                   THE BASIC FACTS ABOUT YOUR MORTGAGE LOAN—P. 2
                                                  Definitions and Guidelines

This form gives you the basic facts, but some mortgages can be complicated and use unfamiliar terms.  For a good, borrower-friendly information source, try the Mortgage Professor on the internet: www.mtgprofessor.com, which includes detailed explanations of the technical mortgage terms in its “Glossary” and much other helpful information.
Terms used in this form:

The appraised value is what a professional appraiser estimates the house could be sold for in today’s market.
The type of loan determines whether and by how much your interest rate can increase.  If it can, your monthly payments will also increase—sometimes by a lot!  For example, in a “30 year fixed rate” loan, the interest rate is always the same.  In a “1-year ARM,” it will change every year.  In a “2/28 hybrid,” it will be the same for two years and then go up a lot, and change frequently after that.
The beginning interest rate is the interest you are paying at the beginning of the loan.  It is the rate which you will hear the most about from ads and salespeople.  But how long is it good for and what happens then?  In many types of loans, the rate will go up by a lot.  You need to know.

The fully-indexed rate is an essential indicator of what will happen to your interest rate and your monthly payments.  It is today’s estimate of how high the interest rate on an adjustable rate mortgage will go.  It is calculated by taking a defined “index rate” and adding a certain number of percentage points called the “margin.”  For example, if your formula is the “1-year Treasury rate plus 3%,” and today the 1-year Treasury rate is 5%, your fully-indexed rate is 5% + 3%= 8%.  This will always be higher than your beginning rate.
The index rates are public, published rates, so you can study their history to see how much they change over time.  If the index rate stays the same as today, the rate on your loan will automatically rise to the fully-indexed rate over time.  Since the index rate can itself go up and down, you cannot be sure what the future adjustable rate will be.  But in any case, you must make sure you can afford the fully-indexed rate, not just the beginning rate—which is often called a “teaser rate” for good reason.

The maximum possible rate is the highest your interest rate can go.  Most loans with adjustable rates have a defined maximum rate or “lifetime cap.”  You need to think about what it would take to make your interest rate go this high.  How likely do you think that is?
Your monthly income means your gross, pre-tax income per month for your household.  This should be an amount which you can most probably sustain over many years.  Make sure the monthly income shown on this form is correct!
Your monthly payment including taxes and insurance is the amount you must pay every month for interest, repayment of loan principal, house insurance premiums, and property taxes.  Expressed as a percent of your monthly income, this is called your “housing expense ratio.”  Over time, in addition to 
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any possible increases in your interest rate and how fast you must repay principal, your insurance premiums and property taxes will tend to increase.  Of course, your monthly income may also increase.  How much do you expect it to?
Your fully-indexed  housing expense ratio is a key measure of whether you can afford this loan.  It is the percent of your monthly income it will take to pay interest at the fully-indexed rate, plus repayment of principal, house insurance and property taxes.  The time-tested market standard for this ratio is 28%--the more over 28% your ratio is, the riskier the loan is for you.
A prepayment fee is an additional fee imposed by the lender if you pay your loan off early.  Most mortgages in America have no prepayment fee.  If yours does, make sure you understand how it would work before you sign this form.

A balloon payment means that a large repayment of loan principal is due at the end of the loan.  For example, a “7-year balloon” means that the whole remaining loan principal, a very large amount, must be paid at the end of the seventh year.  This almost always means that you have to get a new loan to make the balloon payment.

A “payment option loan” means that in early years you can pay even less than the interest you are being charged.  The unpaid interest is added to your loan, so the amount you owe gets bigger.  The very low payments in early years create the risk of very large increases in your monthly payment later.  Payment option loans are typically advertised using only the very low beginning or “teaser” required payment, which is less than the interest rate.  You absolutely need to know four things: (1) How long is the beginning payment good for?  (2) What happens then?  (3) How much is added to my loan if I pay the minimum rate?  (4) What is the fully-indexed rate?
“Points” are a fee the borrower pays the lender at closing, expressed as a percent of the loan.  For example, “2 points” means you will pay an up-front fee equal to 2% of the loan.  In addition, mortgages usually involve a number of other costs and fees which must be paid at closing.
Closing is when the loan is actually made and all the documents are signed.

“For Questions Contact” gives you the name and number of someone specifically assigned by your lender to answer your questions and explain the complications of mortgage loans.  Don’t be shy!
Reminder:  A good source of borrower-friendly information is the Mortgage Professor at www.mtgprofessor.com.
