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The Federal Reserve Board and the Ofice of Thrift Supervision prepared
this booklet on adjustable rate nortgages (ARMs) in response to a
request fromthe House Committee on Banki ng, Finance and Urban Affairs
and in consultation with many other agencies and trade and consuner
groups. It is designed to help consuners understand an inportant and
conpl ex nortgage option avail able to honebuyers.

We believe a fully informed consuner is in the best position to nake a
sound economic choice. |If you are buying a hone, and | ooking for a hone
|l oan, this booklet will provide useful basic information about ARMs. |t
cannot provide all the answers you will need, but we believe it is a
good starting point.



PEOPLE ARE ASKI NG

"Some newspaper ads for hone | oans show surprisingly |low rates. Are
these loans for real, or is there a catch?"

Sone of the ads you see are for adjustable rate nortgages (ARMs). These
| oans may have low rates for a short tinme--mybe only for the first
year. After that, the rates can be adjusted on a regular basis. This
means that the interest rate and the anpunt of the nonthly paynent can
go up or down.

"WIl | know in advance how nuch ny paynent nmay go up?"

Wth an adjustabl e-rate nortgage, your future nonthly paynment is
uncertain. Sone types of ARMs put a ceiling on your paynent increase or
rate increase fromone period to the next. Virtually all nust put a
ceiling on interest-rate increases over the life of the |oan

"I's an ARMthe right type of loan for nme?"

That depends on your financial situation and the terns of the ARM ARMs
carry risks in periods of rising interest rates, but can be cheaper over
a longer termif interest rates decline. You will be able to answer the
question better once you understand nmore about adjustable-rate

nort gages. This bookl et shoul d hel p.

Mort gages have changed, and so have the questions that need to be asked
and answer ed.

Shoppi ng for a nortgage used to be a relatively sinple process. Mst
hone nortgage | oans had interest rates that did not change over the life
of the | oan. Choosing anong these fixed-rate nortgage | oans neant
conmparing interest rates, nonthly paynments, fees, prepaynent penalties,
and due-on-sal e cl auses.

Today, many | oans have interest rates (and nonthly paynents) that can
change fromtine to tine. To conpare one ARMwith another or with a
fixed-rate nortgage, you need to know about indexes, margins, discounts,
caps, negative anortization, and convertibility. You need to consider
the maxi num amount your nonthly paynent could increase. Mst inportant,
you need to conpare what m ght happen to your nortgage costs with your
future ability to pay.

Thi s bookl et expl ai ns how ARMs work and sone of the risks and advant ages
to borrowers that ARMs introduce. It discusses features that can help
reduce the risks and gives sone pointers about advertising and ot her
ways you can get information fromlenders. Inportant ARMterns are
defined in a glossary on page 19. And a checklist at the end of the
bookl et should help you ask | enders the right questions and figure out
whether an ARMis right for you. Asking lenders to fill out the
checklist is a good way to get the information you need to conpare

nort gages.



WHAT IS AN ARM?

Wth a fixed-rate nortgage, the interest rate stays the sane during the
life of the loan. But with an ARM the interest rate changes
periodically, usually in relation to an index, and paynents may go up or
down accordingly.

Lenders generally charge lower initial interest rates for ARMs than for
fixed-rate nortgages. This nmakes the ARM easi er on your pocketbook at
first than a fixed-rate nortgage for the same amount. It al so neans that
you might qualify for a larger |oan because | enders sonetinmes make this
deci sion on the basis of your current income and the first year's
paynments. Moreover, your ARM could be | ess expensive over a |ong period
than a fixed-rate nortgage--for exanple, if interest rates remain steady
or nmove | ower.

Agai nst these advantages, you have to weigh the risk that an increase in
interest rates would | ead to higher nonthly paynents in the future. It's
a trade-off--you get a lower rate with an ARMin exchange for assum ng
nore risk.

Here are sone questions you need to consider:

* |s my incone likely to rise enough to cover higher nortgage
paynents if interest rates go up?

