments nor limits increases in
the outstanding loan balance on
mortgage loans made by federally
chartered S&Ls. On July 29, 1981, the
National Credit Union Administration .-
{NCUA) issued a similar regulation (45
FR 38589} governing ARM lending by
federally chartered credit unions and
the FHLBB amended its regulation to
permit graduated-payment adjustable.
mortgage loans. A number of states now
permit state-chartered financial
institutions to make ARMs that are more
flexible than those permitted by the
Office's regulation. Additionally, private
mortgage insurers have shown their
willingness to insure ARMS that are
more flexible than those the Office’s
regulation permits.

A second factor contributing to the
development of the ARM market has
been the creation of a secondary market

" in adjustable-rate mortgages. In June
1681, the Federal National Mortgage
Association (FNMA) announced plans
to purchase eight different types of
ARMSs. Of those eight, only two are
consistent with the Office’s current
regulation. The six plans that national
banks may not originate, except
perhaps as payment-capped mortgages.
do not have interest rate caps. Also,
some permit more negative amortization
than the regulation permits, and others
use indexes not authorized by the
Qffice.

The Office has permitted several
national banks to offer four of the
nonconforming FINMA plans under the
provisions of the ARM regulation that
permit experimentation with payment-
capped mortgages. That process,
however, involves delays in reviewing
and responding to individual bank’s
submissions and could limit the ability
of naticnal banks to compete in the
adjustable-rate mortgage market. The
Office is, therefore, considering revising
the regulation to authorize national
banks to offer more flexible adjustable-
rate mortgages.

The proposed revision to the
regulation is consisteat with the Office’s
belief that The design of adjustablé-rate
mortgage instruments can best be -
determined by the marketplace rather

TEXT

than by regulation. A lender's needs
may depend on its deposit base, the
customers it serves, the demands of
secondary mortgage market investors,
and the economic conditions of its
region. Similarly, borrowers with
differing expectations of income growth
and differing preferences for housing are
likely to demand different mortgage
instruments. Lending institutions must
have flexibility in designing mortgage
instruments if the housing finance
needs of various participants in the
market are to be met.

Market imperfe:tions, however, may
prevent the efficient operation of a
totally unregulated ARM market. The
primary market imperfection is the high
cost of obtaining information oa an
ARM. Those costs may prevent
borrowers from accurately evaluating
the instruments available. That problem
can be compounded by the high
transaction costs associated with
mortgage loans that tend to lock
berrowers into contracts, even if it is
discovered after a contract is closed that
a particular loan does not mest their
needs. The Office's proposal addresses
those problems in two ways. First, the
requirement that the ARM interest rate
be indexed to a market interest rate
ensures that ARM interest rate changes
are based on objective indicator of
market conditions. This protects
borrowers from arbitrary increases in
the loan rate. Second, in recognition of
the complexity of adjustable-rate
mortgages, the proposal retains the
requirement that banks disclose basic

. information to potential borrowers on

the operation of the adjustable-rate
mortgages it offers.

Proposed Changes in the OCC's ARM
Regulation .

Proposed changes in the OCC's ARM
regulation are discussed below. No
changes are proposed in the provisions
of the regulation that are not addressed
in this section.

Index

The proposed revision to the
regulation permits national banks to use
as an interest rate index any interest

1s reacily available to and verifiable by

“borrowers, and IS beyond the control of

the bank. [f a bank bases interest rate
changes on movements in a published
average cost-of-funds index, it would be
required to include in the disclosure
natice a statement that such an index i3
likely to exhibit an upward bias over tha
next several years, regardless of ,
movements in market Tates of interest,
as the interest rate ceilings on deposit
instruments are phased out.

(No.23) T-5

The Office’s current adjustable-rate
mortgage regulation {as ameaded on
April 1, 1982 at 47 FR 13775} authorizes
five intarest rate indexes: the monthly
and weekly average of the average
auction rate.on 8-month Treasury bills,
the monthly and weskly average yleld
on Treasury securities with a maturity of
three years, and the monthly average
contract rate on previously occupied
homes as complied by the Federal Home
Loan Bank Board.

