
Adjustable Rate Mortgages: 
Southeastern S&Ls Interested 
But Cautious 

The adjustable rate mortgage (in many 
variations) is one of the devices intended to 
help thrifts adjust in a deregulating 
environment. The ARMs are designed to 
provide returns that move with market interest 
rates. But an Atlanta Fed survey showed that 
southeastern S&Ls have been cautious in 
their use of the new instrument. 

Despite broad new authority granted to savings 
and loan associations last year, the adjustable 
rate mortgage has a long way to go before it 
replaces the long-term, fixed-rate loan that's 
been the standard in housing finance since the 
1930s. 

That's one conclusion of a Federal Reserve 
Bank of Atlanta survey that sampled southeastern 
savings associations to determine how rapidly 
and how extensively they are utilizing the new 
powers granted them under the Adjustable Mort-
gage Loan Regulation of April 1981. The responses 
indicate some hesitancy on the part of smaller 
S&Ls to exercise those powers in introducing 
new mortgage instruments. 

More than a quarter of the associations we 
surveyed hadn't offered an adjustable loan as of 
March. What's more, the features chosen by 
those that did offer the loans generally didn't go 
as far as regulations permitted to adjust the 
return on loans to market costs of funds. No 
association changed its rate more often than 
every six months, for instance, and a majority 
changed only annually. And 30 percent of the 
associations limited the per period rate adjust-
ment. 

However, the survey indicated that more south-
eastern associations are likely to adopt adjustable 
loan powers. Most associations that didn't offer 
adjustable loans told us they planned to introduce 
such loans in the near future. Indeed, four of 
these lenders had taken a large step in that 
direction by offering balloon mortgages. 

Clearly, the long-term, fixed-rate mortgage 
common since the 1930s presents problems for 
both borrowers and lenders in an era of volatile 
interest rates and rising inflation. Its return to the 
lender wil l not change as rapidly as the lenders' 
costs to raise funds through short-term instru-
ments. In such cases, lenders' earnings will fluc-
tuate widely. In severe cases of rising inflation, 
downward earnings swings may threaten to wipe 
out lenders' net worth. The disadvantage of the 
long-term, fixed-rate mortgage to lenders is 
being demonstrated graphically in the plight of 
thrift institutions today. 

The long-term, fixed-rate mortgage also holds 
disadvantages for many borrowers in periods of 
high inflation. Inflation drives up interest rates 
and monthly payments along with them. Borrowers 
thus pay high monthly payments early in the life 
of their loans. True, if continued inflation drives 
up borrowers' wages and the value of their real 
estate, it wil l reduce their monthly payments as a 
percentage of income and increase their home-
owners' equity. So borrowers make lower real 
payments in the later years of their mortgage 
than in earlier years. Yet for younger borrowers, 
whose real income can be expected to rise, the 
t ime patterns of income and payments are mis-
matched, a major impediment to buying homes 
if they must be financed wi th a long-term, fixed-
rate mortgage. 

Alternative mortgage instruments are designed to 
alleviate one or more of the problems inherent in 
the long-term, fixed-rate mortgage. Each alternative 
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adjusts features in the mortgage contract to 
appeal to some disadvantaged group or groups 
in a volatile, inflationary economic environment. 

The graduated payment mortgage, for example, 
fits young borrowers' income patterns by pro-
viding low monthly payments in the early years 
of the mortgage and gradually increasing pay-
ments in later years. Other alternatives, aimed at 
the lenders' needs, allow the interest rate paid 
on the mortgage to vary with market interest 
rates so that mortgage rates and costs of money 
to fund them may be more closely matched and 
profits stabilized. They include variable rate 
mortgages and renegotiable rate mortgages as 
well as other plans. Still another group of alternative 
mortgages attempts to address the needs and 
problems of both borrowers and lenders. The 
shared appreciation mortgage, for instance, gives 
the borrower a break on interest rates and 
monthly payments while giving the lender a 
share of the appreciation of the property used to 
secure the note. 

Smaller S&Ls were 
hesitant to exercise 
their new powers. 

Only within the past 10 years have most of 
these mortgage instruments been introduced, 
and they have met with varying success. Most of 
the mortgage plans subject to federal or state 
regulation have had to comply with fairly strin-
gent guidelines. Privately generated plans have 
also been quite specific in their characteristics. 
Thus both types of plans are inherently 
limiting in their applications. 

Adjustable Mortgage Loan Regulations 
Perhaps the most significant advance in regu-

lation of alternative mortgage instruments is the 
Adjustable Mortgage Loan Regulation announced 
by the Federal Home Loan Bank Board in April 
1981. The regulation applies to the savings and 
loan associations, the nation's major mortgage 
lenders. Unlike the majority of other regulations, 
this approach attempts to accommodate differing 
needs of many institutions by stating only broad 
limits. It addresses many of the concepts under-
lying alternative mortgage instruments such as 
variable rate and rollover mortgages, but instead 
of laying down a set of rigid regulations and 
restrictions, the new framework requires each 
institution to develop plans that best suit its 
needs and the needs of its customers. There are 
guidelines which safeguard consumers, of course, 
but the adjustable mortgage loan regulation 
remains very open and adaptable to most circum-
stances. 