* WII | be taking on other sizable debts, such as a | oan for a car
or school tuition, in the near future?

* How long do | plan to own this hone? (If you plan to sell soon
rising interest rates may not pose the problemthey do if you plan
to own the house for a long tine.)

* Can ny paynents increase even if interest rates generally do not
i ncrease?

HOW ARMS WORK
THE BASI C FEATURES

The Adj ustnent Period

Wth nost ARMs, the interest rate and nonthly paynment change every year
every three years, or every five years. However, some ARMs have nore
frequent interest and paynment changes. The period between one rate
change and the next is called the adjustnment period. So, a |loan with an
adj ust nent period of one year is called a one-year ARM and the interest
rate can change once every year.



The | ndex

Most lenders tie ARMinterest rate changes to changes in an "index
rate." These indexes usually go up and down with the general nobvenent of
interest rates. If the index rate nobves up, so does your nortgage rate
in nost circunstances, and you will probably have to nake higher nonthly
paynents. On the other hand, if the index rate goes down your nonthly
paynent may go down.

Lenders base ARMrates on a variety of indexes. Among the npbst conmon
are the rates on one-, three-, or five-year Treasury securities. Another
conmon index is the national or regional average cost of funds to

savi ngs and | oan associations. A few | enders use their own cost of
funds, over which--unlike other indexes--they have sone control. You
shoul d ask what index will be used and how often it changes. Also ask
how it has behaved in the past and where it is published.

The Margin

To determine the interest rate on an ARM lenders add to the index rate
a few percentage points called the "margin." The anpunt of the margin
can differ fromone | ender to another, but it is usually constant over
the life of the |oan.

*

Let's say, for exanple, that you are conparing ARMs offered by two
different |l enders. Both ARMs are for 30 years and an anount of $65, 000.
(Al'l the exanples used in this booklet are based on this amobunt for a
30-year term Note that the paynment anopunts shown here do not include
itens like taxes or insurance.)

Both | enders use the one-year Treasury index. But the first |ender uses
a 2% margin, and the second | ender uses a 3% margin. Here is how that
difference in margin would affect your initial nonthly paynent.

*

In conparing ARMs, | ook at both the index and nmargin for each plan. Sone
i ndexes have hi gher average val ues, but they are usually used with | ower
margi ns. Be sure to discuss the nmargin with your | ender.



CONSUMER CAUTI ONS

Di scount s

Sone | enders offer initial ARMrates that are | ower than the sum of the
i ndex and the margin. Such rates, called discounted rates, are often
combined with large initial |oan fees ("points") and with nuch higher
interest rates after the discount expires.

Very large discounts are often arranged by the seller. The seller pays
an amount to the | ender so the |l ender can give you a |ower rate and

| ower paynents early in the nortgage term This arrangenent is referred
to as a "seller buydown." The seller may increase the sales price of the
honme to cover the cost of the buydown.

A lender may use a low initial rate to decide whether to approve your

| oan, based on your ability to afford it. You should be careful to

consi der whether you will be able to afford paynents in | ater years when
the di scount expires and the rate is adjusted.

Here is how a discount nmight work. Let's assume the one-year ARMrate
(index rate plus margin) is at 10% But your |ender is offering an 8%
rate for the first year. Wth the 8% rate, your first year nonthly
payment woul d be $476.95

But don't forget that with a discounted ARM your low initial paynment
will probably not remain |ow for Iong, and that any savings during the
di scount period nmay be made up during the life of the nortgage or be
included in the price of the house. In fact, if you buy a home using
this kind of loan, you run the risk of..

Payment Shock

Payment shock may occur if your nortgage paynent rises very sharply at
the first adjustnent. Let's see what happens in the second year with
your di scounted 8% ARM

*

As the exanple shows, even if the index rate stays the sanme, your
nont hly paynent would go up from $476.95 to $568.82 in the second year.

