
 

 

 

Like homes themselves, mortgages come in 
many sizes and types, and one of the most 
important decisions you face as you con-
sider your choices is whether to take out a 
fixed or an adjustable rate mortgage.  The 
type of mortgage that's right for you de-
pends on many factors, such as your toler-
ance for risk and how long you expect to 
stay in your home.  

Fixed rate mortgages 

As the name implies, the interest rate on a fixed rate mortgage 
remains the same throughout the life of the loan. Your monthly 
payment (consisting of principal and interest) generally re-
mains the same as well. The entire mortgage is repaid in equal 
monthly installments over the term (length) of the loan. 

The good news is, you're locked in; the bad news is, 
you're locked in  

Locking in a fixed interest rate on your mortgage has its good 
and bad points. If interest rates rise, yours won't; as a result, 
your monthly mortgage payment will always remain the same. 
This can be reassuring to homeowners on tight budgets or 

with fixed incomes. For this reason, fixed rate mortgages often 
appeal to individuals with a low tolerance for the risk associ-
ated with fluctuating monthly payments. 

But if interest rates go down, yours won't, and your (now high) 
mortgage payment will remain the same. While you might be 
able to refinance your home, paying off the higher-rate mort-
gage with one that carries a lower interest rate, this isn't  
always possible. In addition, the interest rate might need to 
drop significantly to offset the expenses associated with refi-
nancing, and you'd need to remain in your home long enough 
to allow the monthly savings associated with the lower rate to 
recoup those expenses.  

Adjustable rate mortgages (ARMs) 

With an ARM, also called a variable rate mortgage, your inter-
est rate is adjusted periodically, rising or falling to keep pace 
with changes in market interest rate 
fluctuations. Since the term of your 
mortgage remains constant, the 
amount necessary to pay off your loan 
by the end of the term changes as your 
loan's interest rate changes. Thus, 
your monthly payment amount is recal-
culated with each rate adjustment. 

Depending on what's specified in the 
mortgage contract, an ARM can be 
adjusted semi-annually, quarterly, or 
even monthly, but most are adjusted 
annually. The adjustments are made 
on the basis of a formula specified in the mortgage contract. 
To adjust the rate, the lender uses an index that reflects gen-
eral interest rate trends, such as the one-year Treasury securi-
ties index, and adds to it a margin reflecting the lender's profit 
(or markup) on the money loaned to you. Thus, if the index is 
5.75% and the markup is 2.25%, the ARM interest rate would 
be 8%. 

What's to keep the interest rate from going through the roof--
or, for that matter, from plunging through the floor? Most 
ARMs specify interest rate caps. The periodic adjustment cap 
may limit the amount of rate change, up or down, allowed at 
any single adjustment period. A lifetime cap may indicate that 
the interest rate may not go any higher--or lower--than a speci-
fied percentage over--or under--the initial interest rate. 

Caution: Some ARMs cap the payment amount that you are 
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Length does make a difference  

In the mortgage market, long-term loans are gener-
ally considered to be 30 or more years in length; 
short-term loans are those under 30 years in dura-
tion. While they may vary between 10 and 40 years 
(depending in part on the size of the loan), the 
usual terms for fixed rate mortgages are 15 and 30 
years. Although the monthly payment for a 15-year 
mortgage will be higher than the monthly payment 
for a 30-year mortgage, it won't be twice as high, 
and the shorter term of the loan will save you a 
substantial amount in total interest charges. 

Because the lender would lose money on a long-
term fixed rate loan if interest rates were to rise, the 
lender may adjust the rate accordingly, in effect 
charging you a premium to offset this possibility. As 
a result, a 30-year mortgage may have a higher 
fixed interest rate than a 15-year loan, and both will 
carry higher interest rates than those initially 
charged on an adjustable rate mortgage (ARM). 

See disclaimer on final page 
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required to make, but not the 
interest adjustment. With 
these loans, it's important to 
note that payment caps can 
result in negative amortization 
during periods of rising interest 
rates. If your monthly payment 
would be less than the interest 
accrued that month, the un-
paid interest would be added to your principal, and your out-
standing balance would actually increase, even though you 
continued to make your required monthly payments. 

The initial interest rates (referred to as teaser rates) on ARMs 
are generally lower than the rates on fixed rate mortgages. If 
you can tolerate uncertainty in your mortgage interest rate and 
fluctuations in your monthly mortgage payment amount, be-
lieve that interest rates will stay low or go lower in the future, 
or plan to live in your home for only a short period of time, then 
you may want to consider an ARM. 
 

Hybrid ARMs  

Hybrid ARMs are mortgage loans that offer a fixed interest rate 
for a certain time period (3, 5, 7, or 10 years), and then convert 
to a 1-year ARM. 

The initial fixed interest rate on a hybrid ARM is often consid-
erably lower than the rate on either a 15-year or 30-year fixed 
rate mortgage. The longer the initial fixed-rate term, however, 
the higher the interest rate for that term will be. Generally 
speaking, even the lowest of these fixed rates is higher than 
the initial (teaser) rate of a conventional 1-year ARM.  

Hybrid ARMs are ideal for individuals who plan to stay in their 
homes for a short period of time (3 to 10 years), since they can 
take advantage of the low initial fixed interest rate without wor-
rying about how the loan will change when it converts to an 
ARM. If you think your plans may change or you are planning 
on staying put for a while, look for a hybrid ARM with a conver-
sion option. This option will allow you to convert your loan to a 
fixed rate loan before it turns into an ARM. 

 

 

 

 

 

 

 

 

 

 

 

 

Conventional fixed rate mortgage Adjustable rate mortgage Hybrid adjustable rate mortgage 

• Low risk 

• 10- to 40-year term 

• Interest rate doesn't change 

• Payment remains the same 

 

 

 

 

• Higher risk 

• Initial interest rate often lower 
than fixed rate mortgage 

• Interest rate may go up or down 

• Interest rate usually adjusted 
annually 

• Rate adjustments may be lim-
ited by cap(s) 

• Payment caps can result in 
negative amortization in periods 
of rising interest rates 

• Higher risk 

• Initial rate often lower than fixed rate 
mortgage 

• Fixed term for 1 to 10 years, then be-
comes a 1-year ARM 

• May have option to convert to a fixed 
rate mortgage before becoming a  
1-year ARM 

• Interest rate may go up or down 

• Rate adjustments may be limited by 
caps 

• Payment caps can result in negative 
amortization in periods of rising  
interest rates 
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