
O
R

T
G

A
G

E
 rates in the last couple of

years have been consistently low
, w

ith
costs of 30-year fixed-rate loans in

recent w
eeks dow

n to their low
est point in m

ore
than 30 years. B

ut rather than locking up these
low

 rates, a substantial num
ber of borrow

ers
continue to opt for adjustable-rate loans, w

hose
rates, w

hile initially low
er than those on fixed-

rate loans for a specified period, can fluctuate
substantially over tim

e.
W

hat at first glance m
ay sound im

prudent,
how

ever, m
ay be just the opposite. In som

e
cases borrow

ers opting for adjustable-rate
m

ortgages expect to sell their houses before it
com

es tim
e to adjust the rates —

 an A
R

M
 m

ight
have a one-year, five-year or seven-year period
before its rates are adjusted upw

ard or dow
nw

ard
based on a specified financial point of reference,
typically the three-year T

reasury note.
In others, especially for those taking out large

loans, the sharp run-up in hom
e prices in the

N
ew

 Y
ork m

etropolitan area in recent years has
m

eant that a buyer m
ay be able to afford the

paym
ents under the initial rate of an A

R
M

 but
not the higher m

onthly paym
ent of a fixed-rate

m
ortgage. Such a buyer w

ould be gam
bling that

interest rates w
ill not rise sharply before his

m
ortgage paym

ents m
ust be adjusted or that his

incom
e w

ill increase sufficiently to cover the
higher paym

ents.
In the w

eek ended D
ec. 13, the interest rate

on 30-year fixed rate m
ortgages averaged 6.04

percent, according to the Federal H
om

e L
oan

M
ortgage C

orporation (Freddie M
ac), w

hich
issued its report in m

idw
eek, slightly above the

31-year low
 of 5.94 percent in m

id-N
ovem

ber.
It is hardly surprising, then, that 82 percent

of conventional hom
e m

ortgages through the
first 10 m

onths of this year w
ere for fixed rate

loans, according to the Federal H
ousing Finance

B
oard. 

B
ut 

w
hat 

m
ay 

surprise 
m

any
hom

eow
ners is that 18 percent of the m

ortgage
loans through O

ctober of this year w
ere for

adjustable rate m
ortgages, according to Joseph

A
. M

cK
enzie, the deputy chief econom

ist of
the finance board.

T
he average interest rate for one-year A

R
M

’s
(those w

ith a initial interest rate that rem
ains

unchanged for the first year of the loan) in the
w

eek ended D
ec. 6 w

as 3.79

Interest on fixed-rate m
ortgages

rem
ains low

, but even-low
er

A
R

M
’s still suit som

e borrow
ers.

percent. A
R

M
’s, w

hich w
ere introduced in

the early 1980’s and are also know
n as variable-

rate m
ortgages, have accounted for betw

een 15
and 20 percent of m

ortgages nationw
ide for

som
e tim

e, and as recently as the first quarter
of 2000 they accounted for 31 percent.

A
 borrow

er w
ho took out a $300,000 30-

year fixed-rate m
ortgage at an interest rate of

6.00 percent this w
eek w

ould have a m
onthly

paym
ent of $1,014, according to K

eith T
.

G
um

binger, a vice president of H
SH

 A
ssociates,

a financial publisher in B
utler, N

.J. If the sam
e

borrow
er instead chose a five-year A

R
M

, the
rate w

ould he 9.13 percent and the m
onthly

paym
ent $1,634, a saving of $180 a m

onth.
B

ut after five years, the interest rate on the
A

R
M

 w
ould change and could rise as m

uch as
five percentage points at the first adjustm

ent. If
that m

axim
um

 five-point increase w
ere to

happen, the new
 interest rate of 10.13 percent

w
ould result in a m

onthly paym
ent that increased

by 54 percent, to $2,533. It is also theoretically
possible, of course —

 though unlikely given
the historically low

 rates now
 being offered —

 that the rate could be adjusted dow
nw

ard after
five years. O

nce the five years have passed,
interest rates on the loan, adjusted annually,
could also go up, but the rate could at no tim

e
be m

ore than six percentage points over the
starting rate.

A
 check w

ith m
ortgage lenders and brokers

suggests that adjustable rate m
ortgages m

ay be
slightly m

ore popular in the N
ew

 Y
ork area

than in som
e other parts of the country.

