UNIT 7 -2
Ask the Right Questions!

As you can see from the previous unit, mortgages can become pretty
complex, and in fact most of them are! There may not be a lot you can do about it,
but approaching the issue of selecting a mortgage using a reasoned, structured
approach makes a lot of sense. After all, a mortgage is an enormous investment,
and so it is well worth your while to understand it as best you can.

Most of the so-called “custom,” “boutique” or “designer” mortgages that you
see today are simple variations of the simple mortgages that were explained in
units 6-1, 6-2 and 6-3 of the previous chapter. We also saw some hybrids of the
two in unit 7-1, but these are normally just variations of the simple fixed and/or
ARMs.

In order to sort this out, it helps to ask questions, and by that we mean a lot
of questions. You'll also find that it will be useful to record and organize all of the
responses so that you can go back and compare your alternatives later on. The
worksheets in this section will help you do just that. Even then you will probably
run across some additional variations that were not specifically discussed in this or
any other unit.

Finally, the worksheets in this section will not tell you exactly which
mortgages is best for you, but they will help clarify your options so that you can
make a better, more informed choice. After all, the right mortgage for you may be
the wrong one for someone else, but only you can make the final choice.

Case Study Application

The case study in this unit is an extension of the one in unit 7-1. This time,
however, we are going to add a third choice and then analyze the options and record
the responses on worksheets so that we can see the differences between the
alternative mortgages.
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CASE STuDY: BILL AND RHONDA'S DILEMMA

Bill and Rhonda want to buy a home that will require a modest $140,000
mortgage. They have saved enough money for the down payment. Their
problem now is to figure out which type of mortgage best suits their needs. They
now have three possible options.

First, they still had their original deal which was an 8% fixed rate, 30-year
mortgage that would result in 360 monthly payments of $1,027.27. The principal
on this mortgage would be fully amortized, so the loan would be fully repaid at the
end of the loan.

A second option was a TV ad that promised a 30-year interest only (or I-O)
mortgage with a 7% rate and lower monthly payments of $816.67. The interest
rate would be adjusted annually subject to a 2% cap, and the mortgage would
have a 6% lifetime cap. However, because they would only pay interest, they
would still owe $140,000 at the end of 30 years.

A third option was that they could get a 7%, 30-year GPM (graduated
payment mortgage) that had a fixed payment of $416.67 for the first 12 months of
the mortgage. After the first year, the mortgage would switch over to a 29-year
ARM (adjustable rate mortgage) that also had a 2% annual cap and a 6% lifetime
cap. However, because the initial monthly payments were so low, the unpaid
interest would be added to the principal so that the balance owed would increase,
rather than decrease, during the first year of the mortgage. At the end of the first
year, the monthly payment would reset at the 7% rate subject to a 2% annual
cap. This means that the new interest rate could be as high as 7% + 2% = 9%, or
as low as 7% - 2% = 5%.

Finally, to complicate matters further, Rhonda and Bill heard that
economists are still predicting that interest rates are likely to rise an average of
1% per year for the next four years, so they also want to take these expectations
into account.

With a little bit of analysis, they will soon be ready make some final plans
with regard to the type of mortgage that would be best for them.

The Mortgage Comparison Worksheets

In order to compare the three mortgage options in the case study, we’ll use
the mortgage comparison worksheets on the next page. Note that there are three
worksheets — one that describes the initial terms of the mortgage, a second that
can be used to identify changes in the second or any other year, and a third to
summarize or at least identify other changes that might happen over the life of the
mortgage.
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We’'ll also assume that our economists were wrong and that interest rates
went up 2% in the first year, and then increased by 1% annually during each of the
next 5 years.

Initial Mortgage Information

First, we want to summarize the information for each of our three
mortgages. We do that in worksheet A, although only the information for the 1-O
(interest-only) and the GPM (graduated payment mortgage) are shown since all of
the information for the 30-year fixed rate mortgage is simple.

To start, we note that the 30-year fixed rate mortgage (not shown here) has
a monthly payment of $1,027.27, followed by the 1-O with $816.67", and the GPM
of $416.67. Based on this initial information, it would seem as if the fixed rate
mortgage is the least desirable, regardless of your preferences for the other two.

As far as the I-O mortgage is concerned, it appears if the annual rate could
reach 13% if interest rates were to rise that high, but other than that, nothing
stands out. The problem is that the principal, or the amount still owed, never goes
down. The $416.67 GPM looks attractive although the annual interest on that
mortgage could also reach 13% if interest rates were to get that high. This time,
however, we note that negative amortization will occur because the initial monthly
payment is not high enough to cover the 7% annual interest, so the amount owed
will actually go up rather than down.

