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Q: How do adjustable rate mortgages work? 

A: A first mortgage typically has a fixed interest rate, with the monthly payments being the 
same all the time.  

An Adjustable-Rate Mortgage (ARM) has an interest rate that can change periodically. 
These loans usually have a period of time in which the interest rate is fixed, commonly called 
the "initial rate," which can last from as little as a month to as much as 5 years.   

The frequency of a rate can change by the “adjustment period.” In the most common type 
of ARM, a 5/1 ARM, the initial rate is set for 5 years and the adjustment period is 1 year. This 
means that after the first 5 years of the loan, the rate can change every year.  

The Index and the Margin 

The rate of return on a major investment vehicle is called the London Inter-Bank Offer Rate 
(LIBOR). This is the interest rate that the world's largest banks charge each other for short-term 
loans.  This rate serves as the index for the ARM rate at many financial institutions.  To reflect 
an increased risk of lending to a single homebuyer and not an investment bank an ARM 
includes a margin. This is an additional interest rate the lender tacks on to the index rate. The 
margin is typically locked in for the duration of the loan. So if the LIBOR (index) rate is 1.33% 
and the margin is 2.5% points, 3.83% is your ARM Initial Rate.  If the LIBOR rate changes then 
your ARM rate changes.   

The LIBOR Rate from today is 1.33%; a one month ago it was 1.22% and last year 0.75%.   

Periods and Caps 

Fortunately, there's a limit to how often a lender can change the rate of the mortgage. 
Typically, ARMs don't have adjustment periods that are any longer than one year (after the 
initial period) or any shorter than one quarter. 

There are also limits on how much the interest rate can increase in one period; it’s called a 
periodic cap. No matter how high the index rate goes, your interest rate can't be increased 
in one period by more than a set percentage. If your ARM includes a 2% periodic cap, and 
the index rate increases by 3%, your rate will still only increase by 2%.  

That extra 1% isn't gone, though. Many ARMs include a carryover provision, which means 
rate increases that were prevented by a cap may be applied during the next period. Even if 
the underlying index decreases, your rate could still be increased by any amount that was 
capped out.  
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Another kind of cap that exists for ARMs is the lifetime cap. These caps provide a limit on how 
high the rate can go during the term of the loan. If the initial rate is 6% and your ARM has a 
lifetime cap of 6%, your interest rate can never go above 12% no matter how high the 
underlying index rates get.   

When are ARMs a good idea? 

The riskiness of ARMs makes them a tough option for many people, especially on a primary 
residence. Unless you're in a financial position to survive a mortgage payment doubling over 
the course of 10 years, an ARM can be hard to swallow. However, there are situations where 
the initial lower interest rate can make sense. 

If you're planning on selling the property before the initial period is over, the ARM can save 
you significantly on loan costs. If you intend to "flip" the house, or if your career involves 
frequent relocation, an ARM could be ideal for you. In this case, the gamble you're making is 
less about the performance of an index and more about the performance of your area's 
housing market. If demand drops, you could wind up holding on to an expensive mortgage 
or selling the house at a loss. 

Some people choose ARMs because they plan to refinance after the initial period. The lower 
initial interest rates let them make extra principal payments, and they can then get better 
terms on a 15- or 30-year fixed rate for the remainder of the loan. This can also be a risky 
move if the value drops. The refinance may not be enough to cover the initial mortgage 
amount, leaving borrowers in a difficult position. 

In general, choosing an ARM means planning to pay the balance of the loan before the 
end of the initial period. Otherwise, the unpredictability of the mortgage payment can make 
financial plans too complicated. Be sure to read and understand the terms of any 
mortgage, fixed or adjustable, before you sign! 
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