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CHAPTER 5.  ARMs (ADJUSTABLE RATE MORTGAGES)





5.01  POLICIES AND PROCEDURES





	The policies and procedures with respect to fixed rate guaranteed loans cited in chapters 1 through 4 of this manual and M26-3, chapter 2, section II, will, for the most part, be applicable to ARMs.  Therefore, unless specifically stated otherwise, the policies and procedures set forth in the above named references, when applicable, will be followed.





NOTE:  	In several of the examples in this chapter, intermediate figures have been rounded to provide clearer step-by-step instructions.  However, in actual calculations, only the final figure should be rounded to provide for more accurate and consistent results.





5.02  DEFINITIONS





	a.  Adjustable Rate Mortgage.  A home loan in which the interest rate and monthly payments for P&I (principal and interest) may change during the life of the loan.  It differs from a fixed rate loan in that, in fixed rate loans, the P&I payments and interest rate are constant.  These loans differ from GPMs (graduated payment mortgages) because with GPMs, the payment amount increases over the first 5 years of the loan while the interest rate remains the same (see M26-1, par. 3.24).





	b.  Initial Interest Rate.  This is the interest rate that will be charged for the first year of the loan and may remain in effect for 12 to 18 months, depending on the change date set out in the terms of the loan.  The initial interest rate is agreed upon by the lender and the veteran and must be reflective of adjustable rate lending.





	c.  Change Date.   The date when the annual adjustment of the interest rate will occur, which is disclosed in the documents signed at loan closing.  The initial change date must occur between 12 and 18 months after loan closing, and annually on the same date thereafter.  The new interest rate does not become effective until the first day of the following month.





	[d.  Index.  The index is the base interest rate in the formula lenders and loan holders are required to use when making the annual interest rate adjustment on VA-guaranteed ARM loans.  It is equal to the rate for One Year Treasury Constant Maturities (TCM),  which is published weekly by the Federal Reserve Board and reported in financial journals,  newspapers, and on the Internet.  A historical listing of One Year TCM rates is available on the Internet at: http://www.bog.frb.fed.us/releases/h15/data/wf/tcm1y.txt, and it is updated quarterly.  NOTE:  The “1” in “tcm1y” is the numeral “1”.  If a recent rate is needed before it becomes available following the quarterly update, weekly updates are available at http://www.bog.frb.fed.us/releases/h15/.   
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Stations accessing the weekly updates should use caution in ensuring that they use the “week-ending” figure for One Year TCMs, rather than the daily figure.  Any station experiencing difficulty accessing these web sites should contact Central Office (261) for assistance.  TCM rates should be rounded to the nearest 1/8 using the following chart:  





	Decimal        =          Fraction                 Decimal           =                  Fraction


            .9375 - .0624                     0                     . 4375 - .5624                       1/2


            .0625 - .1874                     1/8                   .5625 - .6874                       3/8


            .1875 - .3124                     1/4                   .6875 - .8124                       3/4                                                                                                                                                                                                


            .3125 - .4374                     3/8                  . 8125 - .9374                       7/8]





	e.  Margin.  The margin is a percentage that is added to the current index to establish the annual calculated interest rate on the ARM loan.  The amount of margin remains constant throughout the life of the loan.  The typical margin is 200 basis points or 2 percent.  It may be higher but is not expected to be greater than 300 basis points or 3 percent.





	f.  Interest Rate Cap.  The interest rate cannot increase or decrease more than 1 percent per year.  Also, it cannot increase or decrease to more than 5 percent above or below the initial loan interest rate at any time during the life of the loan.





5.03  CALCULATING THE NEW INTEREST RATE





	a.  Establishing the Appropriate Index.  As noted in paragraph 5.02d, the loan holder is required to use the most recent weekly index available 30 days before the change date when calculating the new interest rate.