For example, we note that the monthly GPM payment of $416.67 is exactly
$400 less than the monthly interest on the 1-O loan. The lender doesn’t forget
about the $400. It is simply added to the principal — which means that each
subsequent addition to the principal will be larger than the last. So, over the first 12
months, both the interest and the principal would grow as follows:

Month 1 Interest = (Principal)(Rate)(Time)
= ($140,000)(.07)(1/12months) = $816.67
Month 2 Interest = (Principal)(Rate)(Time)
= ($140,000 + $400)(.07)(1/22months) = $819.00
Month 3 Interest = (Principal)(Rate)(Time)
= ($140,400 + $402.33)(.07)(1/12months) = $821.35

Month 12 Interest = (Principal)(Rate)(Time)

= ($144,557.78 + $426.57)(1/12months) = $843.24

! Interest = (Principal)(Rate(Time) = ($140,000)(.07)(1/12months) = $816.67
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Mortgage Comparison Worksheet

A. Initial Mortgage Information

First Mortgage Option Second Mortgage Option
Mame, address, and phone | ABC Mortgage Company Mortgages-R-Us
number of lender 1-800-123-456T 1-866-5T72-98T6
Amount of martgage F140 000 F140 000
Lencgth (term) of morgage 30 vears, or 360 months A0 vears, ar 360 months
Initial irterest rate 7 00% Interest accrues at ¥.0%
Initial monthly peymernt Fo16.E7* F416.67imo for first 12 mos.
Pt includes taxes insurance? ] ]
Fized Rate Fized Rate
ARM ARM
Type of mortgage Pt Crption ARM Pmit Option ARM b
Irterest-Cnly - Interest-Only
Cther Hybrid Cther Hybrid
Fixed Rate - Mo riegets s {Fixed Rate DiiMotrigels i
i ARM ARM
N”mbr‘:t ;fer;':':gth:rzzgf st Iomt Option, ARM Prmt Cption ARM 12 mo=
Irterest-Cnly 12 mogz Interest-Only
Cther Hybrid Cther Hybricd
Howy often can the morgage be ::;':ﬂd il L HEwEr: Eéﬁﬂd Ll Mever: -
ad’”f;iita;f;rh;:f::ﬁtf';e R I et Option ARM Frnt Cption ARM annually
mortgage? Irrterest-On_I':.f annally Interest-On_Iy
Cther Hybarid Cthet Hybaricd
Fixed Rate 1 Bochianas - Fived Rate 1 i EhEnge
i . . ARM AR
Wrge'iégef;"ra;\:gfﬂggim Prit Option ARM Prrit Option ARM 2%
Irterest-Only 2% Interest-Only
Cther Hybrid Cther Hybrid
Given the initial rate and the ;‘;:ﬂd ikl ‘lorie: i3 z;ﬁﬂd aele i More
il_:gggfr';ta; ;;f?vz'rgtﬁ:rl;ft:if Frnt Option &R Frnt Option &RM | 7% + 5% = 13%
the mortgage? ||'I'tEr'ESt-OI'I.|':," %+ E% =13% ||'ItErESt-OI'I.|':,"
Cther Hybricl Cther Hybricd
Fixed Rate SITURIG Y Fived Rate SR R
Iz it pozsible for pegative AR AR
amartization (& larger amount | Pmt Option ARM Pt Option ARM YES
awved] o ever occur? Interest-Cnly Mo Interest-Cnly
Cther Hybrid Cther Hybricd
" The Kentucky Feal Estate Commission Maortgage Calculatar at httpoiivwee nkg edui-codel is used to

amortize 3 mortgage. An -0 mortage i neger amortized, =0 the payment is (0FN2)(#140,000) = $316,E7

If we were to continue this process, we would find that the total principal owed after
12 payments would increase to $144,984.32. At the end of the first year it would
be time for the interest rate to reset, and we would now have to pay interest on an
additional $4,984.32 as well as the initial $140,000.
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Second Year Mortgage Information

It gets more interesting when we get to the second year because that is
when the interest rate is reset on the I-O and the GPM. Since the I-O started out at
7% with a monthly payment of $816.67, and since our economists were wrong and
interest rates actually went up by 2%, the monthly interest jumps to 7% + 2% = 9%,
and the monthly payment on the I-O now becomes:

Monthly Interest = (Principal)(Rate)(Time)
= ($140,000)(.09)(1/12months) = $1,050.00

Next, we carry this new monthly over to the second year worksheet and then
fill in the appropriate entries in the middle of the worksheet.

