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The Adjustable Mortgage Loan: 
Benefits to the Consumer and 

to the Housing Industry 

In the Southeast as wel l as the nation, sales of 
new single-family homes were extremely weak 
for the most of 1981 and 1982 (Chart 1). In fact, 
month ly sales for the U.S. were near a 10-year 
low before recovery began in the fall of 1982. 
The South (def ined as the South Census Region) 
fared only slightly better—last July's sales level:, 
(SA) were only about 14 percent above the 
bo t tom in 1974. Last fall's decl ine in mortgage 
rates d id bring about a spurt in activity, but sales 
still remain wel l be low levels of 1978-79. Figures 
for total loans closed by S&Ls reflect much the 
same—lending dur ing most of 1981 and '\9i)2 
was extremely weak. 

Though lending activity has improved slightly, 
October lending levels in the Sixth Federal Reseive 
District states (and in the nation) were running at 
only about 40 percent and 50 percent of their 
respective 1980 peaks (Chart 2). The reasons for 
the reduced lending activity are complex, but 
t w o important causes were the inabil i ty of po-
tential home-buyers to quali fy for mortgage's 
w i th historically high mortgage rates and the 
unwill ingness of those who could afford the 

Adjustable mortgage loan programs are 
reducing worries about two of the largest 
obstacles facing potential home buyers: 
uncertainty about whether mortgage 
rates will continue to fall and the difficulty 
in qualifying for mortgage loans in today*: 
interest rate environment. 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

January 1983



1 

Chart 1 . New One-Family Houses Sold 
[3 month moving average (SA)l 
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Chart 2 . Sixth District States: Total Loans 
Closed (S&L) 
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payments to get locked in on mortgages w i th 
such high rates. Even in late 1982, the home 
market—though improved—was still feel ing the 
effects of these two factors. The primary concern 
of the housing industry in such t imes should boi l 
down to: H o w can the consumer be ent iced and 
be made able to make home purchases? A partial 
solution may lie in the relatively new adjustable 

* mortgage loan (AML) programs initially designed 
to aid the lenders by lessening interest rate risk in 
an inflationary envi ronment . 

Lending inst i tut ions are adopt ing AMLs in 
order t o lower their risk of losses on mortgage 
loans attr ibutable to changing interest rates— 

.. w i th the result that more mortgage money is 
suppl ied or made available dur ing periods of rate 

• instability. Lenders wi l l make loans only if returns 
on loans offer a prof i table margin above the 
interest costs paid to depositors. The AMLs can 
help thrifts maintain the necessary margin above 
cost to make loanable funds available. A M Ls also 
can help some home buyers w h o do not or 
cannot enter the housing market because ei ther 
they are (1) wait ing for lower mortgage rates 
and/or (2) cannot af ford high month ly interest 
and amort izat ion charges. 

The basic A M L program can attract consumers 
who are wait ing for lower interest rates—even 
though these buyers can af ford the payments for 
available f ixed rate mortgages—because they 
believe their payments wi l l fall w h e n mortgage 
rates come down. The graduated payment ad-
justable mortgage loan (GPAML) can help certain 
qualifying buyers enter the market wi th low 

starting monthly payments who could not qualify 
at current ly high f ixed rates or standard A M L 
rates. Both types of plans can play critical roles in 
ent ic ing and qual i fy ing more buyers into the 
housing market. On the other hand, these ad-
justable mortgage loans carry risks not faced by 
the Amer ican home buyer since before the 
1930s.1 

_ The Adjustable Mortgage Loan. The A M L differs 
f rom a f ixed rate loan in that the interest rate 
charged is not p redetermined over the life of the 
loan—the rate varies according to an index of 
one of various possible interest rates or "costs of 
funds" for S&Ls.2 The month ly payments can go 
up or d o w n depend ing on whether the index 
goes up or down. Of course, this sounds risky— 
fortunately, the borrower can count on certain 
protect ive guidelines for AMLs which are set by 
the Federal H o m e Loan Bank Board (FHLBB) for 
federal S&Ls. These guidelines are very f lexible— 
A M L plans can vary considerably f rom thr i f t to 
thrift . The FHLBB allows for A M L opt ions in 
wh ich interest rate adjustments can be accom-
modated through changes in payment, principal 
outstanding, the length of the loan, or any com-
binat ion of the above. 