This flexible new regulation allows the interest 
rate on the mortgage to adjust to any index the 
borrower and lender agree on so long as the 
index is not controlled by the lender. No restric-
tions limit the frequency of adjustments; how-
ever, the rate may go up by no more than the 
index and must go down as much as the index. 
Adjustments may occur either in the amount of 
payments or in maturity of the instrument so long 
as maturity does not exceed 40 years. This 
feature places no prohibitions on negative 
amortization, which occurs when monthly pay-
ments are insufficient to cover interest costs. If 
negative amortization does occur, increasing the 
amount a borrower owes a lender, the loan must 
be rewritten after five years to take the higher 
principal into account. 

Lenders, then, maintain ample flexibility to 
structure loan programs under this regulation. 
They are allowed to keep returns on their assets 
close to current returns in the market by the 
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AML: ADJUSTABLE MORTGAGE LOAN 
The AML regulation provides a very flexible type of 

mortgage loan which leaves each savings and loan 
association considerable flexibility to tailor the plan 
and the terms of its loan to its specific needs and the 
needs of its customers. Adjustments may be made 
through changes in the payment amount, the out-
standing balance and/or the term of the loan. The AM L 
regulation became effective on April 30, 1981. 

TERMS: 
• There is a 40 year maximum until maturity of the 

loan, inclusive of adjustments. 
• Interest rate adjustments are based on an index 

agreed upon by the lender and borrower; it must 
be beyond the control of the lending institution. 

• No fixed adjustments. Adjustments upward cannot 
exceed the amount of change in the index. Adjust-
ments downward must equal the downward change 

• No restrictions on how frequently the index may be 
changed. 

• There is no limit on the amount of negative 
amortization, though the mortgage must be re-
structured every 5 years if negative amortization 
occurs. 

• The borrower may not be charged for any adjustment 
• Full disclosure is necessary. 
• Notice of adjustments is required 45-30 days 

prior. The present status of the loan must be 
included in the notice. 

• No prepayment penalty is allowed. 
• After the borrower reaches age 65, a long term, 

fixed-rate mortgage may be offered; however, it is 
not a required option. 

• The AML regulation automatically preempts any 
state law that would serve to restrict or disallow 
AMLs. 

unlimited frequency of payments changes, the 
ability of the lender to choose the payments 
index and the absence of limits on rate adjust-
ments at any one t ime or over the life of the 
mortgage. Negative amortization is allowed for 
up to five years to add more flexibility to design a 
contract that appeals to borrowers. 

In adopting a specific design or designs for 
adjustable mortgage loans under this broad regu-
lation, lenders must balance their needs for a 
mortgage instrument that adjusts to market rates 
against borrowers' fears of changes that would 
threaten their ability to continue mortgage pay-
ments. Lenders naturally want adjustments to 
occur often, to be unlimited, and to be reflected 
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in the size of monthly payments (thus adjusting 
cash f low and avoiding negative amortization). 
Borrowers hope to avert the risk of large changes 
in payments or in the maturity of their loans, 
particularly after experiencing a decade and a 
half of generally rising interest rates. 

Lenders must balance these lender and bor-
rower needs in their plans. This is particularly 
true if they operate in areas where competing 
lenders also are designing plans under the adjust-
able mortgage loan regulation and are offering 
other types of mortgages that may be more 
attractive to borrowers. 

Survey on Use of New Plans 
In order to see how quickly the new powers 

are being adopted and what types of instru-
ments are being offered, the Atlanta Fed studied 
the actual status of the adjustable mortgage 
loan at southeastern savings and loan asso-
ciations. We selected a representative cross-
sectional sample of 56 S&Ls, located through-
out Alabama, Florida, Georgia, Louisiana, Mis-
sissippi, and Tennessee (Table 1). 

In a questionnaire circulated in March, we 
asked lenders whether or not mortgages were 
offered under the new regulation and, if so, 
how many plans; the terms of each plan, 
whether long-term, fixed-rate mortgages and 
graduated payment mortgages were offered 
and, if so, the current rate for each, and whether 
or not balloon payment mortgages were offered. 