	Example I.  If an ARM loan closed on August 25, 1992, and the loan documents show that the change date is November 2, then the holder should have performed the first check on October 4, 1993, and on this date in subsequent years.  In 1993, October 4 fell on Monday.  The most recent week ending index for One Year Treasury Constant Maturities is for the week ending Friday, October 1, 1993.  Even though the Federal Reserve Board Statistical Release H.15(519), for the week ending October 1, 1993, was dated on October 4, 1993, the information is readily available and the loan holder must calculate the interest rate adjustment based on the rate quoted for the week ending October 1, 1993.





b. 	Determining the Calculated Interest Rate.  The margin is added to the appropriate index and then rounded to the nearest one-eighth percent to establish the calculated interest rate.
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	c.  Interest Rate Caps.  The calculated interest rate is compared to the existing rate and subjected to the interest rate caps to determine the new interest rate.





 If the two differ by 1 percent or less, the calculated interest rate will become the new (adjusted) interest rate.





 If the calculated interest rate is more than 1 percent higher or lower, the new interest rate will be only one percent higher or lower than the existing interest rate.





    (3)  If the calculated interest rate is the same as the existing interest rate, the adjusted interest rate will not change.  





    (4)  The initial interest rate plus or minus 5 percent represents the maximum and minimum interest rate that may be charged on the loan, respectively.  If the calculated rate falls outside these limits, then the new interest rate will be the appropriate maximum or minimum.
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	Example II.  The initial interest rate is 10 percent for the first year and the annual adjustments will be calculated using a margin of 2 percentage points.





	Year	Index	+	Margin	=	Calculated Interest	New Interest


						              Rate		 Rate	


	1	N/A		N/A			N/A		10%*


	2	9.5		2.0		(9.5 + 2.0 = 11.5)	11%


	3	9.0		2.0		(9.0 + 2.0 = 11.0)	11%


	4	10.5		2.0		(10.5 + 2.0 = 12.5)	12%


	5	8.5		2.0		(8.5 + 2.0 = 10.5)	11%	


    * initial rate


	(a)  In year 2, the calculated interest rate (index plus margin) is 11.5 percent.  Because this is more than one percent above the initial interest rate, the new interest rate is 11 percent.





	(b)  In year 3, the index decreases .5 percent from 9.5 to 9 and the calculated rate is 11 percent.  The interest rate remains the same as the previous year.





	(c)  In year 4, the index increases 1.5 percent from 9 to 10.5 percent and the calculated interest rate is 12.5 percent.  However, because of the 1 percent ceiling on interest rate changes, the new interest rate is only 12 percent.





	(d)  In year 5, the index decreases 2 percent from 10.5 to 8.5 percent.  After adding the margin, the calculated interest rate is 10.5 percent.  However, since the 1 percent limit is also imposed on the rate change, the new interest rate will return to 11 percent.





5.04  CALCULATING THE NEW PRINCIPAL AND INTEREST AMOUNT.  A new monthly P&I payment is calculated every year at the time the interest rate is changed.  The interest rate becomes effective the first day of the month following the change.  The new P&I payment becomes effective the following month, and is calculated to repay the unpaid principal balance in full at maturity at the new interest rate through substantially equal payments.  This is done by multiplying the current principal balance by the P&I constant (hereafter referred to as simply the constant) found in any recognized amortization book.  If the account is delinquent at the time the interest rate change occurs, the new P&I payment must be calculated using the scheduled principal balance (the principal balance that would have occurred if all scheduled payments had been made in accordance with the loan agreement).





a. 	Changes Occurring on the Anniversary of the First Payment  





	Example I.  The interest rate is to be adjusted when there are 29 years remaining on the loan (12 payments have been made).  The current principal balance is $98,796 (98.796 x $1,000) and the new interest rate will be 7 percent.  In an amortization book, refer to the 
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table for 7 percent loans with a 29 year amortization on a $1,000 loan balance.  The constant is $6.721301 per thousand:





			98.796 x $6.721301 = $664.04





The monthly payment necessary to amortize $98,796 over 29 years at 7 percent is $664.04.





	b.  Changes Occurring on Other Than the Anniversary of the First Payment.  Figuring the constant on these loans is more complicated than on those mentioned in subparagraph a above, because most amortization books only contain tables for amortizing over full years.  In order to figure the constant to amortize a loan over years and months, a mathematical process called interpolation must be used.  This method seeks to find the value of an unknown variable (the constant when a whole year is not involved) by placing it between two known variables (whole year constants).  