As for the GPM, the rate on that also goes to 9%, only now the mortgage is
going to be amortized so that nothing is owed after 29 more years. So, we go to
the Kentucky Real Estate Commission mortgage calculator and find that a 9%,
$144,984.32, 29-year mortgage has a monthly payment of $1,174.60.

Mortgage Comparisoh Worksheeat
B. Second Year

First Mortgage Option =econd hMortgane Option
Mame, addrezz, and phone | ABC Mortgage Company Mortgages-R-Us
number of lender 1-800-123-456T 1-866-5T2-987T6
Amourt of mortgage 140,000 F144 954 32
Femaining mortogace duration 28 years, or 348 months 28 years or 348 months
Fixed Rate W resete: i JFixed Rate sRloremets i
AR AR
Nmb?;,{;:ﬂ";”:g: rizf;'ff "X | ot Cption AR Prrit Option ARM 12 mos
Irterest-Cnly 12 mos Irterest-Cnly
Cther Hybrid Cther Hybrid
Fixed Rate Sy as ofina{Fived Rate “SalhE Bk Oridinal
. . AR ARk
W’:j: ;it'mﬁ :;r”:ta: ;trgerr:iﬁ'te Prmt Option AR Prmt Option ARM a0
Interest-Only 7% + 2% =9% |Interest-Cnly
Cther Hyhbrid Cther Hybrid
Fixed Rate S 4% Griging {Fixed Rate | E4MAE B nHRinal
. AR AR
1;”’;;;;_&" :ff ;rfhﬁfmmgﬂg Prrit Option ARM Prrt Option ARM_|_ $1,174 60
Irterest-Only $1,050.00%  Jirterest-Only
Cther Hybrid Cther Hybrid
Fixed Rate iR Fived Rete SHEHEE | ST
|z it pozzible for pegative AR ARM
amortization (& larger amount  JPmt Option ARM Pt Option AR nct atter yr 1
awved) to ever ocour’? Interest-Onky Mo Interest-Onky
Cther Hybrid Cther Hybrid

" The |-0 mortage is never amortized, $o the new payment is O3M2)(4140,000] = $1,080.
" Because the unpaid interest is added to the unpaid balance, gou now owe $144 984 321 S0, use the
calculator find the payment that will amortize 344,957 oger 29 yrs at 9%,
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This leaves us with three outcomes in the second year. The first mortgage,
the 30-year fixed payment option, still has a monthly payment of $1,027.27 and
some of the principal will have been paid back. In comparison, the I-O mortgage
will have a monthly payment of $1,050 with $140,000 still owed at the end of two
years. The GPM will have a $1,174.60 monthly payment in the second year, and
will feature a growing principal in the first year and a modestly shrinking one in the
second — although more exact computations would show that the principal is still in
excess of $140,000.

Remaining Life of Mortgage Information

Nothing ever changes with the fixed rate option, so we again note that the
monthly payment remains the same at $1,027.27 for the life of the mortgage.

As for the I-O version, however, the 6% lifetime cap could have two extreme
outcomes, one based on a rate of 7% + 6% or 13%, the other based on 7%-6% =
1%. So, the range of payments would be as follows:

Worst case:  Monthly Interest = (Principal)(Rate)(Time)
= ($140,000)(.13)(1/12months) = $1,516.67

Best case:  Monthly Interest = (Principal)(Rate)(Time)
= ($140,000)(.01)(1/12months) = $116.67

The actual outcome, of course, depends on what happens to interest rates over
time, something that is notoriously difficult to predict — and you will still owe
$140,000 at the end..

Finally, the actual rate for the GPM will also vary extensively, but the size of
the payment will depend on the amount of principal owed and the size of the
principal that is being amortized after the initial year, so there are too many
variables to make any reasonable computations. In general we would observe that
the monthly payments on the GPM would be higher than the monthly payments on
the I-O since the principal owed is not being reduced on the I-O mortgage.

Summarizing the Options

As you can see, three relatively simple mortgages can offer widely different
outcomes. Perhaps the safest is the standard fixed rate mortgage because you
wil always know how much you will have to pay, and you know that your will owe
nothing at the end of the mortgage.