Steven Schnall, chief executive of the N
ew

Y
ork M

ortgage C
om

pany in M
anhattan, said

the ratio for his com
pany, w

hich has offices in
M

anhattan as w
ell as nine cities in five other

states, is about 70 percent fixed-term
 loans and

30 percent adjustables. A
 sim

ilar ratio prevails
at W

ithers &
 C

om
pany in N

ew
 R

ochelle.
“A

lthough people are looking at adjustables,”
said R

obert W
ithers, the ow

ner, “they’re still
m

ostly taking fixed-term
 m

ortgages
In m

any cases, borrow
ers w

ho prefer
adjustable-rate m

ortgages tend to be those w
ith

very expensive hom
es, according to Phil C

oIling,
an econom

ist w
ith the M

ortgage B
ankers

A
ssociation. A

s a result they also tend so have

bigger loans, know
n as jum

bos —
 loans that

exceed the dollar ceiling set for purchase and
repackaging as tradable securities by Freddie
M

ac and Fannie M
ae, the governm

ent-chartered
enterprises that buy hom

e loans from
 lenders,

giving the lenders the cash to m
ake m

ore loans.
T

he agencies’ current lim
it, $275,000 for single

fam
ily hom

es, w
ill increase to $322,700 on Jan.

1.
A

ccording to M
r. C

oiling, the average
adjustable-rate m

ortgage loan this year is about
$300,000 w

hile the average fixed rate loan is
about $165,000. So far this year, according to
M

r. M
cK

enzie, A
R

M
’s have accounted for a

large percentage of jum
bos. F

or exam
ple,

through this O
ctober adjustable-rate m

ortgages
accounted for 49 percent of all m

ortgages for
$300,701 to $400,000, 52 percent of those from
$400,001 to $500,000, and 62 percent of those
from

 $500,001 to $748,400.
W

hen B
onnie M

cN
ab, a broker at the

M
ortgage C

enter in R
oslyn on L

ong Island,
sells an adjustable-rate m

ortgage these days,
she said the loan is likely to be at least $500,000.
W

ith the m
edian price of a hom

e at $360,000
in O

ctober in N
assau C

ounty and $282,000 in
Suffolk, large m

ortgages are com
m

on.
N

evertheless, adjustable-rate m
ortgages have

appeared to be headed for extinction several
tim

es in recent years. In Septem
ber and O

ctober
of 1998 they represented a m

ere 8 percent of
the m

arket, according to Frank N
othaft, the

chief econom
ist at Freddie M

ac, and only 11
percent for that w

hole year. B
y 2000, A

R
M

’s
accounted for 23 percent of all m

ortgages, but
the percentage tum

bled to 12 percent last year.
A

 reason for the drop is that even though A
R

M
rates w

ere low
, so w

ere fixed-rate m
ortgages,

so that the spread betw
een the tw

o did not
im

press hom
eow

ners. M
ost hom

e buyers opted
for the low

 fixed-rate m
ortgages, M

r. N
othaft

said, w
hich w

ere at levels not seen for m
uch of

the previous 30 years.
O

ver the years, consum
er taste has changed

som
ew

hat in the kinds of A
R

M
’s taken out. In

the early 1990’s, M
r. N

othaft said, one-year
A

R
M

’s dom
inated the adjustable-rate m

ortgage
m

arket, so m
uch so that only 30 percent of

lenders offered three-year term
s, m

ortgages
w

hose initial low
 rate, or “teaser rate,” w

as fixed
for three years before adjusting annually. B

y
1998, 80 percent of lenders offered three-year
term

s, and now
 five-year and seven-year A

R
M

’s
are just about everyw

here, because they offer
low

 rates for longer term
s. T

he rule of thum
b

on A
R

M
’s is that the shorter the initial term

,
the low

er the initial rate.
Som

etim
es A

R
M

’S are tailored for a specific
custom

er, and on m
ost very large m

ortgages
the term

s tend to be custom
ized. For exam

ple,
three years ago, B

ill and H
illary R

odham
 C

linton
bought their $1.7 m

illion house in C
happaqua

w
ith an adjustable-rate m

ortgage in the form
 of

a $1.36 m
illion loan from

 PN
C

 M
ortgage, a

subsidiary of the PN
C

 B
ank C

orporation of
P

ittsburgh. T
he $340,000 dow

n paym
ent

represented 20 percent of the purchase price.
A

 W
hite H

ouse spokesm
an said at the tim

e
that the loan w

ould carry an annual interest rate
of 7.5 percent for the first three years, after
w

hich the rate w
ould be set at the one-year

T
reasury rate plus 2.75 percentage points.