NOTE:  The result of this method is only an estimate.  The larger the numbers used and the further the distance between the two known variables, the less accurate the estimate.  Also, when calculating payments, always round up to the nearest whole cent.  Rounding down will result in the payment being too small, and the loan will not amortize over its term.





	Example II.  The interest rate change is occurring when there are 21 years, 8 months remaining on the loan (100 payments have been made).  The current principal balance is $85,125 (85.125 x $1,000).  The new interest rate will be 7 percent.  The constant for 7 percent at 22 years is $7.434242, and at 21 years is $7.584718. 





Remaining Time On Loan


(years)	22										    21


(months)12     11      10      9      8	7	6	5	4	3	2	1	      0


	  I		          I							                    I


Constant: $7.434242 	          ?							      $7.584718





THE PROBLEM:  What is the constant for 7 percent at 21 years and 8 months?





	I	-		$0.150476						I


	I 		?		I





(1) 	The first step of the problem is displayed graphically above.  The difference in the constant for 22 and 21 years is $0.15.  (Remember, in this example, rounded figures are being used.  In actual calculations, the final answer is the only figure rounded.)  An
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estimation of the difference between the constant for 22 years, and for 21 years, 8 months is needed.  Four months is 33.33 percent of 12 months (4/12 = .3333).  What is 33.33 percent of $0.15?





				.3333 x $0.15 = $0.05





(2) 	If $0.05 is added to $7.434242, an estimated constant of $7.484242 is obtained.  


				


85.125 x $7.48242 = $637.10


	


	(3)  The payment necessary to amortize $85,125 at 7 percent over 21 years and 8 months is $637.10.





	c.  Changes For Unpublished Interest Rates.  Another complication requiring interpolation occurs when the specific interest rate is not published in an amortization book.  Many books publish interest rates in increments of one-quarter, but the program allows for interest rates in increments of one-eighth.  As before, it is necessary to find two known variables and try to place the unknown between them.





	Example III.  The interest rate adjustment is occurring on a loan with 23 years remaining (84 payments have been made).  The current principal balance is $67,293 (67.293 x $1,000), and the new interest rate will be 8-3/8 percent (8.375 percent).  The amortization book does not publish constants for 8-3/8 percent, but the constant for 23 years at 8-1/4 percent and 8-1/2 percent respectively are published as $8.096997 and $8.260866, respectively.  The problem is graphically displayed below:





Interest Rate		8-1/4%		8-3/8%		8-1/2%


			    I		I		I


Constant:		$8.096997	?		$8.260866





The Problem:  What is the constant for 8-3/8 percent at 23 years?


	


	I	$0.163869	I


			I	?	I


(1) 	The difference in the constants for 8-1/4 percent and 8-1/2 percent is $0.16.  One-eighth is 50 percent of one-quarter ( .125 / .250 = .50 ).  What is 50 percent of $.16?





				.50 x $0.16 = $0.08





	(2)  To obtain the estimated constant add $0.08 to $8.096997.  The constant is $8.176997.





				$8.176997 x 67.293 = $550.25
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	(3)  The payment necessary to amortize $67,293 at 8-3/8 percent over 23 years is $550.25.





	d.  Changes Involving Unpublished Rates and Change Dates Not Falling on the Anniversary of the First Payment.  Finding the constant in these situations is a long process that will not be fully displayed here.  First, the constant must be found for the two (non-anniversary) neighboring interest rates using the procedure in the example in subparagraph b above.  Then the constant corresponding to the unpublished interest rate must be found using the results obtained and the method found in subparagraph c above.





	Example IV.  Assume the information provided in example II is the same, except for the interest rate, which will be 7-1/8 percent in this example.  Using the technique in example II, the constants would be $7.484242 and $7.638445 for 7 percent and 7-1/4 percent at 21 years, 8 months, respectively.  These results and the technique in example III will result in a constant of $7.561344.





			85.125 x $7.561344 = $643.65





The payment necessary to amortize $85,125 at 7-1/8 percent over 21 years, 8 months is $643.65.