Suppose that the index rate increases 2% in one year and the ARMrate
rises to a level of 12%

*

That's an increase of alnpbst $200 in your nonthly payment. You can see
what mi ght happen if you choose an ARM i npul sively because of a | ow
initial rate. You can protect yourself fromincreases this big by

| ooking for a nortgage with features, described next, which may reduce
this risk.



HOW CAN | REDUCE MY RI SK?

Besi des an overall rate ceiling, nost ARMs al so have "caps" that protect
borrowers fromextrene increases in nonthly paynents. Qthers all ow
borrowers to convert an ARMto a fixed-rate nortgage. While these may
offer real benefits, they may al so cost nore, or add special features,
such as negative anortization

I nterest-Rate Caps

An interest-rate cap places a limt on the anpbunt your interest rate can
increase. Interest caps cone in two versions:

* Periodic caps, which limt the interest rate increase fromone
adj ustment period to the next; and

* Overall caps, which Iinmt the interest-rate increase over the life
of the I oan.

By law, virtually all ARMs nust have an overall cap. Many have a
periodic interest rate cap

Let's suppose you have an ARMwith a periodic interest rate cap of 2%
At the first adjustnent, the index rate goes up 3% The exanple shows
what happens.

*

A drop in interest rates does not always lead to a drop in nonthly
paynents. In fact, with sone ARMs that have interest rate caps, your
paynent anount may i ncrease even though the index rate has stayed the
same or declined. This may happen after an interest rate cap has been
hol di ng your interest rate down bel ow the sum of the index plus margin.

*

Look bel ow at the exanple where there was a periodic cap of 2% on the
ARM and the index went up 3% at the first adjustnment. |If the index
stays the sane in the third year, your rate would go up to 13%

*

In general, the rate on your | oan can go up at any schedul ed adj ust nent
date when the index plus the margin is higher than the rate you are
payi ng before that adjustment. The next exanple shows how a 5% over al
rate cap would affect your | oan.

*

Let's say that the index rate increases 1% in each of the first ten
years. Wth a 5% overall cap, your paynment woul d never exceed

$813. 00--conpared to the $1,008.64 that it would have reached in the
tenth year based on a 19% i ndexed rate.



Payment Caps

Some ARMs include paynment caps, which linmt your nonthly paynent
increase at the tine of each adjustnment, usually to a percentage of the
previ ous paynent. In other words, with a 7«% paynent cap, a paynent of
$100 could increase to no nmore than $107.50 in the first adjustnent
period, and to no nore than $115.56 in the second.

Let's assume that your rate changes in the first year by 2 percentage
poi nts, but your paynents can increase by no nore than 7«% in any one
year. Here's what your payments would | ook Iike:

*

Many ARME with paynent caps do not have periodic interest rate caps.

Negative Anprtization

If your ARM contains a paynent cap, be sure to find out about "negative
anortization." Negative anortization neans the nortgage bal ance is

i ncreasing. This occurs whenever your nonthly nortgage paynments are not
| arge enough to pay all of the interest due on your nortgage.

Because paynent caps lint only the amount of paynment increases, and not
interest-rate increases, paynents sonetines do not cover all of the
interest due on your loan. This neans that the interest shortage in your
paynent is automatically added to your debt, and interest nmay be charged
on that amount. You night therefore owe the | ender nore later in the

|l oan termthan you did at the start. However, an increase in the value
of your hone may nmeke up for the increase in what you owe.

The next illustration uses the figures fromthe preceding exanple to
show how negative anortization works during one year. Your first 12
paynents of $570.42, based on a 10% interest rate, paid the bal ance down
to $64,638.72 at the end of the first year. The rate goes up to 12%in
the second year. But because of the 7«% paynment cap, paynents are not
hi gh enough to cover all the interest. The interest shortage is added to
your debt (with interest on it), which produces negative anortization of
$420.90 during the second year.

*

To sum up, the paynent cap limts increases in your nonthly paynment by
deferring sone of the increase in interest. Eventually, you will have to
repay the higher remaining | oan balance at the ARMrate then in effect.
When this happens, there may be a substantial increase in your nonthly
paynment .