The Office limited the choice of
indexes in its regulation in order to
provide some uniformity in the ARM
market, to simplify borrower
comparisons of different ARM programs,
and to facilitate the development of a
gecondary market in adjustable-rate
mortgages. However, since FHLBB,
NCUA and FNMA permit additional
interest rate indexes, it is unlikely that
continuing to limit the number of
permissible indexes for national banks
will promote uniformity in the
adjustable-rate mortgage market or
facilitate comparisen shopping by
potential borrowers.

The Office seeks comments on: (1} -
Whether there are any interest rate
indexes that meet the propcsed criteria
but would be inapprogriate interest rate
indexes and (2) whether the above

. criteria exclude any interest rate

indexes that would be approgriate.
Interest Rate Changes

(a) Frequency. The proposal removes
1) the limi £ aquency of intecest

rate adjustmeats and {2) the requirement

that interest rate adinstments occur at

regular i lg It requires only that
interest rate changes gccur at intervals
gpecified in the loan documents. The

proposal retains tre requrement that
the borrower be notfied of an
impending interest rate adjustment 30 to
45 days before any interest rate
adjustment may take effect

The Office’s existing regulation limits |

the frequency of interest rate
adjustments to regular intervals of not
more than once every 6 months. The
initial fixed-rate period may exceed
subsequent fixad-rate periods.

The limitation was included in the
regulation to give borrowers some
minimum period of payment stability.
However, payments can be stabilized
without restricting the frequency of
interest rate changes. e.g., the rate of
amortization can be changed while the
payment remaine canstant To the
extent that interest rate changes are
cyclical, such an adjustment technique
enatles the lender to implement interest
rate changes without deviating greatly
from the original amortization schedule.
Secular increases in the {aterest rate,
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however, would necessitate an eventual
payment increase.

The Office requests comment on: (1)
Whether the constraint on the frequency
of interest rate adjustments should be
retained and (2) the likely effect of its
removal.

(b) Magzaitude. The proposed
amendment eliminates limits on the size

of interest rate adjusunenis. 10e
mmerest rate
adjustments to not more than 1
percentage point per six month period
between adjustments and to not more
than 5 percentage points at any single
rate adjustment. .

Regulatory constraints on the
magnitude of interesTTate changes
impose some interest rate risk sharing
between borrower and lender and
dampen the potential volatlity of
monthly payments. At present market
rates, the ARM interest rate cap implies
a maximum annual payment change of -
approximately 15%.

The Office seeks comments oo
whether limitations on interest rate
adjustments should be eliminated from
the regulation.

An alternative to requiring interest
rate caps is to give national banks the
option of choosing either a periodic -
interest rate cap or a periodic cap on
monthly payment changes. The Office
seeks comments on whether any such
requirement would be appropriate.

{c) Regquired and Permitted Changes.
The existing regulation requires that any
periodic or aggregate limit on interest
rate changes apply to both increases
and decreases. The proposal removes
that requirement.

Lenders offering ARMs have designed
a number of instruments with interest
rate increases and decreases that are
not symmetrical. For example, an ARM .
may have an initial interest rate which
is below the current market rate. To
compensate the lender, a schedule is
established at the outset that will

increasing the spread between the loan
rate and the index rate. During this
graduation period, decreases in the
interest rate that might otherwise have
resulted from decreases in the index are
not taken. The Office believes that
national banks should have the ability
to design instruments with such
flexibility, provided that the schedule
for interest rate and payment
adjustments is explained clearly and
accurately in the initial disclosure
statement. The Office requests
comments on: {1) The Hkely effect of
removing the symmetry requirement and
(2) whether the regulation should specify
required and permitted interest rate
changes. -

TEXT

(d) Negative Amortization. The
proposed amendment does not change
the permissible methods of
implementing interest rate changes. It

(WFR) 6-7-

prepayment of principal. Lenders that
charge such fees would be required to
disclose the size of the fees and when
and how such fees would be charged

does. however, Jemave the restriction on _The Office’s existing adjustable-rate

the aggregate amount of negative
“mortization that mayv occur on an ARM
made bv a national bank, Banks are,
Rowever, required to set the installment

—bayment at a level sufficient to begin

reducing the outstanding loan principal
no later than during the 21st year of the-
loan term and to amortize the entire
principal of the loan withouta
substantial balloon payment by the end
of the 30th year. ° .