5.05  COMPUTING AN ARM CLAIM.  The procedure for processing a claim under loan guaranty for an ARM differs from the procedure for computing fixed rate loan claims in any area involving the use of the interest rate.  The following paragraphs describe the specific areas that differ, and the appropriate method to calculate.  Any process not specifically mentioned remains the same for fixed rate mortgages and ARMs.  The guidelines set out in chapters 2 and 3 should be followed.





	a.  Additional Information Required with the Claim.  In addition to the normal documentation that the loan holder submits with VA Form 26-1874, Claim Under Loan Guaranty, the following information will also be required:





	(1)  Margin





	(2)  Interest Rate Changes (the following information will be required for each change date.)





	(a)  Date of Adjustment


	(b)  Index


	(c)  New Interest Rate


	(d)  New P&I Payment


(e) 	Principal Balance at Each Change Date

















5-6


�
July 12, 1995                                                                                                              M26-4


                                                                                                                                  Change 9


	(3)  Prepayments to Principal


	(a)  Date of Prepayment


	(b)  Amount of Prepayment





The purpose of the additional information is to verify the interest rate change(s), new interest rate(s), and new P&I amount(s) made by the holder, validate these changes and amounts, and compare the results against VA's calculated amortization of the loan.





	b.  Verifying the Principal Balance





	(1)  Verifying the principal balance is most easily accomplished if a full set of ledgers is available.  At the very least, a list of all payments to principal, the interest rates assessed through the course of the loan, and the P&I payments charged through the course of the loan, will be needed.  The latter two should be verified using the techniques found in paragraphs 5.03 and 5.04.  The claims examiner must exercise considerable care when verifying the holder's principal balance.  Errors have a compounding effect.  Once an error is made, it is difficult to locate and time consuming to correct because all computations after an error is made will be incorrect.  Therefore, the claims examiner will need to make comparisons throughout the payment history of an ARM loan to verify principal balances as calculated by VA and presented by the holder.  These comparisons should be made each time the interest rate or P&I payment changes (these usually happen simultaneously) and when a prepayment to principal is made.  To calculate the correct principal balance, the following figures must either be calculated or found in the amortization schedule book:





PB = The principal balance, expressed in thousands (PB / 1000), at origin of the period 	in question (since origination, last P&I change, or last payment to principal, whichever is later) 


M = Figure from the monthly payment table for a $1,000 loan at the given interest rate for the length of time of the period in question (found in amortization schedule book)


P = The amount of the monthly P&I payment that was (or should have been) charged over the period of time in question


I = Monthly interest on $1000 at the interest rate in question figured as follows:





			$1000 * annual interest rate


				12





These figures are then applied in the following formula to obtain the correct principal balance:


				[ PB  *  M ] -  P 


				[ M  -  I ] / 1000
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	Example I.  The mortgage company reported that the principal balance at the first interest rate adjustment was $82,250.07.  The loan amount was originally $83,000.00.  The rate adjustment became effective after 13 payments, changing from 8 to 8.25 percent, and the monthly P&I payment prior to the change was $609.02.





PB	=	$83	=	$83,000         =	The principal balance expressed in


				1,000		thousands


M	=	$80.560519	=		The figure given on the monthly payment


						table for a $1,000, 8 percent loan at 


						13 months


P	=	$609.02	=			The correct P&I payment


I	=	$6.67	=	$1,000 * .080  =   One month of interest at 8 percent on 


				       12		$1,000


	


			[$83 * $80.560519] - $609.02	=	$82,250.11


			[$80.560519 - $6.67] / 1,000





The mortgage company balance of $82,250.07 is reasonably correct.  Continue to use the balance figure that you came up with until verification has been completed.  However, checking the figure against the mortgage company's after each calculation might show an early warning of a mistake.  The entire verification process can be a very long and time consuming process.  A mistake early in the process will necessitate reworking the entire problem.


	Example II.  The borrower on the loan in example I above sent in an extra $200.00 with the 20th payment to be applied to principal.  The interest rate at that time, as mentioned in the example, was 8.25 percent.  The P&I payment was $623.46.  The principal balance at the last adjustment or payment to principal (as figured in the example), was $82,250.11.  The mortgage company reports that after the 20th payment and the prepayment were applied, the principal balance was $81,639.01.