A
ccording to M

r. G
um

binger of H
SH

, if the
C

lintons have not refinanced, they could be
paying an interest rate as low

 as 4.24 percent
—

 unless interest  rate caps prevented their rate
from

 falling m
ore than tw

o percentage points,
as is com

m
on on these products.

M
ost hom

eow
ners are m

ore com
fortable w

ith
a m

ortgage that has a fixed rate for its w
hole

term
 than w

ith a loan w
hose rate could rise

sharply. In such an event, the hom
eow

ner also
has the option of refinancing the m

ortgage, but
that entails shopping for the best deal and paying
substantial closing costs and perhaps a penalty.

Still, m
any borrow

ers have had reason to be
pleased by their experiences w

ith A
R

M
’s. M

r.
Schnall of N

ew
 Y

ork M
ortgage, for instance,

said that he has an A
R

M
 on his ow

n hom
e that

he took out in 1990 and that through several
adjustm

ents the rate has never exceeded the
initial rate.

M
uch of the durability of adjustable-rate

m
ortgages, in M

r. G
um

binger’s opinion, can be
attributed to their variety. “T

here hasn’t been a
lot of innovation recently,” he said, “but A

R
M

’s
have held up w

ell.” O
ne reason they have, he

added, is that their low
er interest rates have

helped to offset the increase in hom
e prices in

recent years.
M

r. N
othaft of Freddie M

ac agrees. “Since
their introduction into the m

ortgage m
arket in

the early 1980’s,” he said, “A
R

M
’s have

continued to evolve, adapting to inevitable
changes in m

arket conditions and subsequent
borrow

er needs. A
s a result, borrow

ers today
can choose from

 a w
ide variety of A

R
M

products.”
A

m
ong those choices are hybrid A

R
M

’s —
the term

 refers to the fact that rates are unchanged

for a specified period of years, and then adjust
according to contem

porary interest rates.
S

uch loans are especially popular w
ith

borrow
ers w

ho plan to be in their house no
longer than for the length of the fixed-rate period
of their loan. A

nd if circum
stances m

ake it
necessary or advisable to rem

ain longer, som
e

A
R

M
 agreem

ents enable borrow
ers to convert

to a fixed-rate m
ortgage —

 but even then, in
the w

ords of m
any other advertised bargains,

“restrictions apply.”
A

 type of adjustable-rate m
ortgage that has

been around for alm
ost 20 years in som

e parts
of the country —

 but has becom
e w

idely
available in the N

ortheast only in recent years
—

 is the interest-only m
ortgage. A

s its nam
e

suggests, the borrow
er’s m

onthly paym
ent

covers only interest and none of the principal.
B

ut at the end of the interest-only term
, the

borrow
er has to pay the principal over the

rem
aining term

 of the loan. T
his results in a

sharp jum
p in m

onthly paym
ents.

For exam
ple, a borrow

er of $300,000 over
30 years w

ith an A
R

M
 w

ith an initial rate of
5.25 percent, fixed for the first five years and
adjustable thereafter, w

ould pay $1,657 a m
onth

for the first five years, according to M
r. Schnall

of N
ew

 Y
ork M

ortgage. B
ut, he said, the

m
onthly paym

ent for an interest-only m
ortgage

at the sam
e rate for the sam

e term
 w

ould be
$1,313 per m

onth for the first five years. N
ot

only is the interest-only loan no m
ore risky than

the other loan, M
r. Schnall said, the paym

ents
are low

er and the entire m
ortgage paym

ent is
fully tax deductible.

“T
he only disadvantages are that during the

interest-only period the borrow
er does not build

equity by am
ortizing principal,” he said, “but

m
any borrow

ers feel that is m
itigated because

they’re building equity by appreciation. A
nd at

the end of the interest only period on a typical
10-year interest only A

R
M

 w
ith a term

 of 30
years and a rate fixed for five years, the borrow

er
is forced to am

ortize the entire principal balance
over the rem

aining 20 years, thus resulting in
higher paym

ents for that 20 years.”
If the rate in the exam

ple stayed the sam
e

after the initial fixed rate period, the m
onthly

paym
ent over the next 20 years w

ould increase
to $2,022, com

pared w
ith a paym

ent of $1,657
on the A

R
M

 on w
hich the borrow

er is paying
principal as w

ell as interest from
 the beginning.

If the rate w
ent up to 10.25 percent and rem

ained
there for the balance of the loan, the m

onthly
paym

ent w
ould be $2,945.
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