'Before the 1930s, all mortgages were, in essence, short-term rollover loans. 
The borrower had to be prepared to handle higher monthly payments should 
the interest rate on the "new" loan increase. Lenders risked having to lend at 
lower rates. 

i ns t i t u t i ons other than S&Ls—national banks and mortgage companies, for 
example—offer"adjustable" mortgages in the "gener ic" sense. In turn, other 
regulators besides the FHLBB enter the picture. Forfederal ly insured S&Ls, 
the FHLBB is the primary regulator. 
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A bor rowers risk of having larger monthly 
interest and amort izat ion payments should not 
be taken lightly. W i th unl imi ted adjustments or 
payments, changes in month ly bills can be rather 
large when the mortgage rate goes through an 
adjustment. For example, for a $70,000 loan 
balance wi th 25 years left in the mortgage term, a 
14 percent mortgage rate would require a monthly 
mortgage payment on principal and interest 
amount ing to $843. Were the interest rate to rise 
to 16 percent, the required month ly payment of 
$951 per month wou ld be $108 (almost 13 
percent) higher. On the other hand, if the interest 
rate should fall to 12 percent, the month ly 
payment wou ld fall to $737 per month.3 

Graduated payment A M Ls at tempt to alleviate 
the problem of inadequate income for credit 
requirements by changing both the month ly 
payment and credit rules. Let's look at a 17 
percent , $70,000, 30 year loan. First, t he 
borrower's month ly payments are be low the 
amount actually incurred from the accrual in-
terest rate.4 Though the actual interest cost is 
based on a 17 percent rate, the monthly payment 
is based on a lower payment rate—for example, a 
14 percent interest rate. Instead of $998 in 
principal and interest in payments in the first 
year, the buyer pays $843 toward the interest 
costs plus the actual amount due on taxes and 
insurance. Month ly P&l payments are reduced 
by $155. However, the borrower still owes the 
lender the $155 dif ference between the accrual 
rate and the payment rate which is added to the 
loan balance each month and which in turn 
accrues interest debt.5 

How do GPAMLs help buyers qualify for credit? 
GPAML guidelines quali fy the purchaseras if the 
mortgage rate really were the payment rate. In 
the above example, the home buyer could 
quali fy w i th $45,000 in family income (assuming 
that a .25 payment- to- income ratio is t h e only 
credit requirement). If lenders were wi l l ing to 
accept a payment- to- income ratio higher than 

3Large rate changes are not likely to occur overnight. Furthermore, changes 
in income and income tax considerations can alleviate some increase in 
interest rate payments. 

"The accrual interest rate is the rate by which interest debt is d e t e r m i n e d -
regardless of how much the monthly payment runs. The payment interest 
rate is the reduced rate used to determine the initial payments under a 
GPAML. 

5Since the $843 payment each month during the first year does not pay all 
interest costs (no principal is paid yet), the loan balance increases each 
month. Consequently, the dif ference between monthly payments and 
accrued interest debt will increase until the payment rate is at least equal to 
the accrual rate. a 

.25, lower income earners cou ld quali fy for the 
same loan. For example, at a .33 ratio, a $34,000 
family income wou ld qual i fy for a GPAM L (based 
on the 14 percent payment rate) whereas a 
$40,000 income wou ld be needed to quali fy at a 
17 percent interest rate. Similar analogies hold 
true for lower loan amounts. 

Borrowers are exposed to several risks w i th the 
GPAML Payments must "graduate" (increase) 
by 7.5 percent each year for the first three or five 
years, depend ing on the particular plan (Table 
1). Some GPAMs al low extension of the graduated 
payment period. At the end of the graduated 
payment period, the payment rate goes to the 
"marke t " rate—the most recent index rate, to-
gether wi th the margin as st ipulated in the bor-
rower's contract. 

During the graduated payment period, the 
loan balance is increasing rather than decl in ing 
as wou ld be the case wi th a f ixed rate mortgage. 
At the end of the graduated payment period, a 
larger loan balance must be f inanced and 
month ly payments wi l l j u m p unless index in-
terest rates have fallen. Finally, the GPAML 
carries the same risk as "s tandard" AMLs— 
interest rate increases can cause month ly pay-
ments to go up ( though the payment rate is 
guaranteed dur ing each step of the graduation 
period). 

Although these risks are substantial, the GPAML 
offers a young family wi th good potent ial for 
income growth a method of gett ing into the 
housing market w i thou t wai t ing unti l either 
interest rates drop or their income level rises. 

Shopping for AMLs in the Southeast: 
What are the Options 
and Trade-Offs? 

By now, many potent ial home buyers may 
have developed the impression that the thrifts 
are al lowed a great degree of f lexibi l i ty in 
wr i t ing adjustable mortgage loan plans. Can 
any qual i f ied customer actually walk into the 
nearest savings and loan inst i tut ion and request 
a custom designed AML? Wha t kinds of choices 
wi l l t he borrower actually have in terms of 
choosing A M L options? 