PB	=	$82.25011


M	=	$146.812630      = The figure given on the monthly payment table for a $1,000, 


				   8.25 percent loan at 7 months


P	=	$623.46


I	=	$6.88	            =  One month of interest at 8.25 percent on $1,000





			[$82.25011 * $146.812630] - $623.46	=	$81,838.63


			[$146.812630 - $6.88] / 1,000





$81,838.63 is the principal balance after the 14th of the 20th payment has been applied.  However, the prepayment of $200.00 must be subtracted, resulting in a principal balance of $81,638.63.  This amount is reasonably close to the holder's figure.
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	(2)  When the entire verification process has been completed, if the principal balance as calculated by VA is within $10.00 of the holder's principal balance, the holder's figure should be used in calculating the claim.  If the difference is more than $10.00, the holder should be contacted to determine the reason for the difference, and the correct figure should be used on the claim.





	c.  Calculation of Interest Due





	(1)  Interest Due on Principal.  Figuring interest due on the principal balance on an ARM claim may require that differing interest rates be applied over the course of a delinquency.  The interest begins accruing on the first date of the month preceding the date of first uncured default, and continues to accrue until either the sale date or an interest cutoff imposed under 38 CFR 36.4319(f), 36.4321(b), or 36.4325.





	Example III.  The date of first uncured default on a loan was December 1, 1991.  The principal balance at that time was $56,322.05, and the interest rate was 8.0 percent.  Two interest rate changes to 8.5 percent and 8.375 percent became effective on March 1, 1992, and March 1, 1993, respectively.  38 CFR 36.4319(f) was invoked and was effective on April 15, 1993.  Foreclosure took place on June 3, 1993.  How much interest is payable on the claim?





Daily interest is calculated by dividing the interest rate by the number of days in the year and multiplying this by the principal balance.  This sum is then multiplied by the number of days the interest rate was in effect.  Once this is completed for all the involved periods and interest rates, the results are added together to give the total interest due.  This problem is complicated by the fact that 1992 was a leap year.  Daily interest during 1992 must be figured based on a 366 day year.





PB = $56,322.05





11/1/91	- 12/31/91	;	8.000% / 365 days * 61 days *	PB  =	$753.02


1/1/92	- 2/29/92	;	8.000% / 366 days * 60 days *	PB  =	738.65


3/1/92	- 12/31/92	;	8.500% / 366 days * 306 days *	PB  =	4002.56


1/1/93	- 2/28/93	;	8.500% / 365 days * 59 days *	PB  =	773.85


3/1/93	- 4/15/93	;	8.375% / 365 days * 46 days *	PB  =	620.02


TOTAL									$6,888.10





$6,888.10 is due on the claim as interest on the principal balance.

















                                                                                                                                                     5-9�
M26-4                                                                                                                    July 12, 1995


Change 9





	(2)  Interest Due on Advances  





	Example IV.  On the loan in example III above, two advances were made:





	11/02/92	Taxes		$565.38


	02/15/93	Insurance	$300.00





11/2/92	- 12/31/92	;	8.500% / 366 days * 60 days *    $  565.38 =             $7.88


1/1/93	- 2/28/93	;	8.500% / 365 days * 59 days *	565.38 =	7.88


3/1/93	- 4/15/93	;	8.375% / 365 days * 46 days *	565.38 =	5.97


2/15/93	- 2/28/93	;	8.500% / 365 days * 14 days *	300.00 =	0.98


3/1/93	- 4/15/93	;	8.375% / 365 days * 46 days *	300.00 =	3.17


TOTAL			;						             $25.77





The interest due on advances is $25.77.





5.06  LIQUIDATION OF ARM LOANS





	Liquidation of an ARM loan differs from that of a fixed rate loan only as it relates to estimating the interest due the holder and verifying the principal balance on the VA Form 26-6713, Summary of Basis for Liquidation Procedure.  By using the technique explained in paragraph 5.05d, the appropriate amount of interest can be calculated.  For the purposes of completing VA Form 26-6713 only, assume that the principal balance claimed by the holder is correct.





5.07  REFUNDING OF AN ARM LOAN





	VA will refund an ARM only if the mortgagor agrees to a modification of the loan that will fix the interest rate.  This should be mentioned in the initial discussion of refunding.  If the mortgagor is not agreeable, refunding is not an option.  A clause fixing the interest rate should be obtained from District Counsel and included in a modification agreement at the time the refunding is completed.
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