The Office’s existing regulation
permits interest rate changes to be
implemented through changes in the
monthly payment, changes in the rate of
amortization, or a combination of those
methods. Negative amortization is now
limited to one percent of the outstanding
loan balance at the beginning of a fixed-
payment period times the number of &
month periods between payment
adjustmenis. Additionallv. the manthly
payment must be set ata fully -~
amortizing level at least once every §
years. o . e F

Negative amortization is an essential
element of any graduated-payment
mortgage. In the early years of the toan, -
the borrower’s monthly payments are’
set at a level below that required to

- amortize the loan. During that period,

the bank, in effect, lends the borrower ~
the difference between the actual -
monthly payment and-the payment
required for full amortization of the -
loan. The higher monthly payments later
in the loan term compensate the lender
for the earlier period of negative or
reduced amortization. A key feature of a
graduated-payment mortgage loan is a
predetermined schedule of payment
increases designed to put the loan oo a -
fully amortizing basis at the end of a
specified period.

On other ARMs, negative

' amortization provides a cushion that

enables borrowers to maintain level
payments beyond the period for which
the interest rate’is fixed. Cyclical
movements in the interest rate alter the
rate of amortization rather than the size-
of monthly payments. If significant
periods of negative amortization gceur,
the loan-to-value ratio may rise, which
in turn'increases the lender’s risk.

The Office requests comment on
whether the regulation should include
any limits on negative amortization or’
guidelines to assure that the loan-to-
value retios on ARMs do not exceed an
unsafe level.

1
Fees ~ .

The proposal does not prohibit fees -
for rate or payment adjustments or -

mortgage regulation prohibits charges
for interest rate or payment adjustments
and permits prepayment fees only up
until 30 days before the first rate
adjustment on an ARM.

The Office seeks comments on the
desirability of permitting banks to

charge fees for interest rate adjustments,

payment adjustments, and prepayments.
Also, the Office specifically requests
comments on whether prepayment fees
should be permitted if prepayments’
arise via accelerated amortization due
to the nature of the ARM program.

Disclosure. {a) The proposed revision
retains most of the disclosure
requirements of the existing regulation.
Listed below are the changes in the
required disclosures.

(1) Banks using an average cost-of-
funds index would be required to
disclose that such an index is likely to
have an upward-bias as the phasing out
of interest rate ceilings on depository
instruments continues.

(2) The proposal requires lenders to
describe the method used to calculate
the initial monthly payment on the loan
if it differs from the fully amortizing
monthly payment.

(3) The proposal does not prohibit
lenders from charging fees related to
interest rate adjustments, changes in the
monthly payment, or prepayment on an
ARM. Lenders would be required to
disclose on what basis such fees would
be charged and the amount of such fees.

{4) The proposal revises the required
hypothetical example that national
banks must provide. The regulation
stipulates an interest rate scenario that
increases by 10 percentage points as
rapidly as possible. The proposal
requires each bank to determine the
interest rate scenario to be used with its
example. Comments are requested on
whether the Office should specify an
interest rate scenario to be used by all
national banks offering ARMs and, if so,
what rate scenario might be appropriate.

(5) Because the propoesal greatly
expands the variety of instruments that
national banks may offer, it is unlikely
that a single disclosure form would be
suitable for all ARMs. The proposal,
therefore, does not include a model
disclosure form. Nevertheless, banks are
required to explain to their borrowers
the potential risks 6f ARMs. Disciosure
documents will be tailored by the bank
accoiding to Its ARM plan. Comrments
are requested on whether the provision
of & model form by this Office is
necessary and, if so, how a model
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disclosure form might be designedto
accommodate the variety of ARMs that
will appear on the market.  ~

(6) The proposal authorizes hational
banks to offer ARMs on which payment
changes occur at different intervals than
interest rate changes. Therefore, the-
Office is proposing that payment
adjustment notifications be provided at
least 30 days and no more than 45 days
before any paymment change may take
effect and thaf certain information be *
included i such notifications. The
Office requests comments on whether
payment change notification
requirements should be included in the -
regulation. 7’ .