The Impact of the Secondary Mortgage Market 
on Plans Offered. The t ruth is that cu rrently S& Ls 
offer only eleven basic A M L plans. A considerable 
numbero f other plans exist but they are primarily 
minor variations of eleven basic A M L plans. 
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Table 1 . FNMA Graduated Payment Adjustable Mortgage Loans for Conventional First Home Mortgages 

Plan 2 GPAML Plan 4 GPAML Plan 6 GPAML 

Payment Graduation 

Graduated Payment 
Period 

Graduated Period 
Extensions 

Initial Payment 
Rate/Amount 

71/2 % per year 

3 years 

None 

Based on maximum allow-
able spread between mort-
gage interest rate and 
payment rate as follows: 

LTV1 

Above 90-95% 
Above 80-90% 
Below 80% 

Maximum 
Spread 

2.5% 
3.0% 
3.5% 

Subject to minimum initial 
payment rate quoted by 
FNMA. 

71/2 % per year 

3 years 

Borrower may elect 7Vz % 
limit on payment increases 
in years 4-6. 

Based on mortgage interest 
rate. Payment factor tables 
are published by FNMA. 

71/2 % per year 

5 years 

Borrower may elect 7V2 % 
limit on payment increases 
in years 6-10. 

Based on mortgage interest 
rate. Payment factor tables 
are published by FNMA. 

'Loan-to-value ratio. 

Source: FNMA Program Announcement, Number 21, March 18, 1982. Of the FNMA plans, only plans 2, 4, and 6 offer GP opt ions (and some "specially 
negotiated" plans). 

Opt ions available to the bor rower generally 
must come packaged together as one of these 
eleven. But w h o designs these plans, why are 
eleven basic plans offered, and just what features 
do these plans offer? 

In today's savings and loan industry, thri f ts are 
concerned w i th being able to maintain an ade-
quate level of loanable funds. In o rde r to increase 
l iquidity, thrifts o f ten sell loans in their por t fo l io 
to institutional investors. Money from sales of 
loans held is made available to new borrowers. 
In effect, thri f ts have become more and more 
merely the originators of loans—and usually 
servicers of loans—and do not keep the loans in 
their portfol io. This sell ing of loans in the secon-
dary mortgage market ( the home buyer and the 
S&L, bank, or mortgage company are part of the 
primary mortgage market) reduces interest rate 
risks for the original lender (thrifts) and makes 
more money available for home loans as money 
from investors fi lters through the secondary 
market back to the savings and loan associations. 

n FEDERAL RESERVE BANK O F ATLANTA 

These " f i l ters" are the agencies that set standard 
rules for the secondary market. In the Un i ted 
States, the Federal H o m e Loan Mortgage Cor-
porat ion (FHLMC) and the Federal Nat ional 
Mortgage Associat ion ( F N M A ) — c o m m o n l y re-
ferred to as Freddie Mac and Fannie Mae as 
der ived f rom the agencies' acronyms—are the 
pr incipal inst i tut ions that buy mortgages in the 
secondary market for investors. These agencies 
"poo l " mortgages by their various characteristics 
f rom S&Ls and other lending inst i tut ions and 
buy t hem for investors. 

In order to pool mortgages (and to maintain 
an investment qual i ty in these mortgage pools) 
FHLMC and FNMA set guidel ines for purchase 
of mortgages f rom S&Ls. Inc luded in these 
guidel ines for A M Ls are m i n i m u m y i e l d ( interest 
rate) requirements, available opt ions for AMLs 
(w i th in guidel ines set by the Federal H o m e Loan 
Bank Board), d o w n payment and c red i two r th i -
ness requi rements of the home b u y e r a n d other 
stipulations. FNMA offers eight basic programs 
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Table 2. FNMA1 and FHLMC2 Standard Adjustable Rate Mortgage Plans 

Plan 

FNMA 
1 

2 

3 

4 

5 

6 

7 

FHLMC 

1 

2 

Interest 
Rate 

Index3 

6 month 
T-bilis 

6 month 
T-bills 

1-year Treasury 
Security 

3-year Treasury 
Security 

3-year Treasury 
Security 

5-year Treasury 
Security 

FHLBB Series 
of closed loans 

FHLBB Series 
of closed loans 

FHLBB Series 
of closed loans 

FHLBB Series 
of closed loans 

Interest Rate 
Adjustment 

Period 

6 months 

6 months 

1 year 

21/2 years 

21/a years 

5 years 

1 year 

1 year 

1 year 

1 year 

' FNMA Summaries, May 1982. 