Sone nortgages contain a cap on negative anortization. The cap typically
limts the total ampunt you can owe to 125% of the original |oan amunt.
When that point is reached, nonthly paynents nmay be set to fully repay
the | oan over the remmining term and your paynent cap nmay not apply.
You may limt negative anortization by voluntarily increasing your

nmont hly paynent.

Be sure to discuss negative anortization with the | ender to understand
how it will apply to your |oan.



Prepaynent and Conversion

If you get an ARM and your financial circunstances change, you nay
decide that you don't want to risk any further changes in the interest
rate and paynent anmount. When you are considering an ARM ask for

i nformati on about prepaynent and conversion

Prepaynent. Sonme agreenents may require you to pay special fees or
penalties if you pay off the ARMearly. Many ARMs all ow you to pay the
loan in full or in part w thout penalty whenever the rate is adjusted.
Prepayment details are sonetinmes negotiable. If so, you may want to
negotiate for no penalty, or for as |low a penalty as possible.

Conversion. Your agreenent with the | ender can have a clause that lets
you convert the ARMto a fixed-rate nortgage at designated tinmes. Wen
you convert, the newrate is generally set at the current narket rate
for fixed-rate nortgages.

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

WHERE TO GET | NFORMATI ON

Before you actually apply for a loan and pay a fee, ask for all the
information the | ender has on the | oan you are considering. It is

i mportant that you understand index rates, margins, caps, and other ARM
features |ike negative anortization. You can get hel pful information
from adverti senents and di scl osures, which are subject to certain
federal standards.

Adverti sing

Your first information about nortgages probably will come from newspaper
advertisenments placed by builders, real estate brokers, and | enders.
VWhile this information can be hel pful, keep in mnd that the ads are
designed to nake the nortgage | ook as attractive as possible. These ads
may play up lowinitial interest rates and nonthly paynents, without
enphasi zing that those rates and paynments later could increase
substantially. Get all the facts.

A federal law, the Truth in Lending Act, requires nortgage advertisers,
once they begin advertising specific ternms, to give further information
on the |l oan. For exanple, if they want to show the interest rate or
paynment anount on the |loan, they nust also tell you the annua

percentage rate (APR) and whether that rate nmay go up. The annua
percentage rate, the cost of your credit as a yearly rate, reflects nore
than just a lowinitial rate. It takes into account interest, points
paid on the |loan, any loan origination fee, and any nortgage insurance
prem uns you nmay have to pay.



Di scl osures From Lenders

Federal law requires the |l ender to give you information about

adj ust abl e-rate nortgages, in nost cases before you apply for a | oan

The lender also is required to give you informati on when you get a
nortgage. You should get a witten summary of inportant terns and costs
of the |l oan. Sone of these are the finance charge, the annual percentage
rate, and the paynent terns.

*

Sel ecting a nortgage may be the nost inportant financial decision you
will nmake, and you are entitled to all the information you need to make
the right decision. Don't hesitate to ask questions about ARM features
when you talk to |l enders, real estate brokers, sellers, and your
attorney, and keep asking until you get clear and conplete answers. The
checklist at the back of this panmphlet is intended to help you conpare
terns on different |oans.

GLOSSARY

Annual Percentage Rate (APR)

A neasure of the cost of credit, expressed as a yearly rate. It includes
interest as well as other charges. Because all |enders follow the sane
rules to ensure the accuracy of the annual percentage rate, it provides
consuners with a good basis for conparing the cost of |oans, including
nort gage pl ans.

Adj ust abl e- Rat e Mortgage (ARM

A nortgage where the interest rate is not fixed, but changes during the
life of the loan in line with novenents in an index rate. You may al so
see ARMs referred to as AMLs (adjustable nortgage | oans) or VRMs
(variabl e-rate nortgages)

Assunmability

VWhen a hone is sold, the seller may be able to transfer the nortgage to
the new buyer. This means the nortgage is assumable. Lenders generally
require a credit review of the new borrower and may charge a fee for the
assunption. Sone nortgages contain a due-on-sale clause, which neans
that the nortgage nmay not be transferable to a new buyer. Instead, the

| ender nay nmke you pay the entire balance that is due when you sell the
honme. Assumebility can help you attract buyers if you sell your hone.