{b) The proposal does not
substantially alter the disclosure
statement that national banks making
short-term demand or balloon mortgages
must provide to borrowers. The Office
believes that statement conveys
important information. The Office
solicits comments on whether the
wuording and the tone of that statement
are appropriate and whether it provides
borrowers with accurate and meaningful
information regarding the nature of such
loans.

List of Subjects in 12 CFR Part 29
National banks, Mortgages.
Proposed Amendment

Accordingly, the Office proposes to
revise 12 CFR Part 29 to read as follows:

PART 20—ADJUSTABLE-RATE
MORTGAGES

Sec.
29.1 Definition.
29.2 General rule.
233 Index
29.4 Rate changes.
29.5 Prepayment fees.
29.6 Assumphon :
29.7 Disclosure.’
Authority: 12 US.C. 1 et seq.; 12 US.C.
$3a: and 12 U.S.C. 371(g)-

$29.1 Deﬁniﬂo_n

An adjustable-rate mortgage loan is
any loan made to finance or refinance
the purchase of and secured by a lien oo
a one- to four-family dwelling, including
a condominium unit, cooperative
housing unit, or a mobile home, where’
such loan is made pursuanttoan .
agreement intended to enable the lender
to adjust the rate of interest from time to
time. Adjustable-rate mortgage loans
include loan agreements where the note
and/or other loan documents expressly
provide for adjusting the rate at pericdic
intervals. They also include fixed-rate
loan agreements that implicitly permit
rate adjustment by having the note
mature on demand or at the end of an
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interval shorter than the term of the
amortization schedule unless the
national bank has clearly made no
promise to refinance the loan (when
demand is made or at maturity) and has
made the disclosure specified in

§ 29.7(d)-

§29.2 General rula. .

National banks may make or purchase
adjustable-rate mortgage loans only if
they conform to the conditions and
limitations contained in this part.
National banks may make or purchase
adjustable-rate murtgage loans pursuant
to this Part without regard to any
lmitations that otherwise would be
imposed on adjustable-rate mortgage
lending by the laws of any State, the
District of Columbia, Puerto Rico, the
Virgin Islands, American Samoa, or
Guam, which limitations are hereby
expressly preempted.

§29.3 Index.

Changes in the interest rate charged
on an adjustable-rate mortgage loan .
must be linked to changes in the index
specified in the loan documents, fe, a1
basis point (1 basis point =.01
percentage point) change in the index
must be translated into a 1 basis point
change of the same direction in the
contract interest rate except as
otherwise provided in § 28.4(b}. A
national bank may use as an interest
rate index any measure of market rates
of interest that is readily available to
and verifiable by the borrower and is
beyond the control of the bank. The
index for an adjustable-rate mortgage
loan shall be either single values of the
chosen measure or a moving average of
the chosen measure calculated over a
specified period. The initial index value
shall be the most recently available
index value on the date that the lender
commits to the initial interest rate on the
loan. Subsequent interest rate changes
shall be based on the most recently -
available index value at the date for
notifying borrowers of impending
changes in the interest rate.

§29.4 Rate changes. |

{a) Frequency of changss. Interest rate
changes on an adjustable-rate mortgage
loan shall occur at intervals specified in
the loan documeants.

{b) Required and permitted rate
changes. Interest rate changes on
adjustable-rate mortagage loans shall be
subject to the following provisions:

(1) Interest rate increases permittad in
accordance with this Part shall be at the
option of the bank. .

(2) Interest rate decreases warranted
by decreases in the index shall be
mandatory except to the extent they
would exceed limitations established
pursuant to § 29.4(b)(3}); to the extent
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that rate incresses fully reflecting
increases in the index have not besn
implementad by the bank, either atits
option or because of limitatioas on
intecest rate adjustments as permitted in
§ 29.4(b)(3); or to the extent that the
bank has previously voluntarily reduced
the interest rate on an adjustable-rate
mortgage loan.

(3) Banks offering adjustable-rate
mortgage 10ans may estgblish in the
loan documents.limitatons on maximum
or minimum interest rate increases or
decreases, minimum increments of
interest rate increases or decreases, and
procedures {or rounding the interest rate
on the loan to the nearest percentage
point or some fraction thereof.