Payment 
Adjustment 

Period 

6 months 

3 years 

1 year 

21/2 years 

21/2 years 

5 years 

1 year 

1 year 

1 year 

1 year 

Maximum 
Interest Rate 
Adjustment 

Maximum 
Payment 

Adjustment 

± 5 % each 
21/2 years 

± 2 % each 
year 

± 2 % each 
year 

±7V2 % each 
6 months 

± 7 1 / 2 % 

each year 

± 1 8 % % each 
21/2 years 

JARM PILOT Adjustable Rate Mortgage Pilot Purchase Program, Federal Home Loan Mortgage Corporation, 1982. One might note that 
FHLMC's Plans 1 and 2 are basically the same as FNMA's Plans 7 and 8. However, thrifts may not necessarily sell to both in the secondary 
markeL There also exists the possiblity that margins between the two may vary as wel l as other features. 

t r e a s u r y indexes are based upon the weekly average yield. 

for AMLs plus three graduated payment AMLs 
whereas Freddie Mac offers only t w o standard 
programs. Table 2 out l ines the main features of 
each of these ten plans. Al though, FH LMC's two 
plans are basically the same as FNMA's Plans 7 
and 8, the required yields may dif fer as wel l as 
other technical features. However, from a buyer's 
view, there are only eleven basic A M L opt ions 
( inc lud ingthe three graduated paymen tAMLso f 
Fannie Mae based on Plans 2, 4, and 6). 

W i th i n FHLBB guidelines, thrifts have much 
room for designing their o w n A M L loan pack-
ages. However, mostS&Ls indiv idual ly o f fe ron ly 

one or two dif ferent plans.6 Shopping for various 
"op t i ons " usually must occur among di f ferent 
institutions rather than wi th in a single association. 
Thrifts are a l lowed varying degrees of f lexibi l i ty 
in terms of: (1) choosing the interest rate index, 
(2) sett ing the f requency of interest rate adjust-
ments, (3) sett ing the f requency of payment 
adjustments (which may not always necessarily 

6See Kathleen M. Auda and B. Frank King, "Adjustable Rate Mortgages: 
Southeastern S&Ls Interested but Cautious," Economic Review, Federal 
Reserve Bank of Atlanta, July 1982, pp. 24-29. For the current study, the 
survey sample is two less as a result of mergers. 
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coincide w i t h interest rate adjustments), (4) 
l imit ing percentage changes on interest rate 
adjustments, (5) l imi t ing percentage changes on 
payment rate adjustments, (6) a l lowing negative 
amort izat ion, (7) l imi t ing negative amort izat ion 
(if al lowed) to a specif ic percentage of original 
loan balance, and (8) a l lowing a change in the 
term of the loan (if there is negative amortization). 
Negative amort izat ion is the add i t ion of deb t to 
the original loan balance as a result of month ly 
payments being less than the actual interest 
due. The borrowers debt increases during periods 
of negative amort izat ion but at a rate lower than 
if no interest payment at all is made. Of course, 
thrifts, w i th the home owner, also set the original 
term of the loan, the initial interest rate, and 
specific loan-to-price ratios. The A M L programs 
are designed to fit needs of bo th the lender and 
borrower. But h o w do specif ic "op t i ons " work to 
meet the borrower 's need? 

Lower Cost Mortgage Rates Versus Reduced 
Risk. The lending and bor rowing of money— 
particularly over long periods of t ime—involves 
risk wh ich must be compensated. The higher 
the lender's risk, the higher is the charge (interest 
rate) by the lender to make the loan. Even 
adjustable mortgage loans are no t exempt f rom 
this very basic economic fact of life. But how 
does the compensation of risk affect the borrower's 
decision about A M L options? 

When thr i f ts set the init ial interest rate for the 
borrower under A M L plans, t w o factors must be 
considered: (1) the index chosen in the A M L 
plan and (2) the margin " requ i red " by the thr i f t 
in order t o cover lending expenses ( inc lud ing 
profit). Many S&Ls try to match the source of 
funds to the index used in adjustable mortgage 
loans—if 30 percent of a thri f t 's AMLs use the 
six-month Treasury bil l rate as an index, then 
approximately 30 percent of the thrift 's loanable 
funds should come f rom deposits w i t h a six-
month maturi ty. To cover expenses other than 
the cost of funds ( inc lud ing bor rower default) , 
thrifts must charge an interest rate higher than 
that paid to obta in the funds f rom depositors. 
This "ex t ra" interest cost is the margin added to 
the index rate. This margin is also needed since 
the t iming of changes in payments does not 
exactly co inc ide w i t h the t im ing of changes in 
the cost of funds as ref lected in the index rate. 
The S&Ls' cost of funds might go up six months 
before the extra cost can be passed on to the 
borrower—the margin helps cover this risk as 
well as other expenses. 