Buydown

Wth a buydown, the seller pays an anpunt to the |lender so that the

| ender can give you a |lower rate and | ower paynents, usually for an
early period in an ARM The seller may increase the sales price to cover
the cost of the buydown. Buydowns can occur in all types of nortgages,
not just ARMs.

Cap

Alimt on how nmuch the interest rate or the nonthly paynent can change,
either at each adjustnment or during the life of the nortgage. Paynent
caps don't limt the anpbunt of interest the lender is earning, so they
may cause negative anortization.

Conversi on Cl ause

A provision in sone ARMs that allows you to change the ARMto a
fixed-rate |l oan at sone point during the term Usually conversion is
allowed at the end of the first adjustnent period. At the tine of the
conversion, the new fixed rate is generally set at one of the rates then
prevailing for fixed rate nortgages. The conversion feature may be

avail abl e at extra cost.

Di scount

In an ARMwith an initial rate discount, the | ender gives up a nunber of
percentage points in interest to give you a |ower rate and | ower
paynents for part of the nortgage term (usually for one year or |ess).
After the discount period, the ARMrate will probably go up dependi ng on
the index rate.

| ndex

The index is the neasure of interest rate changes that the | ender uses
to decide how nmuch the interest rate on an ARMwi Il change over tinme. No
one can be sure when an index rate will go up or down. To hel p you get
an idea of how to conpare different indexes, the follow ng chart shows a
few conmon i ndexes over a ten-year period (1977-87). As you can see,
sone index rates tend to be higher than others, and sone nore vol atile.
(But if a lender bases interest rate adjustnments on the average val ue of
an index over tine, your interest rate would not be as volatile.) You
shoul d ask your | ender how the index for any ARM you are consi deri ng has
changed in recent years, and where it is reported.



Mar gi n

The nunber of percentage points the |lender adds to the index rate to
calculate the ARMinterest rate at each adjustnent.

Negative Anportization

Anortization nmeans that nonthly paynents are |arge enough to pay the
interest and reduce the principal on your nortgage. Negative
anortization occurs when the nonthly paynments do not cover all of the
interest cost. The interest cost that isn't covered is added to the
unpai d principal balance. This neans that even after nmking many
paynents, you could owe nore than you did at the begi nning of the |oan
Negative anortization can occur when an ARM has a paynment cap that
results in nonthly paynents not high enough to cover the interest due.

Poi nt s

A point is equal to one percent of the principal anount of your
nortgage. For exanple, if you get a nortgage for $65, 000, one point
neans you pay $650 to the lender. Lenders frequently charge points in
both fixed-rate and adjustable-rate nortgages in order to increase the
yield on the nortgage and to cover |oan-closing costs. These points
usually are collected at closing and may be paid by the borrower or the
honme seller, or may be split between them

MORTGAGE CHECKLI ST

Ask your lender to help fill out this checklist.

Mort gage A Mort gage B

Mort gage anount

Basi ¢ Features for Conparison

Fi xed-rate annual percentage rate
(the cost of your credit as a yearly
rate which includes both interest
and ot her charges)

ARM annual percentage rate

Adj ust nent peri od

I ndex used and current rate

Mar gi n

Initial paynent wi thout discount




Initial paynent with di scount

(i f any)
How I ong will discount |ast?
Interest rate caps: periodic

over al |

Payment caps

Negati ve anortization

Convertibility or prepaynent
privil ege

Initial fees and charges

Mont hl y Payment Anounts

VWhat will ny nmonthly paynent be after
twel ve nonths if the index rate:

stays the sane

goes up 2%

goes down 2%

VWhat will ny nmonthly paynents be after three years if the index rate:

stays the sane

goes up 2% per year

goes down 2% per year

Take into account any caps on your nortgage and renmenber it may run 30
years.



