A Primer on Home Mortgages
By Gary Schero

This week’s article focuses on the most common types of home mortgages and the advantages of each.


Probably the most common mortgage granted is the 30-year, fixed-rate mortgage. Fixed-rate means the interest rate is locked in for the entire length of the loan and never changes. A 30-year mortgage is the easiest fixed-rate mortgage to qualify for; its longer term gives you the best opportunity to keep monthly mortgage payments low.  


Fixed-rate mortgages are also available in 15- and 20-year terms. With both of these terms, you build up equity faster than with a 30-year loan and own your home faster. You also pay considerably less interest over the course of the loan. Monthly payments, however, will be higher than with a 30-year loan, especially for the 15-year loan.


The other common type of mortgage is the adjustable rate mortgage. Known as ARMs, these loans have an interest rate that moves up and down based on the status of a financial index such as Treasury bills.  There is some risk involved with having an interest rate that can change, but typically the rate is subject to two caps, one for each adjustment period and one for the life of the loan. Therefore, you can define the “worst-case scenario” at the time of the loan, meaning you’ll know the maximum monthly payment you’d have to make if the interest rate went to the peak allowable under the terms of your loan.    


Some people like ARMS because they offer lower interest rates at the start so initial monthly mortgage payment are also lower. There are also several other forms of ARMs available, such as ones with an initial fixed period, in which the interest rate will remain steady for the first few years of the loan. There is also a two-step ARM, which adjusts only once, usually after five to seven years.  


Yet another form of mortgage is called a balloon mortgage. These offer lower interest rates for shorter term financing, usually five, seven or 10 years. At the end of the loan, you have two choices: either pay off the entire loan or refinance it. 


To determine which type of mortgage is best for you, you need to answer three key questions:


•  How long do you intend to live in your new home? If you only plan to stay in the house you’re purchasing for a relatively short period of time, say a couple of years, an ARM might be the best way to keep your payments low, thanks to the initial low interest rate these loans carry. If, however, you have found your dream home where you hope to stay and raise your family, you might be better off with a fixed-rate mortgage that keeps your payments at a predictable level for the entire length of the loan.


•  How important is it to be free of mortgage debt before facing your children’s college bills or planning for your own retirement? While the monthly mortgage payments will be higher with a 15-year fixed rate mortgage, this might be the way to go if retirement is just around the corner since you’ll get rid of those pesky monthly payments sooner.


•  How comfortable are you with the certainty of a fixed mortgage payment versus a payment that can change over time? Some people can live with the concept of an adjustable rate; others can’t. If you’re in the latter category, you may not be happy with an ARM unless, of course, you plan to stay in the home for only a few years.

New types of mortgages arrive on the scene all the time so don’t be afraid to shop around and to ask various bankers what’s new. The Fannie Mae Foundation provides a brochure with more in-depth messages on the various types of basic mortgages I’ve described as well as advice on how to decide which type of loan best fits your circumstances. Call toll-free 1-800-611-9566 and order “Choosing The Mortgage That’s Right for You.” You can also download this guide in PDF format or order one via mail at http://www.homebuyingguide.com on the Internet. 
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