Borrowers wou ld like to maintain both low 
cost ( interest rate) and low risk (chance of 
interest or payment rate increases). Since trade-
offs do exist, wh ich opt ions tend to lower the 
borrower's interest costs and which, the bor-
rower' s risk? First, we look at how interest costs 
can be kept to a m in imum for the home-buyer. 
As a general rule, any constraint on the lender's 
abi l i ty to pass on the cost of funds wi l l tend to 
increase the margin between the index interest 
rate and the accrual interest rate. (The accrual 
interest rate is the actual interest rate by which the 
borrower's interest cost is incurred.) If the lender 
feels that the percentage change in the interest 
rate wi l l be l imi ted to such an extent that the 
increase in the cost of funds occasionally exceeds 
the max imum change a l lowed for payments, 
then the lender must charge more interest during 
periods when the change in the cost of funds is 
not so large (as ref lected in the indexes). Lender 
interest costs not recovered during periods when 
caps effect ively l imit changes in payment in-
creases must be made up by charging a higher 
overall margin. Limit ing percentage changes on 
either interest rates or payment rate adjustments 
typical ly results in a higher margin. 

The FHLBB has approved several indexes for 
use in A M L programs: (1) the national cost of 
funds, (2) the national average closing mortgage 
rate, (3) the FHLMC (Freddie Mac) week ly 
auct ion rate, (4) the s ix-month Treasury bil l rate, 
(5) the one-year Treasury bill rate, (6) the three-
year Treasury note rate, and (7) the five year 
Treasury note rate. Determinat ion of which index 
might af ford the lowest interest cost (over the life 
of the loan) for the borrower is di f f icul t to deter-
mine. Ne i the r the index no r the margin alone can 
be used as an indicator of lowest interest cost 
Interest cost is de termined by the " y ie ld "—the 
index rate wi th the margin added—on a mortgage 
plan. 

The di f f icul ty in determin ing wh ich index is 
"best" lies in the fact that the difference between 
various index interest rates—for example, the 
one-year Treasury security and the three-year 
Treasury security interest rate—changes during 
the different phases of the business cycle. During 
the peaks of business cycles, shorter te rm rates 
have even exceeded longer term rates, as was 
the case wi th one-year versus three-year Treasury 
securities during 1973-74 and 1978-79."Normally," 
short-term rates are lower. I n order to choose the 
"cheapest" cost index, the borrower should 
know the average expected—or as a substitute, 
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the historical—difference between the various 
index rates that one has as options. The consumer 
should then compare these differences with re-
spective required margins. Were the average 
rate for one index to be one percentage point 
lower than another and if the first index has a 
margin less than one percentage point higher, 
then this index is a better buy in terms of 
historical interest cost comparisons. The average 
interest rate of the first index plus its margin is 
less than the average index rate of the second 
plus its own margin. 

This type of analysis is somewhat dif f icult— 
changing expectations about interest rates as 
wel l as the length of t ime one plans to hold a 
mortgage can affect the analysis. In particular, 
if one plans to sell one's house after only two or 
three years, then one should consider index 
rate differences for only the periods of the 
business cycle reflecting the upcoming two or 
three years (if the next t w o or three years 
appear to be "expansionary," then compare 
interest rate dif ferences only for expansionary 
years). 

Avoidance of negative amort izat ion clauses 
also reduces the risk of the lender. Otherwise, 
thrifts risk making, in effect, unplanned loans to 
the borrower. If there is no opt ion of negative 
amort izat ion, the interest spread should be 
lower than otherwise. 

In short, to keep long-run interest costs to a 
min imum under AML plans, the borrower should 
compare long-run average differences in index 
rates w i th respective required margins, al low 
no caps on the percentage changes in either 
the interest rate or payment rate, and opt for no 
negative amortization clauses. As wi th standard 
f ixed rate mortgage plans, a relatively shorter 
loan term and a lower loan-to-price ratio en-
courage lower interest costs. 

Reducing Interest Rate Risk 
for the Borrower 

For some home buyers, getting the lowest 
costs of funds is the pr ime concern. However, 
for other home buyers, maintaining a relatively 
stable payment level may be more important. 
This is particularly the case w i th first-time 
buyers and low-to-moderate income families. 
Even though new f ixed rate mortgages (at 
modest interest rates and even at higher rates) 
are becoming less available, consumers still 

38 

want some degree of stabil i ty in the level of 
month ly payments. Many possible features for 
A M L plans are available to reduce the risk of 
changes (especially upward) in month ly pay-
ments. The two most important options for 
l imit ing changes in month ly payments are caps 
on the percentage change for the interst rate 
per adjustment per iod and for the life of the 
loan. Limits on interest rate changes have been 
up to 5 percent per per iod and the same for the 
life of the loan (when caps are offered). One 
word of warning for those desiring interest rate 
caps in an A M L program: Caps on downward 
changes are almost always wr i t ten into the 
contract on the same percentage terms as caps 
on upward changes. The borrower gains security 
against upward interest rate increases but loses 
potential gains f rom interest rate declines. 