(4) Voluntary interest rate reductioas
not related to index changes and
changes in the index that do not result in
equal-changes in the interest rate
(including differences between changes
in the index rate and chenges in the
interest rate due to rounding) shall. to
the extent not offset by gubsequeant
movements of the index, be carried over
and be available at succeeding rate
change dates.

(5) A national bamx may decrease the
contract rate on an adjustable-rate
mortgage at any time and by any .
amount beycnd the decreases required
by the rules contained in this Part

{c) Method of rate changes. Interest
rate changes to an adjustable-rate
mortgage loan may be implemented
through changes in the amount of the

- installment payment or the rate of |

amortization or any combination of ’
these two methods, according to a
schediile agreed upon by the barrower
and the-bank in the loan documents or.
as agreed upon by the parties at the time
of an interest rate change.
Notwithstanding the foregoing,
installment payments shail be required
for an adjustable-rate mortgage loan
that are sufficient to reduce the
outstanding principal balance of the
loan beginaing no later thaa during the
twenty-first year and are sufficieat to
amortize the entire principal of the loan
without a substantial ballon payment by
the end of the thirtieth yesr. These
methods are permissible regardless of
any state-law prohibitions on the
charging of interest on interest. Such
prohibitions are expressly preempted,
provided the interest rate charged by the
national bank does not exceed the
applicable usury limit, if any.

§29.5 Prepayment fees

National banks offering or purchasing
adjustable-rate mortgage loans may
impose penalties for prepayments
regardless of any state-law prohibitions
of such fees, which prohibitioas are
expressly preempted.

Pubiished by THE BUREAU OF NATIONAL AFFAIRS, INC., Washingtan, 0.C. 20037



T-8° (No.23)

§29.6

National banks offering or purchasing
adjustable-rate mortgage loans that
include due-on-sale clauses are not
required to allow those loans to be
assumed by new purchasers of the
mortgaged property or to allow new
purchasers to take title to such property
subject to the lien of an adjustable-rate
mortgage loan made pursuant to this
Part, regardless of any limitations on the
validity or enforceability of due-on-sale
clauses found in state law, which
limitations are expressly preempted. If 2
national bank does allow such a loan to
be assumed or a purchaser to take title
to property subject to the lien of an
adjustable-rate mortgage loan made
pursuant to this Part, the interest rate
and any other loan terms may be reset
as of the date of assumption. In order for
an adjustable-rate mortgage loan to
qualify for the benefits of this section,
the loan note must contzin a clause
stating that the loan is due on sale or
must contain some other provision
indicating that the loan may be essumed
or the property purchased subject to the
bank's mortgage lien only at the bark's
discretion. '

Assumption.

§29.7 Disclosure.

(a)A national bank offering
adjustable-rate mortgage loans shall
disclose in writing on (he earlier of the
date on which the bank first provides
written information concerning
adjustable-rate mortgsge loans
available from the bank or provides &
loan application form to the prospective
borrower. the following items:

(1) The fact that the interest rate may
change and 3 brief description of the
general nature of an adjustable-rate
mortgage loam:

(2) The index used. including the
name of at least one readily available
source in which itis published. If the
index is based on a cost of funds rate for
any group of financial institutions
subject to limitations on the interest
they may pay certain classes of
depositors, 2 bank must describe that
fact and point out that the removal of
interest rate ceilings will likely result in
an upward bias on future movements of
the index, regardless of movements int
market interest rates;

(3) A 10-year series updated at least
annually showing the values of the
index on at least 2 semiannual basis,
presented in a table. The table should
show either single values of the measure
of interest rates or an average of single
values, consistent with the bank’s
adjustable-rate mortgage loan program

(4) The frequency with which the
interest rate and payment levels will be
adjusted;

{5i The method used to calculate the
{nitial monthly paymeat if that payment
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differs from the fully amortizing
payment;

(6) Any rules relating to changes in
the interest rate, installment payment
amount, and/or increases in the
ocutstanding loan balance:

{7) A description of the method by
which interest rate changes will be
implemented. including an explanation
of negative amortization and balloon
payments, if they may occur in
connection with the loam

{8) A statement. if appropriate. of the
rules or conditions relating to )
refinancing of shori-term and demand
mortgage loans. rrepayment, and
assumption: ‘