We found some smaller institutions hesitant 
to take advantage of their new freedom to 

Table 1 . Number of Savings and Loan 
Associations Sampled 

Asset Sixth State 
Class District AL FL GA LA MS TN 
($ millions) 

1,000 or more 4 
500 - 999 4 
1 0 0 - 4 9 9 23 

5 0 - 9 9 14 
0 - 4 9 11 

Total 56 
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Table 2. Types of Mortgages Offered 

Number Percent 
of of 

Mortgage Type Lenders Lenders* 

Adjustable loan only 17 30 
Adjustable loan and fixed-rate loan 17 30 
Adjustable loan, fixed-rate loan and 

other loan type 3 5 
Adjustable loan and graduated 

payment loan 1 2 
Adjustable loan and balloon loan 1 2 

Total offering adjustable loan 39 70 
Fixed rate loan exclusively 10 18 
Fixed rate loan and balloon loan 2 4 
Balloon loan exclusively 2 4 
No mortgage offerings 3 5 

Total in sample 56 100 
•May not add to 100 because of rounding 

design and offer adjustable rate mortgages. 
Associations offering the mortgage also shied 
away from changing the rate as frequently as 
they were allowed. Few limited the amount of 
rate changes at any one t ime or over the life of 
the mortgage, and few allowed negative amor-
tization. Most plans offered the same index to 
adjust the loan rate, but the original rate at 
which loans were made varied considerably. 
Adjustable loans generally carried a lower rate 
than fixed-rate loans made by the same insti-
tution. 

Almost 70 percent of the savings associations 
surveyed offered mortgages under the adjust-
able mortgage loan regulation. Associations in 
Tennessee and Florida were the most advanced 
in using the new powers, with 88 percent and 
80 percent of associations offering them, re-
spectively, in those states. Mississippi and 
Louisiana provided the fewest associations 
offering adjustable loans. Indeed, two asso-
ciations in Louisiana and one in Mississippi 
offered no loans of any kind at the t ime of our 
survey. Most savings institutions questioned 
which do not presently offer any adjustable 
loans stated that they plan to in the near future. 
Most said they had begun planning along those 
lines (Table 2). 

Most lenders offered a limited menu of 
adjustable loan plans. The 39 lenders that had 

introduced adjustable loans offered a total of 
52 plans from which borrowers could choose. 
Thirty-three lending institutions offered only 
one plan, while six offered more than one. One 
Mississippi association offered nine different 
plans, while savings associations in the other 
states offered no more than two. Twenty-seven 
percent of the sampled institutions offered 
just one adjustable mortgage loan plan, while 
25 percent offered a combination of one adjust-
able loan and one fixed-rate loan plan. Gra-
duated payment mortgages, offered either alone 
or with other options, were uncommon. 

Just 17 of the 56 surveyed associations offered 
contracts only under the adjustable mortgage 
loan regulation, and 1 7 offered no such plans. 
Most of the remaining associations offered 
both long-term, fixed-rate loans and adjustable 
loans, with a few offering graduated payment 
or balloon notes also. 

The proportion of associations offering ad-
justable mortgages varied with association size. 
All eight of the associations with assets greater 
than $500 million offered the loans, yet only six 
of the 11 with assets of less than $50 mill ion 
had adopted alternative mortgage loan programs. 
The percentage of lenders offering declined in 
the intermediate classes also (Table 3). 

The ability of a lender to match costs of funds 
and returns on mortgages under the adjustable 
mortgage loan plan depends vitally on the 
frequency of payment adjustments and the 
limits to payment adjustments written into the 
mortgage contract. Few limits on these features 
are found in the adjustable loan regulation, but 
the lenders surveyed took a fairly conservative 

T a b l e 3 . Assoc ia t ions Of fe r ing Ad jus tab le Rate 
Mor tgages , by Size 

Asset 
C'a s s Offering 
($millions) Number Percent in Size Class 

1000 or more 4 100 
5 0 0 - 9 9 9 4 100 
1 0 0 - 4 9 9 17 74 

5 0 - 9 9 9 64 
0 - 4 9 6 

40 

55 
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approach to the frequency of adjustment. The 
shortest period of adjustment was six months, 
found in only 13 percent of the 52 plans 
reported. Most plans—73 percent—had yearly 
adjustments. Seven plans adjusted less than 
once a year; two made adjustments only every 
five years (Table 4). 

In the absence of adjustment costs, one 
would suppose that lenders would adjust mort-
gage returns more frequently than once in six 
months in order to keep up with costs of funds. 
Less frequent adjustments may reflect a variety 
of factors. Most important of these is certainly 
the secondary market for adjustable mortgages. 
Both the Federal National Mortgage Association 
(FNMA) and the Federal Home Loan Mortgage 

T a b l e 4 . F r e q u e n c y of Ra te A d j u s t m e n t s 

Frequency (months) Number of Plans Percent of Plans 

6 7 13 

12 38 73 

24 1 2 

30 2 4 

36 2 4 

60 2 4 

Each alternative adjusts 
features in the mortgage 
contract to appeal to some 
group disadvantaged in a 
volatile, inflationary 
environment. 
2 8 

Corporation (FHLMC) have established arrange-
ments to purchase adjustable mortgages con-
forming to standard designs. The shortest inter-
est rate adjustment period for adjustable loans 
bought by FNMA under one of its standard 
loan designs is six months; the shortest adjust-
ment period under FHLMC standard designs is 
one year. 