One other way to lessen payment risk is to 
l imit percentage changes in the payment level. 
There is an important difference between limiting 
changes in payment rates and l imi t ing changes 
in interest rates. It is possible that changes in 
payment rates may be capped whereas changes 
in the interest rates are not. In such cases, 
should an increase in the interest rate be so 
large that the resulting payment increase ex-
ceeds the max imum al lowed, then negative 
amort izat ion occurs. The dif ference between 
the month ly interest and principal o w e d under 
the higher rate and the capped month ly pay-
ment is added to the loan balance. The im-
mediate risk of default is lessened but equi ty 
can be reduced or the loan balance can increase. 
Future month ly payments may be adjusted 
upward in order to amort ize a higher loan 
balance (of course, there is the possibil ity that 
lower interest rates in the future could again 
reduce month ly payments). 

If payment changes are restricted more than 
interest rate changes, then negative amortization 
is one of the methods of making up the difference 
between debt accrued and the actual monthly 
payment. Another method of making up this 
di f ference is for the term of the loan to be 
extended. The FHLBB does al low the term of 
the loan to be extended if negative amortization 
occurs. Ten years is usually the max imum 
extension (40 years is the max imum term 
al lowed by FHLBB guidelines). Negative amor-
tization and extension of term can be combined 
opt ions in the same A M L program. 

Some relatively " m i n o r " opt ions can be used 
to reduce payment fluctuations for the borrower, j 
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Table 3 . Types of AML Plans Offered by 
Surveyed S&Ls for Conventional 
First Home Mortgages 

Number of Percentage of 
Associations All AML 

AML Plans Offered Offering Plans Offered 

FHLMC, uncapped 18 21.1 
FHLMC, capped 9 10.6 
FNMA 1 1 1.2 
FNMA 2 4 4.7 
FNMA 2a 3 3.5 
FNMA 3 2 2.4 
FNMA 4 3 3.5 
FNMA 4a 2 2.4 
FNMA 5 1 1.2 
FNMA 6 7 8.2 
FNMA 6a 7 8.2 
FNMA 7 7 8.2 
FNMA 8 2 2.4 
Specially negotiated 14 16.5 
Not designed for 
secondary market 5 5.9 
Total plans offered 
by surveyed S&Ls 85 100.0 

To help maintain payment stability, the chosen 
AML could use a relatively long-term instru-
ment as an index and have long t ime periods 
between payment and interest rate adjustments. 
These features plus those ment ioned above 
can provide a greater measure of payment 
stability (however less than under fixed rate 
mortgages). However, the consumer must be 
aware that as payments become upward ly 
inflexible so do payments become restricted in 
falling. Furthermore, the transfer of interest 
rate risk back to the lender wi l l increase the 
cost of funds to some degree (however more 
stable payments may be). 

Plans Offered by S&Ls 
in the Southeast 

In order, to see what plan packages are 
available in the Southeast, the Regional Research 
Team of the Federal Reserve Bank of At lanta 
conducted a telephone survey of 56 S&Ls located 
thoughout Alabama, Florida, Georgia, Louisiana, 
Mississippi, and Tennessee. The sample was 
identical to that used in an earlier study by the 
Atlanta Bank dur ing March. This fo l low-up survey 
aimed specifically to determine the impact of 
FNMA and FHLMC on A M L plan offerings. This 
study also de termined whether or not AMLs 
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were becoming more acceptable to the thrifts in 
the Southeast. 

Of the 54 surveyed thrifts, 43 (80%) of fered 
at least one A M L plan. As shown in Table 3, the 
A M L plan of fered most frequently is the Freddie 
Mac "uncapped " A M L plan, fo l lowed by their 
" c a p p e d " A M L and then Fannie Mae's Plan 6, 
6a, and 7. The other plans set by FNMA and 
FHLMC are less f requent ly of fered by S&Ls. 

S&Ls that offer AMLs are tend ing to shy away 
f rom t w o features that best attract customers to 
AMLs. On ly 44 percent of the S&Ls surveyed 
offer A M L plans w i t h caps on the percentage 
increase in either the interest rate adjustment or 
payment adjustment. Also, only 26 percent of 
the thrifts gave borrowers a choice of a graduated 
payment A M L Of the thri f ts of fer ing AMLs, 16 
percent were lending w i th both capped A M L 
programs and CPAMLs. Almost half of the thrifts 
of fered borrowers no choice of either capped or 
graduated payment AMLs. 