(9) A statement, if appropriate. of fees
that will be charged by the bank and/or
any other persons in connection with the
adjustable-rate mortgage loan, including
fees due at loan closing. prepayment
fees and fees that will be charged for
interest rate or payment adjustments
and a statement of when and how such
fees will be charged;

{10) A schedule of the dollar amounts
of the installment payments (principal
and interest), and the outstanding loan
balance at each payment adjustment
date on & $10,000 adjustable-rate
mortgage loan that might occur under
the bank's adjustable-rate morlgage
loan program. The initial interest rate
should be a commitment rate offered by
the bank within the preceding 12-month
period.

{b) Atleast 30 days and no more than
45 days before any interesi rate change
may take effect, the bank must notify
the borrower in writing of the following
items:

{1) The current and proposed new
interest rate; ’

(2) The base index value and the,
index values upon which the current
interest rate and the new interest rate
are based;

(3) The extent to which the bank has

-forgone any increase in the mortgage

interest rate:

(4) The monthly payment due after
implementation of the interest rate
adjustment and/or other contractural
effects of the rate change:

{5} The amount of the menthly
payment, if different from that given in
response to item 4, that would be
required to fully amortize the loan at the
new interest rate over the remainder of
the loan term:

{6) The amount of the prepayment
penalty, if any, that will be charged if
the borrower chooses to prepay the loan
rather than accept an interest rate
increase. 3

(c) If under the bank's adjustable-rate
mortgage program. 8 payment change
may occur at a different date than an
interest rate change, &t least 30 days and
no more than 45 days before any such
payment change may take effect. the
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bank must notify the borrower in wriling,
of the following items:

(1) An explanation of the
circumstances that have led to such a
payment change;

{2) The monthly payment due after
implementation of the payment
adjustment;

{3) The amount of the monthly
payment, if different from that given in
response to item 2, that would be
required to fully amortize the loan at the
new interest rate over the remainder of
the loan term; :

{4) The amount of any prepayment
penalty that will be charged if the
borrower chooses to prepay the loan.

(b1A national hank making any loan
to finance or refinance the purchase of
and secured by a lien on a one- to four-
family dwelling which is either payable
on demand or at the end of a term
which, including any terms for which the
bank has promised to refinance the loan.
is shorter than the term of the
amortizetion schedule, must include the
following notice displayed prominently
and in capital letters in or affixed to the
loan application forma and in or affixed
to the loan note:

THIS LOAN IS PAYABLE IN FULL AT
THE END OF — YEARS or ON DEMANDI
[AT MATURITY or IF THE BANK
DEMANDS PAYMENT] YOU MUST REPAY
THE ENTIRE PRINCIPAL BALANCE OF THE
LOAN AND UNPAID INTERES T THEN DUE.
THE BANK IS UNDER NO OBLIGATION TO
REFINANCE THE LOAN AT THAT TIME-
YOU WILL ORE BE REQUIRED TO
MAXE PAYMENT OUT OF OTHER ASSETS
YOU MAY OWN. OR YOU WILL HAVETO
FIND A LENDER WILLING TO LEND YOU
THE MONEY AT PREVAILING MARKET
RATES. WHICH MAY BE CONSIDERABLY
HIGHER THAN THE INTEREST RATE ON
THIS LOAN.TF Yyou REFINANCE THIS
. YOU MAY HAVE
TO PAY SOME OR ALL CLOSING COSTS
NORMALLY ASSOCIATED WITH A NEW
LOAN.EVENTF YOU OBTAIN
REFINANCING FROM THE SAME BANK.

Fixed-rate short-term or demand loans
for which this notice has been properly
given will not be characterized as
adjustable-rate mortgage loans.

- (e) At the date on which the initial
interest rate on an adjustable-rate
mortgage loen is determined, the bank
must inform the borrower of the initial
index value against which interest rale
changes will be meaaured. This initial
index value must be included in the note
which the borrower signs. The berrower
must be given a copy of that note no
later then at loan closing.

Dated: May 4, 1982
C. T. Cooover,
Comptroller of the Curreacy.
{FR Doc. 82-14851 Filed 8-1-4 8:45 aa]
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