The apparent distaste of borrowers for fre-
quent adjustments may also have influenced 
lenders, particularly in areas with several com-
petitors. Costs of changing payments and/or 
maturities more frequently may have been 
higher than benefits from such frequent changes 
to income. Further, many associations may 
have continued to tailor plans to the older 
variable rate mortgage regulation which limited 
associations to annual adjustments. Others 
may be in a market testing phase. 

In contrast to fairly conservative behavior in 
setting frequency of rate changes, the surveyed 
associations generally set liberal limits to rate 
adjustments. Per period limits were the same 
up and down in all plans. Almost 60 percent of 
the plans had no per period adjustment limits. 
Another 30 percent had limits of 2 percentage 
points. Of the remaining plans, most l imited 
adjustments to less than 2 points. Fully 92 
percent of the plans contained no adjustment 
limits over the lifetime of the loan. The remainder 
l imited lifetime adjustment to 5 points. 

The index used by a majority of the sampled 
plans to determine rate changes was the national 
average effective mortgage rate on existing 
homes computed by the Federal Home Loan 
Bank Board each month. Three-quarters of the 
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Table 5. Adjustable Mortgage Loan Index 

' " d e x N um ber of Plans 

National average mortgage rate 3 9 

National cost of funds 4 

Six-month Treasury Bills 4 

Three-year Treasury yield 2 

One-year Treasury yield 1 

Five-year Treasury yield 1 

FNMAcommitmentauct ion yield 1 

Total plans 52 

Table 6. Beginning Rates Charged on 
Adjustable Mortgage Loans 

Rate (percent) Number of Plans 

13 1 
14.5 1 
16 - 16.99 15 
17 - 17.99 12 

18 - 18.5 7 

36 

plans t ied changes to this index. Four asso-
ciations used the Bank Board's National Cost of 
Funds Index also published monthly; four used 
the six-month Treasury bill auction rates. The 
remaining plans used other Treasury securities 
rates, with the exception of one lender that 
adjusted its rate to the rate on four-month 
mortgage commitments at the FNMA weekly 
auction (Table 5). 

Lenders were faced with another trade-off 
between their interests and those of borrowers 
in structuring their approach to negative amor-
tization. The spread between the value of the 
lenders' security and the principal of a loan on 
that security declines when monthly payments 
are insufficient to cover interest payments on a 
loan. The lender thus assumes greater risk of 
being unable to collect the principal of the loan 
in case of default On the other hand, borrowers' 
apparent preference for level payments indi-
cates their preference for being allowed nega-
tive amortization should rates jump. But lenders 
may also have some additional risk if payment 
increases made to avoid negative amortization 
tend to increase defaults. 

Lenders that we surveyed generally allowed 
no negative amortization on adjustable loans. 
Four-fifths of the reporting institutions al lowed 
no negative amortization and would thus raise 
monthly payments enough to avoid negative 
amortization. Most of the other lenders imposed 
no limits. 

Although most plans covered in this survey 
used the same index to indicate changes in 
rates, there was a wide range in beginning rates 
charged on the adjustable mortgage loans. 

Lenders reported rates as low as 13 percent 
and as high as 18.5 percent. Rates clustered 
around the median of 17 percent (Table 6). 
Attempts to adjust for offering rates for closing 
costs were not very successful. Although the 
questionnaire included inquiries concerning 
closing costs, the data received indicate an 
inconsistency in the definition of "closing costs." 
In other words, the wide range of responses 
suggests that some institutions included an 
estimation of various fees as part of their 
closing cost quote, while others merely quoted 
an origination fee. Although this apparent in-
consistency makes any comparison of current 
rates to closing costs somewhat shaky, there 
does not appear to be any correlation between 
low current rates and high closing costs. 

Borrowers using adjustable mortgages bear 
more interest rate risk than those using long-
term, fixed-rate instruments if the fixed-rate 
instruments have no prepayment penalties. 
For this reason one would expect adjustable 
mortgages to carry lower offering rates than 
fixed-rate mortgages. The discount on the ad-
justable loans would be what is paid to the 
borrower for assuming the increased risk that 
interest rates wil l rise. Our survey indicated 
that the 20 associations offering both adjustable 
and fixed-rate loans generally priced the adjust-
able loans at a lower rate. Only three priced 
fixed-rate loans at lower rates and four priced 
adjustable and fixed-rate loans at the same 
rate. 

— Kathleen M. Auda 
and B. Frank King 
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