The primary choices of fered by S&Ls to bor-
rowers are di f ferent indexes for the mortgage 
rates and some choice in the t ime be tween 
payment adjustments. For consumers w h o pro-
bably cannot foresee wh ich index—for example, 
the FHLBB series on closed loans in FHLMC's 
uncapped A M L versus the five-year Treasury 
security rate in FNMA's Plan 6—wi l l prov ide 
lower overall interest cost dur ing the life of the 
loan, a choice between index instruments is not 
much choice. However, consumers do like to be 
able to guarantee the constancy of payments for 
di f fer ing lengths of t ime—for example, a five-
year adjustment per iod instead of a one-year 
adjustment period. Also, since consumers do like 
the idea of not taking all of the interest rate risk, 
AMLs might become more popular should more 
A M L plans of fered by S&Ls be based on FNMA's 
Plans 1, 3, 5, and 8 and FHLMC's capped A M L 
plan. These plans l imit some risk by placing caps 
on possible interest rate or payment increases. 

In fairness to the lender's perspective, thrifts 
have been somewhat reluctant to offer A M L 
plans wh ich l imit payment adjustments because 
the negative amort izat ion increases risk as the 
borrower's loan balance increases. Thrifts have 
avoided offering A M Ls wi th interest caps because 
these caps reduce the lending insti tut ion's abi l i ty 
to increase revenue dur ing periods w h e n costs of 
funds increases. Likewise, graduated payment 
AMLs are not f requent ly made available to bor-
rowers because of the extra risk and because the 
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negative amortization places an immediate three-
to five-year drain on a thrift 's cash flow. 

What k ind of diversity can the home buyer f ind 
in A M L plans? Based on our survey, the opt ions 
available are a lot more restricted than is impl ied 
in the initial guidelines set by the Federal Home 
Loan Bank Board. The secondary market has 
l imi ted opt ions considerably to eleven basic 
plans. Furthermore, thrifts f ind many of these to 
be unattractive f rom the lender's v iewpoint and 
of ten do not offer but a l imi ted number of 
choices in A M L plans. In fact, in the Federal 
Reserve Bank of Atlanta's survey, 67 percent of 
S&Ls using AMLs offered only one A M L plan; 23 
percent offered either two or three; and only 9 
percent of these thrifts offered four or more 
di f ferent A M L plans. 

Obviously, for the home buyer to have much 
choice, shopping must be done among S&Ls— 
not just at one thrift. Should a consumer desire a 
combinat ion of features not found in any of 
FHLMC's or FNMA's standard plans, there is a 
possibil i ty that some associations of fer"special ly 
negotiated" A M L programs such that either Fannie 
Mae or Freddie Mac agree to buy mortgages 
using special A M L features. FNMA reports that a 
large percent of their purchases involve specially 
negotiated plans. However, these plans are usually 
combinat ions of standard A M L plans or typically 
have minor changes such as lower initial payments 
for GPAM Ls or slightly larger interest or payment 
caps. 

AMLs: Increasing Use by Thrifts 

H o w large a role wi l l AMLs play in housing in 
the near future? Chart 3 indicates the growing 
importance of AMLs in ful ly amort ized loans 
f rom S&Ls over the last year and a half. AMLs as a 
percentage of fully amort ized loans by S&Ls have 
grown constantly since the middle of 1981. (The 
large j u m p from August to September 1981 
resulted from clarif ication of A M L guidelines by 
the FHLBB, FHLMC, and FNMA. The importance 
of the secondary market is seen in the fact that 
thrifts wai ted for clarif ication of A M L guidelines 
by these secondary market institutions.) Over45 
percent of all new loans in the FH LBB's estimate 
of ful ly amort ized loans were AMLs. 

Thrifts in the Southeast are experiencing a 
w ide degree of acceptance of adjustable loans. 
However, our survey indicates that most thrifts 
desire to shift toward even greater use of AMLs. 

Chart 3. Adjustable Rate Mortgages as a 
Percentage of Estimated Fully Amortized 
New Loans by S&Ls in the United States 

% 

Source: Federal Home Loan Bank Board 
Washington, DC. 

Of those offer ing AMLs, 70 percent preferred to , 
"push" AMLs, 21 percent preferred to promote 
f ixed rate or other mortgages, and 9 percent had * 
no preference. Already many S&Ls in the South- K 

east are making more extensive use of AMLs. 
Almost two-thirds of these thrifts surveyed had i 
new loans, since 1982, that were more than 25 
percent AMLs: 51 percent of these thrifts had 
over half of their 1982 home mortgage closings ,, 
in A M L programs and 42 percent had over three-
fourths of their new home loans as AMLs. 