The 1-O mortgage appears to have the advantage of a slightly lower monthly
payment, but that can change dramatically if interest rates go either way. Since it
is always difficult to predict which way they will go, just remember that if rates are
historically low when you get a mortgage — then rates are likely to go up in the
future. Likewise, if rates are historically high, then they are more likely to go down
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than up. Either way, you are still going to owe the full amount of the principal after
making monthly payments for 30 or so years.

Mortgage Comparison Worksheet

C. Remaining Life of Mortgage Information

First Maorgage Option

Second Mortgage Option

Mame, addreszs, and phone
number of lender

ABC Mortgage Company
1-800-123-4567

Mortgages-R-Us
1-866-572-9876

Fixed Rate Mochanies ::Fixed Rate Pl CRERDE
Hovwe high can the interest on the | ARM AR
mortaage get during the life of [Pt Option AR Pt Option AR 13%
the mortgage? Irterest-Cnly 13% Irterest-Cnly
Ciher Hybrid ther Hylbarid
Fixed Rate Saine as ofigmal{Fixed Rate -Saini a original:
What iz the largest monthly AR AR
payment that could occur during |Pmt Option AR Pt Cption ARM = GPM paymert
the life of the mortgage” Irterest-Cnly 1516 67 Irterest-Cnly
Ciher Hybrid ther Hylbarid
= there & prepayment penatty if E;ﬁﬂd Rate L [ S Zéiﬂd Fate RSESEEES | " IS
the loan Is paid aff early By I - e AR Prnt Option AR possibly
refinancing or by zeling the :
hame? Irterest-Cnly possibly Irterest-Cnly
Ciher Hybrid ther Hylbarid
Fixed Rate 1 Mo pEnEly  Ficed Rate 1D periaty
. AR ARM
HEW. r"“'zhp'::gff?mpa?mem Frmt Option &R Frnt Cption AR need to ask
Irterest-Cnly need to ask Jinterest-Only
Ciher Hybrid ther Hylbarid
If negative amortization ooours, zéidd -l e Zéiﬂd Rate KALIEEE L R
how large can the unpsid [ s e Prmt Option ARM | $144.954 in vr 1
principal get betore the mortgage
iz recalculated? Irterest-Cnly Py, Irterest-Cnly
Ciher Hybrid ther Hylbarid
Fixed Rate rnntyes i Fived Rate BRI SRR
At the end of the mortgage, will [209 kil
the principsl be fully gaiﬂ otrp |t Option ARM AN A ] S
Irterest-Cnly L] Irterest-Cnly
Ciher Hybrid ther Hylbarid
Fixed Rate rniiyeE i Fived Rate Iy
If the principal is not fully paid  |ARM AR
off, howe much will still be Pt Opation ARM Pt Cption ARM nicthing
ovved? Irterest-Cnly F140 000 Iriterest-Cnly
Ciher Hybrid ther Hylbarid

" An -0 mortage is never amortized, 2o the highest payment is [13M2)#140,000] = $1,516.67

The last mortgage, the GPM, offers an attractive low “teaser” payment at
first, but it then converts to a more standard variable rate loan after that. Payments
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can be higher or lower over the long run, depending on how interest rates change,
but the payments will be higher than an I-O mortgage because the mortgage will be
amortized.

Many other combinations of mortgages are also possible, of course, but
most will be variants of the ones described above. If you do find one that is
attractive but different, then ask the types of questions we addressed in the
worksheets. If you don't feel comfortable with the math, ask the lender to do it for
you — but by all means make every effort to understand the consequences of every
little detail as seemingly small changes may have enormous consequences over
the life of the mortgage.

Finally, take the time to record and summarize the outcomes of each
mortgage. You will find the PACED Decision Making matrix on the next page. This
is the best way to find the mortgage that is the best for you.
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The PACED Decision Making Model

Directions: Use the PACED Decision Making Model below to contrast the
advantages and disadvantages of your problem. After you have evaluated
to the issue, discuss the choice you would make. Complete the analysis by
using these five steps in the decision making model:

Step 1: State the Problem:

Step 2: List the Alternatives in the first column.
Step 3: List the Criteria in the first row.

Step 4: Evaluate each alternative by placing a “+” or a “~” in the box below each
criterion.

Step 5: Make your Decision:

Criteria 1. 2. 3. 4,
l —

Alternatives

Using the space below, explain why the alternative in step 5 above is the
best solution to your problem:
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