The AML's Impact on Housing Recovery 
Two of the largest obstacles facing potential 

home buyers are the uncertainty about how # 

rapidly the current relatively high mortgage rates 
wil l fall and the diff iculty in quali fyingfor mortgage -
loans in today's interest rate environment. The f 

A M L and the GPAML reduce the impact of these f 
difficulties. Our survey demonstrated that these . 
plans already have had a significant impact on 
the housing market. Some financially knowledge- -
able high income earners could afford a high ^ 
interest rate but refuse to get locked in to 
relatively high f ixed rate mortgages for 20 to 30 
years. W i t h the belief that interest rates wi l l 
decline significantly in the future, these home 
buyers have been wi l l ing to pay high rates now, 
knowing that they wi l l automatical ly take advan-
tage of lower rates as the indexes decl ine for * 
A M L interest rates. 
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W i t h the recent decl ine in interest rates, some 
of the S&Ls have been wi l l ing to help buyers 
qualify for a mortgage loan w i th GPAMLs. Buyers 
quali fy as if the market rates were as much as 6 or 
7 percentage points lower than is the case for 
f ixed rate or A M L plans. Instead of requir ing 
borrowers to have the income to pay on a 15 to 
17 percent mortgage, lenders have wr i t ten A M Ls 
wi th initial payments based as if the mortgage 

, rate were 10 to 12 percent. Thrifts and buyers 
expect incomes to rise and hope interest rates 
wi l l decl ine to keep payments " low. " 

t But the biggest impact f rom AMLs and GPAMLs 
may be yet to come. Loan officers freely admi t 
that many would-be buyers are wary of adjustable 
plans. These buyers bel ieve that interest rates 
can only go up. Some buyers are truly " f r om 
Missouri"— everyone tells them that interest 
rates have to fall somet ime soon, but they won ' t 
believe it unt i l they see it. Throughout the 
Southeast, loan officials have stated that after 

1 interest rates have dec l ined for several months, 
many home buyers wi l l be wi l l ing to j u m p on the 
A M L bandwagon. 

A Temporary Shift from AMLs? Toward the end 
of the Atlanta Bank's survey some loan officers 
felt that the secondary mortgage market was 

j shift ing preference toward f ixed rate mortgages. 
Investors were wi l l ing to buy mortgages w i th 

\* relatively high f ixed interest rates. Investors ap-
parently bel ieved that interest rates had peaked. 
Furthermore, since the secondary market was 

4 

making commi tmen ts to buy these mortgages, it 
apparent ly bel ieved that the meu ium- te rm (7-
10 years)7 inf lat ion and interest rates were under 
control ; otherwise, investors risk lending at rates 
less than inflation. These investors preferred to 
lock in at relatively high interest rates rather than 
buy AMLs wh ich wou ld have lower yields as 
interest rates possibly dec l ined even futher. 
Data f rom the FHLBB suggest that such a shift 
actually began in June 1982.8 The drop in FHA/VA 
rates late in 1982 also cont r ibuted to this shift. 

The key quest ion in terms of the future of 
AMLs is: At what interest rate level wi l l investors 
no longer risk lending w i th long-term f ixed rates? 
Wi l l investors get "queasy stomachs" in the 12-
13 percent range for 30-year f ixed rate mortgages? 
In the 10-11 percent range? Or perhaps even 
lower? The concern of many loan officers is that 
the thri f ts should never again get "s tuck" w i th 
low-yie ld ing f ixed rate mortgages dur ing periods 
of inf lat ion and high interest rates for funds. Most 
loan officers feel that investors wi l l feel the same 
way once they finish taking advantage of what 
they hope are peaked mortgage rates and return 
to purchasing larger amounts of A M L mortgage 
pools. Once the mortgage interest rates decl ine 
to the level at wh ich investors can no longer 
"s tomach" long-term f ixed mortgages, AMLs wi l l 
possibly become more deeply e m b e d d e d in the 
psychology of the mortgage market and housing 
industry. 

—Gene D. Sullivan 
and R. Mark Rogers 

* 

* f 
i's 

4 

'The average life of a mortgage is in the 7-10 year range, since many home 
buyers sell their homes and pay off old mortgages in the process of buying 
"new" h o m e s 

"The downward shift in the percentage of AMLs may be partially caused by 
the implementat ion of state and local bond issues for improving the housing 
market. Most of these programsof feredbelow-market f ixed-rate mortgages. 
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